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There are at least three basic motives
behind worldwide privatization efforts: changing government philosophy; the need
to raise money; and the transformation of command economies, particularly in
Eastern Europe and the former Soviet Union, and the liberalization of governments
in South America.

Changing government philossphy. There appear to be two antithedcal
philosophies about the proper role of governments in controlling economies. The first
* believes that markets are fragile and that governments are capable of protecting and
preserving them. The second thinks that markets are inherently robust and that govern-
ments are generally incompetent at managing them. Currently, the latter view seems
predominant. This is one principal impetus behind the efforts to privatize. In the pursuit
of efficient production, governments are increasingly recognizing that there are forces
outside their direct ability to manage.

Some prominent examples of this shift have been in English-speaking
countries. In New Zealand, state businesses were privatized in a political and social
reaction to decades of tight regulation. That regulation, combined with falling raw
materials prices (in a country with 3 million people and 50 million sheep!), caused a
decline in living standards and a keen desire to try a new path of government involvement
in business. In the United Kingdom and Australia as well, conservative governments
moved to privatize as part of a general philosophy of shrinking the public sector.

The need 1o raise money. Many of the world’s governments own great tracts
of infrastructure and non-infrastructure businesses. These businesses can be liquidated
to help balance budgets, fund public expenditures and sustain governments, without
increasing inflationary pressures.

In Argentina, for example, the government’s fiscal policies to control infla-
tion would be impossible to fund if not for the cash produced by selling gas, oil, airport,
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airline, telephone, electricity, railroad and other industries. In the United Kingdom,
some utilities were privatized partly in well-intentioned recognition that the government
didn’t need to own such businesses. Others were sold as private monopolies, leading
some to believe that the expectation of higher proceeds was the true motivation, sirice
these monopolies could be privatized more quickly.

The transformation of command economies and the liberalization i Latin America.
In economies where almost everything is publicly owned, the reaction to inept public
control has prompted privatization as one of the few options for long-term improve-
ment in living standards. For example, a great deal of privatization has taken place in
Eastern Europe. Many of the successful privatization efforts to date, however, have
involved either the movement of small businesses into private hands, investments in
new plants from the ground up by international corporitions or the takeover of manu-
facturing plants by management (which some have likened to “expedient thievery”).

South America suffered from a wrecking of some of its econormies after the
1940s, particularly due to broad regulation and nationalization of business. Throughout
the region, there is now the widespread belief in the efficacy of markets and the inept-
tude of government.

Organizational Opponents to Privatization

In order to find precedents for the organized opposition to privatization,
one should realize that privatization and deregulation prompt very similar reactions
because both attempt to remove a layer of government control over business that can
harm efficient production.

Deregulation in the United States. In the United States, much organized
resistance to deregulation comes from groups that see it as a threat to their private
interests. For example, in the decades of debate over the deregulation of trucking and
air transportation and of natural gas prices, most of the argument was not about effi-
ciency but about who would gain and who would lose with respect to the status quo.

Another problem is that regulatory authorities and other instruments of
government control are reluctant to abandon their jurisdiction for organizational reasons.
For example, it is rare that economic regulatory authorities voluntarily end their control
over prices and service levels in the businesses they regulate, since this control is a prin-
cipal reason for their existence. Indeed, there are numerous examples of these effects:

* Airlines. Professor Alfred Kahn, a NERA special consultant and a
principal architect of the “deregulation revolution,” took the job of heading, and
then dismantling, the Civil Aeronautics Board—abut only after warning the Carter
administration that doing so would probably cause the bankruptcy of at least one of
two major airlines, largely because of their inability to cope with high-cost labor and
operating structures, Both airlines eventually went under. The impact of airline deregu-
lation on workers (e.g., pilots, attendants and baggage handlers) has been very visible.




* Gas. The regulation of gas prices had caused predictable and significant
shortages of the fuel. The movement toward deregulation was supported by sellers but
sharply opposed by pipeline companies who benefited from a tightly regulated structure
that barred competitive entrants.

* Railroads. The Interstate Commerce Commission (ICC) used to regulate
entry, exit, rates, routes and almost every other aspect of railroads. In the process, it
virtually ran the railroads out of business at the expense of the much more competitive
trucking and barge businesses. To overcome the destructive, often politically motivated,
regulatory inertia of the ICC took the virtnal imminent collapse of the rail systems, the
appointment of a reform-minded economist as chairman and two acts of Congress.

* Electricity. The current moves toward the deregulation of electricity
generation is creating a struggle between electricity consumers, power companies and
promoters of energy-saving equipment. Regulation in the industry, which has presented
a barrier to competition, has allowed all participants to share in the “monopoly rents,”
including unions, shareholders and energy-saving equipment manufacturers. These
participants can be expected to oppose the efficiency and consequent reduction of
monopoly rents that deregulation of electricity generation can bring,.

Stmtilar forces at work in privatization efforts. We see some of these factors at
work in privatization efforts abroad.

* Urions in Argentina. One of the principal impediments to widespread
privatization in Argentina was the unions. A very considerable effort was made both to
anticipate their reaction and to provide a safety net for the great number of government
industry workers who could be certain of displacement after privatization.

* Incumbent managers. A few existing managers in soon-to-be-privatized
industries know that they can antcipate higher-salary private management positions,
but most also know that their job security is threatened. We have experienced the luke-
warm cooperation of mid-level managers in our privatization work in South America.

* Instruments of government administration. Privatization removes an
entire layer of government administration, to be replaced only in some limited instances
by subsequent industry regulatory authorities. Indeed, one of our toughest jobs in priva-
tizing regulated businesses in South America and Africa, among other places, has been
limiting the size and scope of new regulatory authorities.

Economic Obstacles to Privatization

There are five economic obstacles for newly-privatized markets: unclear
definition of ownership rights; market information problems; high transaction costs;
tendencies toward natural monopoly; and lack of commercial infrastructure and credit.

Unclear definition of wwnership rights. Identifying who owns what, and
what the government can sell, is often very difficult, particularly in former command




economies. Even in relatively clean instances (e.g., privatizing gas pipelines in
Argentina) there are often competing ownership claims for assets to be privatized.

Market information problems. The formation of markets requires that infor-
mation be available to buyers and sellers alike. If either buyers or sellers in privatized
industries possess incomplete information, then markets will tend not to achieve an
efficient allocation of resources.

High transaction costs. Transactions are essental for evaluating markets.
However, in former command economies such as Eastern Europe and the former
Soviet Union, even basic contracting can be difficult.

Tendencies toward natural monopoly. Many market economies seern to operate
fairly well in spite of public ownership of naturally monopolistic industries. Privatizing
such businesses may simply trade one form of government control for another unless
progressive regulatory regimes are adopted.

Lack of commercial infrastructure and credit. One of the distinguishing
characteristics of successful privatization efforts in Organization for Economic
Cooperation and Development (OECD) countries or Latin America is that these
regions have well-established business infrastructures, including accounting standards,
contract law, bankruptey law and laws protecting private property. Privatization efforts
in Eastern Europe and the former Soviet Union run into problems on all these counts.

What Can Go Wrong Later?

In general, privatization efforts that do not consider where markets are likely
to work relatively well, and at relatively low cost, are likely to face severe problems.
If they do not fail outright, any such ill-considered privatization will impose increased
strain on already fragile economic and social structures. Privatization will be difficult
if important and politically influential or cohesive groups in society perceive that they
will inappropriately lose. Even worse, initial efforts at privatization might be unstable
if, over time, substantal unintended or poorly considered consequences emerge.

We realize that privatization, particularly in Eastern Europe and in the
former Soviet Union, is a process that might fail. As far as the underlying belief in the
efficacy of markets, the worst thing that can happen is the appearance of economic and
social problems that lead to subsequent reasserdon of state control. There are a number
of potential problems to watch for in this regard:

Social impacts. With enterprise discretion, capital will be withdrawn from
unprofitable uses and higher-cost customers will be supplied only at higher prices.
Some customers, or whole regions, could be dramatically affected. The economic and
soctal dislocations could be very large, prompting calls for renewed state control. The
prospect for overall efficiency that privatization brings may mean little to the town
council or committee faced with a leading employer who is going out of business.




Potential for monopoly pricing. Natural monopoly is a classic justification
for regulator or state ownership. Particularly in Eastern Europe and the former Soviet
Union, many products are provided by one very large plant, perhaps giving the impres-
sion of natural monopoly. The kind of rapid price increases, even on a regional basis,
might lead to instability and prompt calls for a return to state control.

Potential effects on particular worker groups. In the United States, some of the
strongest opposition to trucking deregulaton came from the Teamsters union, which
apparently believed that their members would be harmed. Negatively affected groups
may be well organized in unions or other groups (e.g., Polish miners).

Concerns over the loss of service to small communities. Negative regional effects
of privatization could lead to instability, particularly in regions where smaller towns and
businesses have substandal political influence.

Potential for destructive competition. After privatization in some industries,
certain firms will fail and prices and profitability will fluctuate dramatically over time.
Such occurrences, quite normal in private industries, could generate substantial opposi-
tion to privatization or lead to a return to state ownership or a tightening of state control.

Potential negative effects of privatized firms and their competitors. This issue
could arise in many contexts. For example, state-owned aluminum manufacturers might
be harmed by the privatization of the copper industry; glass bottle manufacturers might
be harmed by the privatization of the competing plastics industry.

Potential for decline of “key” industries. Under privatization, the allocation of
capital and other resources to an industry depends more on financial returns. Relatively
unprofitable firms and industries will decline and/or shut down, This may be seenasa
threat to national security (e.g., the decline of a local steel industry) or as a loss of prestige.

Long-run Prospects for the Success of Privatization

In the end, the long-run prospects for privatization most likely depend on
the type of economy and the durability of governmental institutions. In Western Europe
and other OECD countries, privatization is almost certainly very durable. It was relatively
easy to accomplish, the belief in markets is strong and it is almost impossible to conceive
of governments attempting to return assets to state control. In South America, privati-
zation efforts are also probably irreversible. The public’s revulsion to decades of inept
government management and to private monopolies that operate by government fiat is
sufficiently deep and the belief that markets can bring back “flight capital” and raise liv-
ing standards generally is strong enough to make return to state control very unlikely.

In Eastern Europe and the former Soviet states, the durability of privatiza-
tion is much less certain. Small and medium-sized enterprises, either newly created or
recently privatized, present perhaps the greatest potential for these countries. These
smaller private enterprises often find it easier to slip through the maze of regulation that
hinder the large state monopolies. Despite the recent changes, agonizing privatization
difficulties remain in many areas of the former command economies. ®
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