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Abstract Privatization of state owned enterprises (SOEs)

has been a key plank of the neo-liberal counter-revolution

against economic development since the 1980s. Privatiza-

tion’s promoters promised improved efficiency and

improved fiscal balances, both supposedly contributing to

higher economic growth. Privatization was also supposed

to ensure improved consumer welfare through increased

competition and lower prices. Empirical support for these

claims is scant and often contradictory. Thus, in many

cases, privatization has been worse as a solution to the ills

it purported to overcome. The problems of SOEs are not

necessarily due to public ownership per se. In any case,

there are alternative governance, management and organi-

zation means to improve SOE performance without

privatization.
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Privatization has been central to the neo-liberal counter-

revolution against development economics and government

activism from the 1980s. Many developing countries were

forced to accept privatization as a condition for support

from the World Bank while many others voluntarily

embraced privatization, often due to real or exaggerated

fiscal and debt constraints.

Privatization generally refers to changing the ownership

of a business, service or industry from state, government or

public to private hands. It sometimes also refers to using

private contractors to provide services previously provided

by the public sector.

Privatization can be strictly defined to only include cases

of eventual 100%, or at least majority ownership of a

public or state-owned enterprise (SOE), or its assets, to

private shareholders. The definition of privatization is so

broad in some contexts to include cases where private

enterprises can participate in activities previously the

exclusive preserve of the public sector.

Historical Origins

Privatization is not a new phenomenon, arguably dating

back millennia.1 Britain privatized its steel industry in the

1950s, while West Germany conducted large-scale priva-

tization, including sale of a majority stake in Volkswagen

to small investors in public share offerings in 1961. The

most common reasons cited for privatization were cost

savings and efficiency improvements.

The current wave of privatization worldwide began with

the divestiture of SOEs in the United Kingdom by the

Thatcher Government during the 1980s. This policy shift

can be traced to the unexpected coincidence of high

unemployment and inflation, referred to as ‘stagflation’,

from the mid-1970s, which undermined confidence in

Keynesian macro-economic policy prescriptions.

This ‘neoliberal’ counter-revolution against Keynesian

and development economics marked the rise of the laissez-
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faire or market fundamentalism, dominated by and serving

corporate interests. But there was little privatization in the

United States which never had many SOEs to begin with.2

Nevertheless, US President Ronald Reagan embraced pri-

vatization advocacy in his prosecution of the Cold War.

Government intervention abroad was deemed ‘socialist’, to

be terminated and dismantled.

Balance of payments problems following the oil shocks

in the 1970s and the US Fed’s interest rate hike in the early

1980s precipitated sovereign debt crises in Latin America

and elsewhere. This forced many countries with already

heavy foreign debt obligations to seek emergency credit

from the International Monetary Fund (IMF) and the World

Bank.

The Fund and the Bank attributed developing countries’

inability to adjust to these external shocks, inter alia, to

their import-substituting industrial policy initiatives and

SOE inefficiency. So, emergency credit support from them

typically came with conditions to undertake measures for

‘stabilization’ and ‘structural adjustment’ which included

privatization.

Privatization was portrayed and advocated as an easy

means to accelerate growth, improve efficiency and pro-

ductivity, shrink the public sector and associated debt, as

well as reduce governments’ financial and administrative

responsibilities and activities.

The Bank and the Fund’s ‘neoliberal’ policy condi-

tionalities and prescriptions—involving economic liberal-

ization, deregulation and privatization—became the new

‘conventional wisdom’ shared by the emerging Western

Anglophone establishment. This came to be known as the

Washington Consensus, referring to the common views of

major financial institutions—the US Treasury, the IMF and

the World Bank—based in the US capital city.

From the 1970s, various studies portrayed the public

sector as a cesspool of abuse, inefficiency, incompetence

and corruption. Books and articles with titles including

terms such as ‘vampire state’ and ‘bureaucrats in business’

(World Bank 1995; Frimpong-Ansah 1992; Ayittey 2002).

provided the rationale and justification for privatization

policies. Notwithstanding the caricature and exaggeration,

there undoubtedly were horror stories which could be

easily cited as supposedly representative.

But to avoid marginalization by the new narrative, it

became convenient to obscure and ignore evidence that

SOEs could be well run, even on commercial bases, con-

tradicting the dire predictions of the prophets of

inevitable public-sector doom. For example, China’s Bao

Steel and South Korea’s Pohang Iron and Steel Company

(POSCO), both SOEs, have long been acknowledged as the

world’s most efficient steel producers, boasting the lowest

costs in the world (Kim 1997).

Rationale

Privatization was recommended and advocated as the best,

if not the only means to:

• ‘promote competition, improve efficiency and increase

productivity’ in the delivery of public services;

• ‘better consumer welfare’;

• reduce ‘the presence and size of the public sector, with

its monopolistic tendencies and bureaucratic support’;

• diminish the ‘financial and administrative burden of the

government’, particularly in providing and maintaining

services and infrastructure;

• ‘stimulate private entrepreneurship and investment’;

and thus,

• accelerate economic growth.

To be sure, unclear and contradictory objectives—e.g.,

to simultaneously maximize sales revenue, address ethnic

or spatial disparities, generate decent employment, etc.—

often led to ambiguous performance criteria, many open to

abuse. SOE failure on one criterion (e.g., cost efficiency)

was often justified in terms of fulfilling other objectives

(e.g., employment generation). However, such ambiguity

and conflation of objectives were rarely due to public or

state ownership per se.

Problems of co-ordination among various government

agencies and inter-departmental rivalries have been

important. Some consequences have included ineffective

monitoring, insufficient accountability, and over-

regulation.

‘Moral hazard’ has also been a problem as SOE man-

agements expected sustained financial support from the

government, come what may, causing weak fiscal disci-

pline or ‘soft budget constraints’ (SBCs).3 However, gov-

ernment bail-outs of ‘too big to fail’ privately owned

financial institutions in the wake of the 2008–2009 global

financial crisis demonstrate that moral hazard and SBCs do

not depend on ownership. As the long and widespread

history of public ‘bailouts’ and ‘bail-ins’ of failed private

2 Complete privatization of public assets to private investors in the

US was limited prior to 1992 due to federal regulations that required

state and local governments to fully reimburse the federal government

for grant monies received for infrastructure assets upon the sale of

those assets. See Commission on Government Forecasting and

Accountability, State of Illinois (2006).

3 A term associated with Hungarian economist, Janos Kornai. The

‘softening’ of the budget constraint appears when the strict relation-

ship between the expenditure and earnings of an economic unit (firm,

household, etc.) has been relaxed, because excess expenditure will be

paid by some other institution, typically by a paternalistic state

(Kornai 1986).
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enterprises demonstrates, the prevalence of SBCs can be

better explained by their ‘political desirability’.

SOE budgets can be and have been ‘hardened’ by

changing incentives. Changing institutional mechanisms

and credible policies have served as ‘internal incentives’,

effectively ending SOEs’ expectations of SBCs without

privatization. At the same time, market forces have pro-

vided ‘external incentives’ and disincentives to discipline

managers’ and owners’ corporate performance.

Often, SOE managements lacked adequate or relevant

skills, but were constrained from addressing them expedi-

tiously. But privatization does not automatically solve such

problems of inadequate technical or managerial skills.

Many SOEs enjoyed monopoly or monopsony powers

de jure or de facto, which often served to obscure ineffi-

ciencies and abuses. Hence, competition and enterprise

reorganization and incentives—rather than mere changes in

ownership through privatization—are more likely to induce

greater enterprise efficiency. Similarly, privatization of

state-owned public utilities (e.g., water supply), which are

natural monopolies, will not overcome problems of inef-

ficiency due to the monopolistic or monopsonistic nature of

an industry or market segment.

Misleading Claims

Arguments for privatization can be refuted on the follow-

ing grounds:

• The public sector can be more efficiently run, as

demonstrated in Singapore and South Korea, for

example. Greater public accountability and a more

transparent SOE sector can ensure greater efficiency in

achieving the public and national interest while limiting

public sector waste and borrowing.

• Principal-agent problems between owners and man-

agers, such as information asymmetries and monitoring

difficulties leading to inadequate accountability and

enterprise failures, are not only confined to SOEs.

Inadequate corporate governance was identified as a

major contributory factor in the collapse of the Lehman

Brothers that triggered the global financial meltdown in

2008.

• Pressure to ensure more equitable distribution of share

ownership (e.g., via ‘voucher privatization’) may

inadvertently undermine shareholder pressures to

improve corporate performance since each shareholder

would then only have small equity stakes, and would

therefore be much less likely to incur the high costs of

effectively monitoring corporate management and

performance.

• Therefore, even though it is an article of faith for some

that SOEs must be less efficient or, at least, less

profitable than privately owned firms, to date, the

empirical evidence is mixed. Whether SOEs are more

or less efficient than private firms largely depends on

specific circumstances, including enterprise organiza-

tion and incentives, rather than being determined by an

enterprise’s ownership status (Dewenter and Malatesta

2001).

• Privatization may postpone a fiscal crisis by temporar-

ily reducing fiscal deficits, but the public sector would

lose income from profitable activities, and be stuck

with financing and subsidizing unprofitable ones. Fiscal

crises may even become more likely if the new owners

of profitable SOEs avoid or minimize paying taxes,

sometimes due to the typically generous terms of

privatization.4 Fiscal gains are typically short of the

claims made by privatization proponents as public asset

under-pricing is common to ensure privatization’s

popularity.5

Privatization gives priority to private profit maximiza-

tion, at the expense of social welfare, equity and the public

interest. It tends to adversely affect public sector employ-

ees and the public, especially poorer consumers who face

heightened access barriers as the new profit-maximizing

private owners raise prices or user charges following the

privatization of public utilities such as water supply (Wood

2004; Beder 2005; Cortina de Cardenas 2011; Corporate

Accountability 2012). By diverting private capital, from

productive new ‘greenfield’ investments to ‘brownfield

investments’, to buy over public-sector assets, economic

growth would be retarded, rather than enhanced.

Cure Worse than Malady

However, the privatization experiences of the last four

decades have generally been anything but salutary, espe-

cially for developing countries. Privatization has not pro-

vided the miracle cure for the problems (especially the

inefficiencies) associated with the public sector.

The public interest has rarely been effectively served by

private interests taking over public-sector activities. Pri-

vatization was supposed to free market forces and

4 For example, the Sydney Airport Corporation did not pay any tax

for at least 10 years after its privatization despite earning nearly

AUD8 billion while enjoying tax benefits worth almost AUD400

million. See http://www.smh.com.au/business/airports-pot-of-gold-

20130822-2segw.html.
5 See, for example, Dewenter and Malatesta (1997); they report on

under-pricing in privatization programmes of eight countries; Jones

et al. (1999) presents similar findings from their coverage of 630 share

issue privatizations.
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encourage competition, but the new owners have an

interest in retaining the SOE’s ‘competitive advantages’,

including monopoly positions.

Hence, there has been widespread concern about: (1)

formal and informal collusion, e.g., cartel-like agreements;

(2) collusion in bidding for procurement contracts and

other such opportunities; and (3) interested parties enjoying

special influence and privileged information.6

As a matter of fact, both the IMF and World Bank were

aware of such likely adverse impacts of privatization.7

However, Fund and Bank safety-net or compensation

proposals were either too costly for the public exchequer or

too administratively burdensome for most developing

countries due to targeting requirements.

Since a significant share of state-run activities are public

monopolies, privatization will hand over monopoly powers

to private interests likely to use them to maximize profits at

public expense. Privatization of public services tends to

burden the public, especially if charges are raised for pri-

vatized services which may not even improve with priva-

tization. ‘Value for money’ may go down, despite modest

improvements used to justify higher user charges.

Private interests are mainly interested in lucrative or

potentially profitable activities and enterprises. Thus, the

government will be saddled with unprofitable and less

profitable activities, reinforcing the impression of SOE

inefficiency. Consequently, privatization may worsen

overall public-sector performance.

Privatization in many developing and transition econo-

mies has primarily enriched a few with strong political

connections who ‘captured’ the most lucrative opportuni-

ties associated with privatization, while the public interest

has been sacrificed to such powerful private business

interests. This has, in turn, exacerbated problems of cor-

ruption, patronage, clientelism, ‘rent-seeking’ and other

related problems.

Privatization created two types of services, i.e., one for

those who can afford more costly, private—including pri-

vatized—services, and another for those who cannot, and

hence, have to continue to rely on subsidized public ser-

vices, e.g., medical services and education. Such social

differentiation has important social and political implica-

tions, especially in democratic societies with egalitarian

ethos or promises.

Minimal long-term investments by private owners,

narrowly focused on maximizing short-term profits, will

undoubtedly have adverse effects, eventually undermining

public service delivery. ‘Economic costing’ of utilities,

e.g., water supply and electricity, has generally increased

living costs and compromised service delivery, especially

in remote and rural areas. All too often, employees of

privatized concerns have experienced reduced employ-

ment, promotion prospects, overtime work opportunities

and real wages following privatization.

Thus, privatization has not proved to be the universal

panacea for the myriad problems of the public sector it was

touted to be. In many instances, the problems of an SOE

have little to do with its ownership per se. While some

improved services may have followed, and often been

misleadingly attributed to privatization, it has often also

reduced consumer and employee welfare, compromised

national and public interests, concentrated wealth, and

worsened corruption and other abuses, rather than achieved

most of the benefits promised by its advocates.

Therefore, instead of presuming that privatization is the

only solution, the variety of modes of enterprise reform,

marketization and other measures, including privatization,

should be considered as alternative options for improving

the public sector. With such an approach, privatization

becomes one among several options available to the gov-

ernment for dealing with the undoubted malaise of many

public sectors and SOEs. There may well be instances

when privatization offers the superior option (e.g., the UK

privatization of National Freight to its staff or the Hun-

garian privatization of retail shops), but this should be the

policy conclusion after careful consideration of options

available rather than the default option it became in recent

decades.

Alternatives Need Consideration

Many SOEs have undoubtedly proven problematic, often

inefficient. As mentioned earlier, all too often, they may be

due to the absence of explicit, feasible or achievable

objectives, or the co-existence of too many, often contra-

dictory goals. In other cases, the absence of appropriate

good managerial and organizational systems (e.g., with

suitable elements of flexibility and autonomy) and cultures

6 Admitting that privatization has damaged the economy, such

concerns led a leading advocate of privatization, Rod Sims, Chairman

of the Australian Competition and Consumer Commission, to the

verge of becoming an anti-privatization critic. Referring to the

outcomes of the sale of ports and electricity infrastructure as well as

the opening of vocational education to private companies, he noted,

‘I’ve been a very strong advocate of privatization for probably

30 years; …I’m now almost at the point of opposing privatization

because it’s been done to boost proceeds, it’s been done to boost asset

sales and I think it’s severely damaging our economy.’ http://www.

smh.com.au/business/privatisation-has-damaged-the-economy-says-

accc-chief-20160726-gqe2c2.html.
7 For example, 1999 IMF research found that privatization ‘can lead

to job losses, wage cuts and higher prices for consumers’ (Gupta et al.

1999). 1997 World Bank research on the experiences of Argentina,

Bangladesh, Chile, Ghana, Malaysia, Mexico, Sri Lanka and Turkey

in 1997 found large-scale employment losses when big SOEs were

privatized (Kikeri 1997).
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supportive of such goals and objectives may be the key

problem.

Improvements in SOE management must be required by

the national political leadership and enabled by increased

administrative autonomy, new incentive systems and

greater accountability. Such changes are achieved with

greater decentralization or devolution of managerial

authority and other innovations.

It is also relevant to consider the circumstances of the

establishment of SOEs. Some SOEs were set up because

the private sector was found to be unable or unwilling to

provide certain services or goods. Such arguments may still

be relevant in some cases, no longer relevant in other cases,

and perhaps, never even true or relevant in yet other cases.

Privatization may facilitate achievement of organiza-

tional goals or objectives with the changes it may inad-

vertently bring about, but even this does not make

privatization per se responsible for such improvements. In

such cases, SOE managerial and organizational reforms

without privatization may well have achieved the same

objectives and goals, or even do better, at lower cost, and

thus prove to be a superior alternative. Clearly, the best

option cannot be presumed a priori, but should instead

follow from careful consideration of the origins and causes

of an organization’s malaise.

The widely acknowledged failure of most privatizations,

in terms of advancing the public interest, and often by the

rationale and criteria for privatization announced by the

government, and not infrequently, even judged by the

performance of the privatized enterprises themselves, has

forced governments and their advisers to retreat from fur-

ther privatizations. Thus, the new favoured policy approach

even before the end of the century has been to promote

public–private partnerships (PPPs) in place of the old

Washington Consensus’ straight-forward promotion of

privatization, which appears to have become discredited in

the process, and thus run its course.

However, PPPs can hardly be regarded as more desir-

able alternatives to privatization. PPPs have often pro-

moted private interests at the expense of the public and

national interest. Many PPPs have also worsened fiscal

balances and vulnerabilities due to biased risk-sharing

forcing governments to bear the main burdens of failure

due to cost escalation or revenue shortfalls. In sum, PPPs

do not necessarily ensure better value for money or more

equitable outcomes compared to straightforward public

investments.
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