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Foreword 

The Centre for Co-operation with European Economies in Transition, which was 
created in March 1990, is the focal point for co-operation between the OECD and 
central and eastern European countries. Its major responsibility is to design and 
manage a programme of policy advice and technical assistance which puts the exper¬ 
tise of the Secretariat and Member countries at the disposal of countries engaged in 
economic reform. This advice or assistance can take numerous forms, including 
conferences, seminars, missions and workshops in order to explore policy questions or 
review draft legislation; it can also include training for government officials who are 
called to implement market-oriented policies. 

In December 1990 the OECD initiated a programme “Partners in Transition” 
for the purpose of providing more focused assistance to those countries that are more 
advanced in introducing market-oriented reforms and desire to become members of 
OECD. Additional activities, which the Centre would co-ordinate under this pro¬ 
gramme, could include reviews of the country’s general economic situation and pros¬ 
pects, reviews of issues and policies in specific areas and participation in certain 
OECD committees. 

In all these activities, the Centre maintains close relations with other multilateral 
bodies such as the G-24 co-ordinated by the Commission of the European Communi¬ 
ties, the International Monetary Fund, the World Bank, the European Investment 
Bank, the European Bank for Reconstruction and Development, with the mutual 
objective of ensuring the complementarity of respective efforts to support economic 
reforms in Central and Eastern Europe. 

Four activities in the Centre’s current work programme have been designated as 
part of the OECD’s response to the invitation of the Bonn Conference of the CSCE to 
host meetings of experts from CSCE participating States and OECD Member States 
to promote the process of economic reform. 

This report is based on two seminars dealing with some of the main issues and 
strategies surrounding the transition of central and eastern European countries to 
market economies. The seminars, held on 20-21 June 1990 in Paris, were organised by 
the Economic and Statistics Department with the support of the Centre for Co¬ 
operation with European Economies in Transition. 

These proceedings were edited by Hans J. Blommestein and Michael Marrese. 
Mr- Blommestein is an economist with the Economics and Statistics Department of 
thb QECD. Mr. Marrese, a consultant to the OECD, is on leave from Northwestern 
University, Evanston, Illinois, USA, where he holds the position of associate professor 
of economics. 

The report is published on the responsibility of the Secretary-General of the 
OECD. . 
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Foreword 

This volume is the second in a series of publications by the OECD Centre for Co¬ 
operation with European Economies in Transition. The purpose of this book, and 
those which will follow, is to add to understanding of the problems which the central 
and eastern European countries are, or will be, facing as they move from a centrally- 
planned to a market-oriented economy. The transformation of these economic systems 
is by both its nature and scale a task and an effort without precedent in our economic 
history. The lack of an adequate body of knowledge, from which governments can 
draw guidance, makes the transition all the more difficult, while the conditions of 
economic distress that characterise these countries at the beginning of the process 
make it all the more urgent. The co-operation and assistance of the prosperous market 
economies of the “West” could be crucial in avoiding such a transformation suc¬ 
cumbing to the many difficulties. 

Since late 1989, these reforming countries have been addressing requests for 
advice, co-operation and assistance to the OECD. The long history of the Organisa¬ 
tion in supporting the development of market economies is one of the reasons for such 
requests. The OECD embodies, and perpetuates, the success of the co-operative 
experience of its predecessor, the Organisation for European Economic Co-operation 
(OEEC), established in 1948 to bolster the efforts of Western European countries in 
rebuilding their economies. In this endeavour a key factor was the support, through 
the Marshall Plan, of the United States of America. 

The wealth of experience and expertise which the OECD and its Member coun¬ 
tries can put at the disposal of the reforming countries in central and eastern Europe 
is considerable, covering as it does all the domains of economics as well as their 
interlinkages. Thus, the potential contribution of the OECD to the reform of those 
economies is unique. 

In order to enable it to meet the growing number of requests by these countries, 
the OECD created, in March 1990, the Centre for Co-operation with the European 
Economies in Transition. The purpose of the Centre is to provide technical advice, to 
undertake policy dialogue and, in a few cases, to train officials in the context of a 
programme of activities that is designed and reviewed annually. The Centre is not 
established as a separate agency within the OECD but rather as an infrastructure 
that can rely on and mobilise the know-how both of the OECD staff and of its 
Member countries. Technical advice and policy dialogue take numerous forms and 
cover a wide range of subjects, spanning from macroeconomic issues to structural 
problems. Seminars, workshops and technical meetings are being held, involving on 
one side the OECD Secretariat, together with experts and policymakers from OECD 
countries, and on the other side, policymakers, officials and experts from central and 
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eastern Europe. The experience of the business community is also called upon where 
appropriate. Specific policy questions are explored or draft legislation and administra¬ 
tive practices are reviewed. Furthermore, analyses of some economic sectors are being 
conducted in those countries. Training of government officials involved in implement¬ 
ing market-oriented policies is being carried out on a limited scale, for example in 
areas such as competition policy. In implementing its programme, the Centre main¬ 
tains close relations with other multilateral institutions such as the International 
Monetary Fund, the World Bank and the EEC Commission, as well as with other 
multilateral programmes such as the G-24 programme that is co-ordinated by the 
EEC Commission. 

The Centre’s commitment to all these activities has been enhanced with the 
adoption of special programmes for co-operation in the context of the initiative 
“Partners in Transition” which was launched in December 1990. This initiative 
focuses on those countries in economic transition that are more advanced in the 
introduction of economic and social reforms and have expressed the intention of 
becoming members of the OECD. Each of these programmes is oriented towards the 
specific reform needs of a “partner in transition”, and can also include the participa¬ 
tion of these countries as an observer in the activities of certain OECD committees. 

First steps in launching the Centre’s activities must be to assess the extent and 
characteristics of the needs of the reforming economies, to understand what are the 
most appropriate instruments for support, and to establish the contribution being 
furnished by other institutions. As one means to this end, the Centre is sponsoring 
four major conferences. Each provides an opportunity to examine, with the represen¬ 
tatives of the reforming countries, a specific set of issues in order to identify priorities 
for action and for international assistance in the transition to a market-based econ¬ 
omy. These priorities can be expected to constitute the basis for developing specific 
activities which may be of interest to one or several of these countries. These confer¬ 
ences have also been designed as part of the OECD response to the invitation of the 
Bonn meeting of the Conference on Security and Co-operation in Europe to host 
meetings of experts from the CSCE participating States and OECD Member States 
to promote the process of economic reform. 

The first conference was held in September 1990 and dealt with the problem of 
reforming the statistical systems. The second conference, in November 1990, focused 
on the problems and difficulties of managing the economy in the transition to a 
market-system. The seminar, whose proceedings are reported in this volume, was 
organised in preparation for this conference and was held in June 1990. The third 
conference, in January 1991, was devoted to the issues of tax reform, while the last 
conference of this cycle, in the summer of 1991, will examine the creation of a labour 
market and the social implications of the systemic reforms in central and eastern 
Europe. 

Salvatore Zecchini 
Director of the Centre for Co-operation 

with the European Economies in Transition 
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Centrally Planned Economies in Transition: 
an Introductory Overview of Selected Issues and Strategies 

Hans J. Blommestein, Michael Marrese and Salvatore Zecchini 

Background 

The transformation of a centrally planned economy (CPE) into a market econ¬ 
omy never occurred in the pre-perestroika era1. Economic theory offered little gui¬ 
dance on how to replace central planning with the market. However, the liberating 
political upheavals of 1989 in central and eastern Europe and the Soviet Union have 
made the transition from CPE to market economy one of the priorities of the 1990s. 
Moreover, these countries’ early experience with economic perestroika has demon¬ 
strated that costly and time-consuming debates over property rights, political institu¬ 
tions, market-oriented “rules of the game”, financial infrastructure, macroeconomic 
policy, and the social safety net are inevitable components of this transformation 
process2. 

Against this background the Economics and Statistics Department of the 
OECD, with the support of the Centre for Co-Operation with the European Econo¬ 
mies in Transition, held two successive seminars on 20-21 June 1990 entitled: 

a) Day One: “Property Rights Reform and its Impact on Macroeconomic 
Performance and Social Welfare Needs”; 

b) Day Two: “The Structural Conditions for a Stable Macroeconomic Regime 
and Efficient Allocation of Investment”. 

The five papers that were presented at these seminars are published in this 
volume in the order of their appearance. This introductory chapter presents the main 
ideas of the five principal contributors, the other seminar participants, and ourselves 
on why, how, and when private property, competition, sound monetary and fiscal 
policy, price liberalisation, enterprise incentives and financial infrastructure enter into 
the transformation process. 

Of course, other elements - not directly addressed in this study - also will be 
essential for the success of the transformation process. Among these are well-func¬ 
tioning markets for all factors of production, a legal system that permits and protects 
varied forms of ownership and market transactions, and an effective government 

The authors would like to thank: Paul Atkinson, Alexandra Bibbee, Grant Kirkpatrick and 
George McDowell for their helpful comments and suggestions. 
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bound by “the rule of law” and responsible for public goods, externalities, and the 

social safety net. 

Sections 2 and 3 of this chapter focus on the first day’s topic by examining the 
importance of private property and competition to former CPEs and by summarising 
the papers by Jozef M. van Brabant, Keith Crane, and D. Mario Nuti. Sections 4 and 
5 cover the second day’s ideas by focusing on the objectives of macroeconomic policy 
during the transition period and by summarising the papers by Lawrence J. Brainard 
and Wolfram Schrettl. In Section 6, the general spirit of the seminars is discussed, 
while conclusions appear in Section 7. 

Property rights reform and the creation of competitive markets 

The growing inadequacy of the extensive growth strategy and the structural 
problems associated with central planning were the major impetus behind pre-per¬ 
estroika economic reform efforts. In almost all CPEs this meant the search for the 
optimal degree of decentralisation in economies which continued to be based prima¬ 
rily on social ownership of the means of production3. In any event, decentralisation of 
decision-making (including the introduction of self-managed enterprises) turned out 
to be a very poor substitute for the creation of a market economy. Growth and 
efficiency did not increase. Soft-budget constraints were not hardened and in many 
cases financial discipline among enterprises even deteriorated. Moreover, decentral¬ 
isation led to even more bureaucratic bargaining between ministries and enterprises 
about preferential access to credits and foreign exchange, special subsidies, discretion¬ 
ary taxation, and so forth. 

The failure of these pre-perestroika reform efforts helped many policy makers in 
the CPEs to realise that the creation of a full-fledged market economy was necessary. 
In addition, other factors caused these policy makers to believe that rapid and large- 
scale privatisation of state firms, together with the removal of obstacles to entry for 
new private enterprises, should form an integral part of any transformation strategy. 

First, former CPEs need to increase economic efficiency on a durable basis. 
Privatisation based on clearly defined and legally recognised property rights would 
contribute to increased efficiency by replacing bureaucratic incentives with profit- 
oriented ones. Even under the current market structures, this would lead to more 
mobility in both labour and capital, and to improvements in the collection and 
utilisation of demand and supply information. Under more competitive market struc¬ 
tures, privatisation coupled with appropriate incentives would also promote a general 
increase in the effort of workers and managers to improve organisational and techno¬ 
logical conditions4. 

A second major reason for a radical change in property rights concerns its 
structural contribution to macroeconomic stability. Selling or leasing state-owned 
enterprises helps to eliminate the monetary overhang. In addition, the long-term 
maintenance of sound macroeconomic policies will be difficult without large-scale and 
rapid privatisation of state-owned enterprises because the government is unlikely to be 
able to enforce financial discipline if state-owned enterprises remain a dominant part 
of the economy. 
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Unfortunately these compelling reasons for privatisation have not reduced the 
controversy about the process. The issue of whether and “how to privatise” is explo¬ 
sive because it involves transfers of wealth and is likely to clash with social percep¬ 
tions about “what is fair”. Consequently, proposals to sell state-owned enterprises to 
workers, managers or foreigners, or to give away such enterprises are hotly debated. 

Another reason for the delay in privatisation concerns disagreements about 
whether to break up monopolies before or after privatisation. One group of economists 
argues that demonopolisation before divestiture is absolutely essential because lack of 
competition is a dominant feature of the former CPEs. Otherwise, privatisation would 
result in an economy dominated by private monopolies. The other group offers three 
reasons why monopoly power may be resolved relatively easily once privatisation has 
occurred. First, a “free-entry promoting” change in the regulatory environment could 
reduce existing monopoly power. Second, open regimes for international trade and 
foreign direct investment may be very effective mechanisms for quickly generating 
competition. Third, privatisation combined with or preceded by price deregulation 
may quickly attract new entrants thereby squeezing “windfall” and “monopoly” 
profits. Nonetheless, even the latter group of economists concedes that for large state- 
owned enterprises operating as natural or network monopolies, it may be necessary 
that the government get the regulatory environment right before privatisation5. 

Four technical factors constitute the final explanation of the slow pace of 
privatisation. First, policy makers and the public in former CPEs do not possess a 
clear idea of how capital markets operate and are unfamiliar with the fact that in a 
market economy “an enterprise’s asset value as measured by the market value of its 
stock may fluctuate widely due to any shock that influences the expected profit stream 
of that enterprise”. This is mostly because the absence of financial markets in these 
countries has meant that the value of state-owned enterprises has not been influenced 
by changes in prices, technology, new entrants and wealth. This unfamiliarity in how 
assets are valued has produced an unrealistic belief that an ex ante fair privatisation 
process can be constructed. Second, even if decision makers in former CPEs fully 
understood how capital markets operate, privatisation is controversial because there 
are difficulties in establishing reservation prices (prices below which the state should 
not sell) since enterprises have not functioned in a market economy, have not faced 
serious competitive pressure and have not been audited in an economically meaning¬ 
ful manner. Third, some segments of society perceive privatisation to be a “process of 
selling the country to foreigners” because the stock of accumulated “savings” of 
households and enterprises is small relative to the “value” of assets to be privatised. 
Fourth and most important, privatisation can occur only after the following informa¬ 
tion is known: the constraints on ownership rights (for example, commitments to 
retrain employees before they are released from their jobs), who owns enterprises to 
be privatised, and who is responsible for previously accumulated enterprise debt and 
environmental damage. 

In other words, time- and resource-consuming coalition building characterises 
the privatisation of state-owned enterprises because many potential combinations of 
people could benefit and there is no clear-cut economic rationale for picking one set of 
beneficiaries over another. Moreover, analytical considerations and practical experi¬ 
ence in both former CPEs and market economies indicate that there is no single 
“best” scheme for privatisation. Also, with respect to the process of divestiture itself, 
there is no unique optimal strategy. Thus privatisation should be guided by transpar- 
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ent procedures that may differ according to: type of asset involved (apartment, farm 
land, small retail outlet or large industrial firm) and the extent to which the “asset to 
be privatised” needs new capital, managerial skill, and technological expertise6. 

Overview of the papers on property rights reform 

Jozef M. van Brabant, in his paper “Property Rights’ Reform, Macroeconomic 
Performance, and Welfare”, starts by noting the enthusiasm of former CPEs for 
creating markets, including capital markets. These markets are responsible for allo¬ 
cating existing capital, creating new capital, and stimulating entry and exit. If the 
tasks of capital markets are to be carried out successfully, property rights must be: 
well-defined and well-protected, placed in the hands of those with purely economic 
responsibilities, and enforced by neutral regulators in conjunction with an effective 
judicial system. 

Brabant then argues that defining privatisation as asset sales is too limiting. 
Rather, privatisation should be seen as a transfer from the public to the private sector 
of rights to residual enterprise income. This transfer affects an enterprise’s incentive 
structure and therefore its performance. Brabant goes on to note that ownership, 
competition and the regulatory environment are interrelated influences on allocative 
efficiency. However, the latter two factors, Brabant emphasises, have a larger effect 
on performance than ownership per se. 

Privatisation is desirable, Brabant contends, because socialism has failed, the 
bureaucratic power of the Communist Party and government apparatus must be 
destroyed, and competition must be promoted. Yet privatisation should not be 
characterised only as state firms becoming private firms. It may also take the form of 
leasing enterprises to the highest bidder or properly monitoring enterprises that 
remain state-owned yet operate under much more stimulating incentive structures 
than existed previously. Brabant goes on to argue that reduction in the monopoly 
power of large-scale enterprises is imperative under all forms of privatisation and 
should certainly occur before the ownership of large-scale state-owned enterprises is 
transferred into private hands. 

Despite the desirability of privatising state assets in former CPEs, Brabant 
emphasises that the difficulties are enormous. For example, the selling or leasing of 
state-owned assets requires proper pricing. However, proper pricing is hard to accom¬ 
plish given the absence of capital markets, the tiny size of the private sector, the 
controversy over selling assets to foreigners, the thin layer of domestic entrepreneurs, 
non-uniform accounting rules among state-owned enterprises, and confusion over who 
is the legal owner of existing state-owned assets. 

As a result, Brabant discusses alternative methods of privatisation from organisa¬ 
tional, efficiency, and equity points of view. He begins with spontaneous privatisation, 
which is the transformation of a state-owned enterprise into a joint-stock company, 
whose new owners are often the enterprise’s former managers. Then he describes 
means of distributing assets free of charge, allocating user rights via leasing arrange¬ 
ments and management contracts, and selling assets. 
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He concludes with an implicit sequence for the privatisation process: 

First: 

- all “state-owned” assets should be re-nationalised to establish clear legal 
property rights; 

- housing, handicrafts, and small businesses should be privatised through bid¬ 
ding procedures; 

- land reform should be undertaken; 
- almost all state-owned enterprises should be turned into professionally moni¬ 

tored joint-stock companies; 

Second: 

- the government should promote competitive behaviour by creating an appro¬ 
priate institutional environment and performance-enhancing incentive 
schemes; 

- the government should pursue comprehensive stabilisation, enact fiscal 
reform, demonopolise, and liberalise prices; 

Third: 

- once state-owned enterprises are behaving like competitive firms, their out¬ 
right sale to the public should occur at a measured pace. 

Keith Crane, in his paper “Property Rights Reform: Hungarian Case Study”, 
addresses three questions. First, what are the economic reasons for the privatisation of 
state-owned industries in Hungary? Crane cites four types of evidence in favour of a 
clearly articulated government approach to privatisation. 

- There is overwhelming proof that Hungarian state-owned industry has used 
and invested capital much less efficiently than private industry in market 
economies. 

- Substantial evidence demonstrates that the Hungarian Government has been 
inept in choosing where to allocate investment funds. 

- Hungarian managers of state-owned enterprises have faced institutional 
incentives that have caused them to use existing capital stock less efficiently 
than their Western counterparts. 

- The well-publicised attempts by enterprise managers and former Communist 
Party officials to buy state enterprises at bargain prices have inflamed public 
outrage. Therefore, the state should act quickly to dispose of state-owned 
assets in an open and orderly manner in order to prevent the spontaneous 
privatisation that so upsets the population. 

Second, Crane comments on how privatisation is likely to be carried out. He 
begins with a description of the legal and institutional framework for privatisation 
that the Hungarians have already put into place. Crane then describes three trends: 
large state enterprises have been sold in order to obtain a “fair” value as judged by an 
outside appraiser and as determined by a widely publicised auction; a substantial 
number of small manufacturing plants, workshops, wholesale operations, and retail 
outlets have been spontaneously privatised; and state-owned housing has been sold to 
tenants at favourable prices. He next discusses new proposals to privatise the remain¬ 
ing medium and large enterprises. These include: reverse discrimination against state- 
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owned enterprises; giving or selling state-owned enterprises to non-profit Hungarian 
institutions; and the sale of enterprise shares to current employees. Finally, Crane 
describes the complexities behind the privatisation of land, the political debate over 
the pace of privatisation, and the Hungarian Government’s restrictions on foreign 

ownership. 

Third, given the unavailability of official statistical data about the Hungarian 
private sector, Crane uses information from the Hungarian press to assess the initial 
economic effects of several types of privatisation. Crane begins by focusing on foreign 
investment - the type of privatisation for which there is the most data. Foreign 
investment was valued at $833 million as of June 1989. The associated in-flow was 
much less than government officials had anticipated. In any case, the following 
tendencies have held: 

- Hungarian enterprises have sought foreign investors actively, partly to avoid 
bankruptcy or loss of competitiveness. 

- Foreign involvement has typically produced: dramatic reductions in manage¬ 
ment and in the workforce, increased profitability, improved labour produc¬ 
tivity, better wages for remaining employees, an infusion of new capital, and 
superior access to new technology. 

Another form of Hungarian privatisation has been the spontaneous type initiated 
by former managers of state enterprises. In most of these instances, former managers 
have retained their jobs and have taken an ownership position in the new firm. Here 
there has been less evidence of improved productivity, although a few success stories 
have emerged. 

This process of spontaneous privatisation in Hungary has created a backlash 
against privatisation because the majority of Hungarian citizens perceive this process 
as tainted by fraud. Why should previously unsuccessful enterprise managers profit 
immensely from their efforts to sell state enterprises to themselves at bargain prices 
without open bidding? 

Crane then puts forward three problems associated with privatisation which 
although not yet observed are theoretically plausible. To begin, government tax 
revenue could decline as enterprises move from state to private ownership because 
fully effective tax collection of private-sector income has not yet been established. 
Next, if the Hungarian Government places a high priority on preserving current jobs, 
this will mean continued government subsidisation of poorly performing enterprises at 
the expense of heavy taxation of well-functioning enterprises. Such profit-levelling 
could slow down the privatisation process. Finally, legal suits have already been 
initiated by former owners of what is now state property. If such litigation becomes 
commonplace, it will impede the process of privatisation. 

Crane concludes by noting that privatisation involving foreign investors has 
produced many improvements in enterprise performance. The record is less clear 
when privatisation has only involved Hungarians. Nonetheless, the process has been 
slower than anticipated due to the reluctance of foreign investors to enter the Hun¬ 
garian market and the substantial scepticism within Hungary about the manner in 
which privatisation has been conducted. 

D. Mario Nuti, in his paper “Privatisation of Socialist Economies: General Issues 
and the Polish Case”, explores five arguments in favour of the “sale, gift or rental of 
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state assets to private individuals or companies” in central and eastern Europe. First, 
both world-wide experience with privatisation and the principal-agent literature sug¬ 
gest that privatisation alters incentives in a manner that raises the efficiency of 
enterprises. For instance, managers of private enterprises in a country with developed 
capital markets are subject to: contractual discipline imposed by shareholders, take¬ 
over discipline enforced by potential bidders, and bankruptcy discipline initiated by 
creditors. Managers of state enterprises face no such pressures to promote efficiency. 

Second, the need to replace bureaucratic inertia with decentralised vitality, the 
need to weaken the opportunity for political interference in economic life, and the 
need to harden enterprise budget constraints are three system-specific arguments in 
favour of privatisation in central and eastern Europe. 

Third, private ownership was not completely eradicated in socialist economies. In 
fact, wherever private ownership was present, there always was built-in pressure for 
its expansion. Nuti argues that private property is superfluous only in a utopian 
society in which scarcity is absent. Otherwise, there will be popular demand for the 
legalisation of private property. 

Fourth, once a limited scope for property rights is established, there are efficiency 
reasons for their extension to full-fledged capitalism. For instance, if a person is 
allowed to save, why shouldn’t that person allocate a portion of savings to profitable 
investment projects? If a person is allowed to hold an equity position in an enterprise, 
why shouldn’t that person be allowed to establish and run his own enterprise? 

Fifth, Nuti sees no natural point in the development of an economy at which to 
restrict the further spread of capitalism. However, he admits that it might be possible 
to stimulate entrepreneurship under limited property rights (say municipal or co¬ 
operative ownership) if appropriate incentive schemes can be created. 

Nuti provides three suggestions for the implementation of privatisation in social¬ 
ist economies: 

- Property rights of all state assets should be transferred to a single public 
organisation before privatisation takes place. This may mean that employees 
of self-managed firms may need to receive compensation for giving up their 
property rights. 

- Privatisation via free distribution of shares of state enterprises to the popula¬ 
tion is counterproductive because it would increase consumer demand and 
worsen inflationary pressure. Spontaneous privatisation is even worse than 
free distribution of shares because it is inflationary and is perceived by the 
population as being a fraudulent process. 

- The sale of shares in state enterprises should occur after stabilisation and 
fiscal reform have been implemented. This sequence would minimise the 
extent to which state assets are sold at prices offensive to the population. 

As background to his final section on recent privatisation in Poland, Nuti reviews 
Poland’s earlier fall in real output and per capita consumption, accumulation of 
external debt, and hyper-inflation. During this disheartening pre-perestroika period, 
many people in Poland moved from the state sector to the private sector. Indeed, in 
1988 employment in the private sector was almost one-third of all employment and 
was growing rapidly while stafe employment was declining. 
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Nuti then discusses the Mazowiecki Government’s introduction of the following 
stabilisation package on 1 January 1990: abolition of government subsidies; a sharp 
reduction in the government’s budget deficit; monetary discipline; positive real inter¬ 
est rates; almost complete price liberalisation; very mild wage indexation; and internal 
convertibility of the zloty. 

One might expect that the combination of the above three elements - a society 
relatively familiar with the private sector, a market-oriented and relatively stable 
macroeconomic environment, and an underutilised and hungry population - would 
lead to rapid, successful privatisation. Nuti goes on to show that this has not been the 
case. 

Nuti sees two factors as being responsible for a paralysis of the privatisation 
process in Poland. First, self-management was incorporated into Polish state enter¬ 
prises in 1981. Since then Polish workers have had rights over: managerial appoint¬ 
ments and dismissals, evaluation of the enterprise’s current performance, distribution 
of profit, and investment decision making. In a private enterprise, stockholders usually 
have those rights. Thus if privatisation is going to move forward in Poland, Polish 
workers need to be compensated for their loss of self-management rights (perhaps by 
being awarded shares in the newly privatised company). 

Second, there is no single rule for compensating workers that is perceived to be 
fair. Indeed, many tough questions need to be addressed in order to deal with 
transforming state enterprises into private ones. How many shares of a company 
should workers receive? Should workers in different companies be awarded the same 
percentage of share ownership even though capital-labour ratios among companies 
vary widely? Why should workers in self-managed enterprises be the only ones given 
shares in the state sector? What compensation should be given to employees in the 
government service sector, to the unemployed, and to those in the private sector? 

The latest Polish Government response to the privatisation puzzle is incorporated 
in the July 1990 law on privatisation and involves: 

- The establishment of a Ministry of Property Transformation that is to super¬ 
vise the transformation of state enterprises into share companies. The Trea¬ 
sury will initially be the single shareholder in these companies. 

- Within two years, the Treasury will sell its shares to domestic and foreign 
investors. However, 20 per cent of shares will be reserved for enterprise 
workers at a maximum 50 per cent discount. Also, there will be an overall 
ceiling of 10 per cent on foreign ownership of a particular enterprise. 

Certainly some new initiatives on the Polish Government’s part are needed. As of 
March 1990, only $200 million of foreign capital was invested in Poland - far less 
than in Hungary. In fact, Nuti’s paper provides evidence that the privatisation process 
in Poland up until now has been dominated by the growth of private enterprises and 
the withering away of state enterprises rather than by a transformation scheme. 

The objectives of macroeconomic policy during the transition period 

The first objective of macroeconomic management during the transition period is 
to eliminate or reduce chronic excess demand and inflationary pressure. This involves 
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not only the eradication of the so-called “monetary overhang” but also the removal of 
the flow causes of chronic excess demand by restoring financial discipline at the 
enterprise level; reducing budget deficits; and tightening monetary policy. The second 
objective is partly related to the first one because it concerns the implementation of 
effective macroeconomic austerity policies. This in turn requires the introduction of 
more effective instruments for macroeconomic control. On the fiscal side, reform 
means the introduction of a new tax and subsidy system characterised by stable and 
uniform rates, such as the value-added tax. On the monetary side, reform involves: 
the shift of financial intermediation from the budget to the banking system, the 
establishment of an independent central bank, and the introduction of a decentralised 
banking system similar to those in OECD countries. 

This second objective is particularly difficult to attain because as soon as the 
market-oriented transformation creates privately-owned enterprises, the central 
authorities lose their capacity to suppress macroeconomic imbalances through tradi¬ 
tional administrative measures. The following two examples illustrate the problem. 
First, the traditional tax collection mechanism breaks down as the government’s tax 
base - the surpluses of state-owned enterprises - erodes when enterprises are trans¬ 
ferred to the private sector or when newly organised non-state economic activity takes 
“profit” away from state-owned enterprises. Second, if the traditional monetary sys¬ 
tem serving enterprises continues to ignore profit-oriented criteria after enterprises 
have become more autonomous, then net domestic credit to enterprises could grow at 
an unprecedented rate. Therefore, a critical challenge for the authorities is to develop 
a set of indirect instruments for effective macroeconomic control before or in parallel 
with the changes on the micro-economic level. 

The third objective of macroeconomic management is to minimise price instabil¬ 
ity in the initial stages of the transformation. In this regard, Wolf (1990) notes that 
the critical issue is whether the imposition of financial discipline and more competition 
have effectively preceded, or at least occurred simultaneously with, the decontrol of 
prices and wages. This of course involves the elimination of the flow causes of excess 
demand and the creation of effective instruments for macroeconomic control before 
prices and wages are fully decontrolled. 

Overview of the papers on the structural conditions for a stable macroeconomic 
regime 

Lawrence J. Brainard addresses three questions in his paper “Strategies for 
Economic Reform in Central and Eastern Europe: The Role of Financial Market 
Reform”. What is the fundamental goal of the transformation process and how does 
financial market reform contribute to achieving that goal? Where do efforts to reform 
East European economies stand today? Which new perspectives on financial reform 

are most promising? 

To Brainard, the goal of the transformation process should be sustained growth 
under conditions of stable prices. This requires the creation of an effective market for 
capital, which would impose financial discipline on enterprises. If financial discipline is 
to be attained, three reforms must be introduced simultaneously. First, enterprises 
need to be restructured in the sense of being: faced with market prices, hard budget 
constraints, and uniform accounting and supervisory practices; freed from any previ- 

/r 
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ously accumulated yet unrepayable debts through either bankruptcy or rehabilitation; 
and allowed to make input and output choices. Some will be privatised, others will 
remain state property. Both private and state firms should be expected to be profitable 
in order to survive. Second, restructured state firms should be offered for sale at prices 
established by, for example, auctions. Third, the banking system needs to be reformed 
so that: profit-oriented commercial banks evaluate alternative enterprise investment 
proposals; the central bank controls the money supply; the central bank and other 
supervisory agencies monitor the behaviour of commercial banks and credit 
institutions. 

Before analysing the current status of reform in central and eastern Europe, 
Brainard notes that earlier reform efforts have failed not only because of irrational 
relative prices and subsidies to loss-making enterprises, but also due to serious struc¬ 
tural imbalances caused by the banking system. Redistribution of resources via allo¬ 
cation of loans at negative real interest rates, the refinancing of loans enterprises will 
never be able to service, and inadequate accounting and supervisory practices have 
been three long-standing distortions within the banking system. 

The Polish economic programme introduced on 1 January 1990 is first reviewed. 
This programme consists primarily of the following economic stabilisation measures: 

- a balanced fiscal budget, tight credit ceilings, and restrictive wage regulation 
in state enterprises; 

- market-clearing price formation; 
- removal of bureaucratic restrictions on the private sector; 
- internal convertibility of the zloty, increasing competitive pressures on Polish 

enterprises. 

A phased introduction of structural changes is to follow these stabilisation measures. 

Brainard is critical of the Polish approach to reform because the Poles, have thus 
far neglected structural reform of labour and capital markets. For instance, nothing 
has been done to: encourage banks to make sound loans; relieve newly established 
state-owned commercial banks of the bad loans they inherited from the central bank; 
give commercial banks the right and incentive to force loss-making enterprises into 
bankruptcy; and form institutions which will monitor the activities of commercial 
banks. 

In general, Brainard believes it is a mistake to undertake radical economic 
stabilisation until key structural reforms are ready to be implemented. For capital 
markets, this means that central and eastern European governments need to go 
beyond the current policy of eliminating firm-specific subsidies and allocating credit 
at market-clearing interest rates and begin to restructure the balance sheets of 
enterprises and banks. Thus the unrealised balance sheet losses of enterprises and 
banks should be allocated among employees, creditors, and society at large. For 
enterprises, bankruptcy, rehabilitation of viable enterprises, and privatisation are 
ways in which balance sheet losses can be distributed. Commercial banks should be 
recapitalised through removal of bad loans from their portfolios and by providing a 
means of raising new capital. Without recapitalisation of commercial banks, Brainard 
warns, it will be almost impossible to create a well-functioning capital market and to 
control monetary activity. 
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Brainard realises that his proposal for restructuring the balance sheets of enter¬ 
prises and banks will be very costly. The government, via budgetary expenditures, will 
be called upon to pay unemployment benefits and to inject additional funds into both 
enterprises and banks. The net effect, according to Brainard, is that the government is 
unlikely to realise positive budgetary income from the sale of enterprises once the cost 
of writing off loans to enterprises is taken into account. 

International agencies and Western governments could greatly assist central and 
eastern European countries in their banking reforms through a combination of loans, 
technical assistance and direct aid. If Western government assistance is insufficient, 
Brainard advises East European governments to hire Western experts to help intro¬ 
duce bank reform. 

Finally, in order to point out problems other former CPEs may face, Brainard 
discusses the April-August 1990 change to eastern Germany’s (German Democratic 
Republic before the unification of Germany) banking system. In April, all commercial 
accounts from eastern Germany’s central bank were transferred to the newly created 
Kreditbank. The Kreditbank then contributed all of its branch offices and transferred 
almost all its personnel to joint ventures with two western German (Federal Republic 
of Germany before the unification of Germany) commercial banks. Kreditbank was 
left with all commercial loans from eastern Germany - no attempt was made to 
distinguish good from bad loans. 

Since no incentive structure was established to encourage capable eastern Ger¬ 
man enterprises to repay their loans, the temptation to default was strong. The Bonn 
Government recognised this and, in August, announced a one-year moratorium on the 
servicing of this corporate debt. However, the problems do not stop there. No West¬ 
ern-style enterprise audits were conducted on enterprises in eastern Germany. The 
ownership of enterprise assets was not clarified. Both these factors have hampered the 
two joint-venture banks from making new loans to enterprises in eastern Germany. 

Another problem encountered was the shortage of skilled banking personnel in 
eastern Germany. In response, the western German joint venture partners transferred 
1 600 employees to branches in eastern Germany, both to manage everyday affairs 
and to train employees in these new branches. 

The overall message of Brainard’s paper is clear: banking reform is very expen¬ 
sive precisely because it requires enterprises to be restructured. Absorbing these costs 
should be done today, not tomorrow. 

Wolfram Schrettl, in his paper “Structural Conditions for a Stable Monetary 
Regime and Efficient Allocation of Investment: Soviet Union Country Study”, 
observes that because the Soviet economic situation has deteriorated so dramatically 
and is expected to deteriorate further, a quick and possibly dirty reform is the Soviet 
Union’s only sensible alternative. Moreover, Schrettl views rapid transformation to a 
competitive capitalist democracy as the only way for the Soviet Union to combat 
corruption that allocation of resources by non-owners breeds. In addition, opponents 
of a switch to a market economy can exploit the “optimal sequencing debate” to delay 
the transformation process. Thus Schrettl argues that the debate over optimal 
sequencing is wasting time. Rather, following the Polish and eastern German exam¬ 
ples, reform should be characterised by: speedy implementation of individual mea¬ 
sures, reduction of the time-intervals between the individual measures, rapid correc¬ 
tion of policy mistakes, and “doing well whatever is being done.” 
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Schrettl supports his view by criticising both the Polish and Soviet approaches to 
reform. The radical price liberalisation and restrictive monetary and fiscal policies in 
Poland have eliminated the monetary overhang, but the supply response has been 
minimal because of the slow pace of privatisation, inattention to commercial bank 
reform, and failure to attract foreign capital. However, on the positive side, state 
enterprises have mostly been responsible for price increases, so once privatisation 
occurs, private firms may well drive prices down. Moreover, the combination of price 
liberalisation and anti-inflationary (relatively speaking) macroeconomic policies 
exerted pressure on the government to continue the transformation process in order to 
bring the economy out of recession. In the Soviet case, privatisation, de-monopolisa¬ 
tion, and other institutional reforms may be implemented before price liberalisation is 
initiated. So while the monetary overhang may be reduced by selling stock in newly 
formed companies, many prices will still be non-market clearing, thus queues and 
arbitrage opportunities will abound. In addition, privatisation is very time consuming. 
These considerations lead Schrettl to a message similar to Brainard’s: stabilisation 
and institutional reform should be enacted together. 

Schrettl goes on to focus on the conditions necessary for the creation of an 
effective two-level banking system - a central bank empowered to conduct an inde¬ 
pendent monetary policy and commercial banks that compete for deposits and loans. 
Modernisation of the Soviet central bank will require technical assistance in the areas 
of: banking supervision, money markets, short-term securities, payments schemes, 
foreign-exchange operations, internal accounting and auditing procedures, and so 
forth. The IMF is co-ordinating assistance from many Western central banks to the 
Polish central bank, and similar assistance could be organised for the Soviet Gosbank. 
Yet even if Western central banks are willing to engage in such assistance, two 
problems remain: the Soviets do not as yet have enough trained personnel to operate a 
Western-type central bank, and it may be difficult for Gosbank to establish credibil¬ 
ity. As a result, Schrettl sees a need for international banks and Western commercial 
banks to, on a large scale, lend Gosbank their personnel and train Gosbank’s own 
staff. He also hopes that an early decision in favour of an independent Gosbank will 
signal a serious commitment to monetary stability. 

Relatively “easy-to-implement” conditions for independent commercial banks 
include: removal of sectoral restrictions for existing commercial banks and formation 
of new banks; and introduction of uniform accounting standards and market-oriented 
methods of compiling balance-sheets. However, other requirements are more difficult 
to establish: market-clearing prices so that the assets of Soviet banks can be meaning¬ 
fully evaluated; availability of technically trained personnel (perhaps ten thousand 
Western bank staff would need to work in the Soviet Union for several years); 
development of expertise in judging the creditworthiness of investment proposals; 
recapitalisation of existing commercial banks and enterprises; and clarification of 
ownership rights over firms and land. 

Schrettl is well aware that financial reform per se would be ineffective unless 
other “environmental” conditions are supportive of sensible banking practice. He 
concludes his article by advocating: a sharp increase in the net worth of individuals 
and enterprises so that they have collateral on which to borrow; privatisation of state 
assets so that newly formed private enterprises will have less incentive to extend inter¬ 
enterprise credit; and establishment of markets for money and capital. Schrettl does 
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not believe full convertibility should be a first priority, although he discusses the many 
difficulties with limited convertibility. 

Overview of the seminars 

People’s expectations have a major impact on the economic transformation of 
their country. Expectations themselves are a function of beliefs, goals, and experience. 
In the seminars, the peoples and governments of central and eastern Europe and the 
Soviet Union were portrayed as having a strong belief that democracy, markets, and 
integration into the world economy should replace their previous political-economic 
systems. It was also pointed out that central and eastern Europeans and Soviets have 
been worried about who will survive and eventually prosper from the transformation. 
In addition, they have shown distrust in their governments’ ability to make sound 
economic decisions. So while popular beliefs have been opposed to a continuation of 
the old system, the leaderships in these countries have not succeeded in convincing 
people that the transformation process will improve their lives. This initial scepticism 
is partly due to the negative early results of the transformation policy - substantial 
price increases but modest supply responses. 

Among seminar participants, there was a great deal of agreement concerning the 
goals of the economies in transition: property rights reform, substantial privatisation, 
price reform, macro policies that are anti-inflationary, banking and financial reform, 
competition policy, regulatory restructuring and creation of social safety nets. Yet the 
transforming economies do not know exactly what sort of Western model they should 
follow. Can Czechoslovakia seriously contemplate turning into another Sweden; do 
Poland and Hungary want to follow the example of Hong Kong or Great Britain? 

The participants felt that ambiguity over the final destination of the transforma¬ 
tion process has been a minor problem compared to the inertia that has been haunting 
Bulgaria, Czechoslovakia, Hungary, Romania, and the Soviet Union. This inertia has 
prevented these economies from taking advantage of the following policies that would 
have improved the expectations of both the general public and foreign investors: 

- adherence to non-inflationary policies (in some cases, only after the monetary 
overhang has been eliminated); 

- rapid implementation of the relatively non-controversial privatisation of 
apartments, and small businesses; 

- development of a social safety net; 
- immediate attention to price reform and institutional reform in areas that are 

likely to create the least resistance and to yield visible pay-offs (agriculture, 
energy, retail trade, banking, and foreign trade). 

A debate arose over the reasons behind this inertia. Certainly some caution is 
warranted when issues such as one’s future position in society, general economic 
opportunities, equity, sovereignty, and the involvement of foreigners in one’s country 
are at stake. On the other hand, the direction is clear: away from the old system 
toward a full-fledged market economy. The debate then is not about direction - any 
thoughts of a third way have been forgotten - but about the sequencing of policies. 

The Seminar participants were split over the wisdom of worrying about optimal 
sequencing. Some felt that the; debate over sequencing has been a time-consuming 
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academic exercise that has not produced better policy selection. These economists 
stressed the need for decisive, sensible leadership rather than for public debate over 
sequencing. Political leaders via their actions need to convince their people that the 
goals of the transformation are attractive enough to justify the costs. In general terms, 
the short-term goals are survival, fairness, and active participation in the economic 
transformation which can be met by ensuring a minimal living standard, creating 
efficient factor markets, and promoting new laws and regulatory bodies that 
encourage private ownership and competition. The long-term goals are economic 
prosperity and democracy. Most strategies to promote these long-term goals should 
include encouragement of entrepreneurial activity, institutional reform, and laws that 
foster foreign investment but discourage foreign exploitation. Thus, the action-ori¬ 
ented economists believe that there is no magic formula for the transformation, but 
rather many plausible strategies, one of which should be adopted as quickly as 
possible. 

Supporters of the sequencing debate see existing transformation strategies as 
being incomplete and fear that hasty action may not be fortuitous. Debate over 
sequencing, they claim, should be fostered in order to prevent governments from 
making serious errors. 

This description of the debate may be sharper than the actual policy advice 
offered by both groups. For instance, most participants agreed that: 

- A major boost in entrepreneurial activity requires privatisation of some state- 
owned assets, foreign investment, and the development of capital markets. 

- High-quality management requires the incentives inherent in privatisation 
and training in Western countries, joint ventures, or management institutes. 

- Well-functioning labour markets require skill-specific incentives, job place¬ 
ment services, and retraining centres. 

- Well-functioning capital markets require banking reform, creation of new 
financial institutions, establishment of regulatory agencies, and the participa¬ 
tion of privately-operated enterprises. 

More specifically, the following two rules and three-stage sequence may be taken 
as representative of the discussion: 

Rule 1. Each stage should embody as much simultaneity as popular forbearance, 
budgetary restrictions, skilled labour constraints, and foreign-exchange con¬ 
siderations allow. 

Rule 2. Each stage should follow the previous stage as quickly as the above-men¬ 
tioned constraints allow. 

Stage 1: 

- a timetable for the entire transformation process; 

- monetary, tax and expenditure policies that are consistent with 
macroeconomic stability (this includes the creation of market-oriented 
macroeconomic policy instruments); 

- market-clearing price liberalisation; 

- de-monopolisation and an expanded role for competitive imports; 
- the privatisation of most homes and small businesses; 
- a social safety net including job retraining programmes; 
- banking reform and enterprise restructuring; 
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- institutions to regulate financial markets, the privatisation process, for¬ 
eign investment, and the newly “freed” enterprises; 

- initial liberalisation of foreign trade (limited currency auctions, move¬ 
ment toward uniform incentives across sectors and trade partners, and 
direct access for enterprises to export and import possibilities). 

Stage 2: 

- correction of Stage 1 mistakes; 
- readjustment of the transformation timetable; 
- the completion of the price reform; 
- implementation of internal currency convertibility; 
- the large-scale privatisation of medium and large state-owned 

enterprises; 
- the formation of stock and bond markets; 
- enlargement of the role that foreign enterprises and foreign banks 

have in the economy; 
- a continuation of regulatory and institutional reform; and 
- further liberalisation of trade. 

Stage 3: 

- the completion of the processes begun in stages one and two; 
- implementation of external currency convertibility; and 
- liberalisation of capital movements into and out of the country. 

Conclusions 

Four broad conclusions emerged from the Seminars: 

- Privatisation has been slower than expected because of public anger over 
spontaneous privatisation, uncertainty concerning the contents of prevailing 
ownership rights, the reluctance of foreigners to invest, and the difficulties 
inherent in devising an “equitable” privatisation process. There has been 
much more progress in transferring homes and small businesses from the 
state sector to the private sector than large firms and land. 

- Privatisation alone should not be equated with a substantial improvement in 
micro efficiency and macro performance. Appropriate incentives, market- 
oriented institutions and clearly defined property rights should accompany 
privatisation. 

- Policies for macroeconomic stability and efficient allocation of investment 
include not only elimination of the monetary overhang, anti-inflationary mon¬ 
etary and fiscal policies, and price setting by markets, but also: introduction 
of new, market-oriented instruments for macroeconomic control; formation of 
an independent central bank and recapitalised, competitive commercial 
banks; enterprise restructuring through bankruptcy, privatisation, de-mono¬ 
polisation, and rehabilitation of viable state enterprises; and creation of regu¬ 
latory agencies. 

- The sequencing debate has produced a consensus that both macro stabilisa¬ 
tion measures and institutional reforms are closely related and should be 
implemented together. Also, each stage in the transformation should embody 
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as much simultaneity as popular forbearance, budgetary restrictions, skilled 
labour constraints, and foreign-exchange considerations allow. However, 
economists remain divided over whether to spend more time searching for an 
optimal strategy or to act immediately on one of several sensible transforma¬ 
tion strategies. 
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Notes 

1. In this paper, pre-perestroika refers to 1988 and earlier. While CPEs can learn a good 
deal from the privatisation experience of OECD countries, the CPEs’ transformation 
problem involves more than privatisation, namely the creation of markets and market 
institutions. 

2. See, for example, “Die Ungeduld mit dem Wunder”, Frankfurter Allgemeine Zeitung, 
4 August 1990, or “The Ultimate State Bankruptcy Hearing”, Financial Times, 26 Sep¬ 
tember 1990, on the problems of eastern Germany; “The Birth Pangs of a New Econ¬ 
omy”, Financial Times, 1 August 1990, on Polish reforms; “’Chaos’ Charge as Soviet Oil 
Refining Minister Quits”. Financial Times, 3 October 1990, on the problems of the 
Soviet Union. 

3. See Hinds (1990) for an analysis and overview. 

4. It has been argued that changes in competitive conditions and the regulatory framework 
tend to have larger effects on incentives and efficiency than ownership transfer per se (see 
Yarrow (1990) and Vickers and Yarrow (1988)). This conclusion might be true for the 
privatisation of state-owned enterprises already operating within a market economy. 
However, the initial conditions for state-owned enterprises operating in former CPEs are 
so different that it is highly unlikely that this view is equally true for these economies. 

5. See Yarrow (1990) for details. 

6. See Luders (1990), Hinds (1990), and Dhanji and Milanovic (1990) for thoughtful 
discussion of these points. 
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Property Rights’ Reform, Macroeconomic Performance, 
and Welfare 

Jozef M. van Brabant 

One of the pillars of the current sentiment for comprehensive economic and other 
reforms in central and eastern Europe1 is privatisation. It is usually lumped together 
with property rights’ reform, although the two may be quite distinct. The protracted 
discussions about ownership as an inalienable component of property rights reform in 
these economies have revolved around the assignment of property rights to existing 
assets as well as on ownership of assets created from gross public and private savings 
(Hinds 1990a). It is useful to keep the two apart in discussing the merits or drawbacks 
of privatisation. 

Property rights reform is an integral component of the transition to a market 
economy of the former planned economies. Its main purpose, from an economic 
perspective, would be to improve the efficiency of resource allocation. Section 1 
clarifies the relationship of the transition to a market economy, ownership, and 
property rights, and why property rights reform is a necessary, but insufficient, 
condition for improving resource allocation. Alternative ownership forms and their 
implications are examined next. Section 3 is devoted to the multiple meanings of 
privatisation and their relevance to central and eastern Europe. The advantages and 
drawbacks of privatisation are next. Section 5 analyses the difficulties specific to 
privatisation in central and eastern Europe. Alternative forms of privatising assets in 
central and eastern Europe are the subject of the final section. 

Transition to a market economy, ownership, and property rights reform 

A market is almost tautologically concerned with resource allocation. It has little 
to say about the distribution and possible abuses of ownership, regardless of the great 
emphasis placed on this element by the neo-Austrian school2. Regarding inputs, the 
issues to be addressed can be separated into the allocation of capital, labour, land, and 
other natural resources. As for outputs, the principal themes can be reduced to 
domestic and external trade, the distribution of incomes between consumption and 
accumulation, and the distribution of time between leisure and work3. There is cur¬ 
rently little dispute about the need to devolve the entire gamut of trading operations 
to firms that are financially autonomous. Likewise the choice between work and 

The author is a staff member of the Department of International Economic and Social Affairs 
of the United Nations in New York. The views expressed here are his own and do not 
necessarily reflect the views that rpay be held by the United Nations Secretariat. 
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leisure should be left to sovereign decision makers, subject to socio-political rules and 
agreed institutional arrangements. 

The paramount outstanding conceptual issue as regards the market concerns the 
allocation, maintenance, and formation of capital assets. Indeed, socialists have tradi¬ 
tionally viewed public ownership of the means of production as the sine qua non for 
avoiding alienation and exploitation of labour, although neither was achieved in 
practice. In fact, ownership per se, as distinct from capital’s services, has little to do 
with enhancing resource allocation. Certainly, some ownership forms can efficiently 
allocate the service flows of new or existing capital assets at a smaller cost than others. 
Of course, one of the most crucial questions facing decision makers in central and 
eastern Europe at this juncture is what to do with publicly owned capital now that the 
state has decided in principle to withdraw from exercising direct ownership functions. 
It is a vexing issue with all kinds of colorations (Tardos 1989, Kornai 1990a). The 
battle cry of the most liberal reformers, with the active support of outside interest 
groups, has been for the widespread privatisation of state assets by selling them off or 
giving them away. Some form of outright privatisation may be especially warranted if 
capital services can be allocated at lesser cost by internalising the co-ordination 
process than through a formal market process. But it does not necessarily follow that 
privatisation should be enacted quickly and below fair market value (Murrell 1990). 

The strategy of organising capital markets can best be tackled after recognising 
two facts. One is that neither private nor public ownership of the means of production 
by itself guarantees the most efficient use of capital resources. For that, a property 
environment as neutral as possible must be put in place (Szenasi 1989, p. 169). By de¬ 
linking, at least conceptually, ownership from ownership rights (all property rights 
minus the alienation of the assets), one could start thinking about the proper technical 
issues at stake. A second consideration is that the issue of efficient allocation requires 
the validation of all property forms. The reason is that there will surely be at least one 
productive endeavour for which one of the possible formats (private, co-operative, 
corporate, public, and various mixes) will ensure improved resource allocation. That 
includes the regulation of entry and exit. If that right is not available to whomever is 
able to accumulate wealth or entitled to bid on the user rights to wealth, it is hard to 
envisage how the capital allocation process can be organised efficiently. 

Property is concerned with assets in one form or another. These may be tangible, 
such as fixed assets, or intangible, such as the right of access to airwaves. In that 
sense, property can be looked at from three different angles, namely the allocation of 
existing assets, ensuring that existing assets are not eroded for private purposes, and 
the allocation of new capital. The most acute is the first issue because existing assets 
in central and eastern Europe are mostly in public hands and there is room for 
improving returns. Especially here, it is useful to distinguish between ownership per se 
and the usufruct of property rights. Although public ownership established clear 
property rights4, the state’s overwhelming monopoly on property was confounded by 
state power, much like in feudal times (Kanel 1974, pp. 828-9). Converting them into 
secure property rights protected by orderly judicial and legislative procedures limits 
arbitrary decisions by the powerful. These procedures should also include protection 
against the erosion of capital assets by those who are not the ultimate owners. 

The formation of new capital from amortisation as well as from new public and 
private savings and how best to ensure that these new assets contribute maximally to 
the economic benefits raise many questions. In post-war central and eastern Europe, 

30 



savings for capital-formation purposes was not actively promoted outside the narrow 
state and co-operative sectors. Firms and households were not encouraged to raise 
their net asset value as central planners financed investment according to their own 
criteria. Technically, socialisation is neither necessary nor sufficient for proper 
resource allocation; neither is privatisation under all circumstances. Certainly, state 
ownership has a poor record in encouraging technological innovation and adequate 
maintenance of assets, and it inhibits venture capitalism. For that to flourish, individ¬ 
uals must be able to found their own firm and, hence, to assume the full risk of 
succeeding or failing with their own or borrowed capital. 

There are unquestionably instances in which it would be advisable to encourage 
private ownership, if only because of the high cost of ensuring proper allocation of 
user rights to state property. Examples include private housing, small retail outlets, or 
service firms. On the other hand, precepts on income and wealth distribution and 
access to a certain social dividend may well counsel for rather than against maintain¬ 
ing state property in basic sectors of economic activity. The same prevails in the case 
of market failure, notably natural monopoly and externality. But that does not 
necessarily mean that it would be justified to have the state exert its property rights 
directly through central planning. The core question would be how to maximise the 
service flow from such assets as measured by some objective function. 

Alternative ownership forms and their implications 

Social interaction among individuals, corporations, and government agencies are 
conditioned by two broad sets of constraints (Ickes 1990, Kanel 1974, Moser 1989). 
One arises from the physical limit of resources. Behaviour in society is also influenced 
by rules or institutional arrangements that govern the choices of individual actors. By 
shaping the structure of incentives, such rules have an important bearing on out¬ 
comes. The postulates of constitutional economics imply that if the limits to individual 
behaviour are well defined and the rights are recognised and accepted, social interac¬ 
tion will proceed in an orderly manner (Kanel 1974). 

Without a doubt, alternative property rights exert different effects on the alloca¬ 
tion of resources (Demsetz 1967, Furubotn and Pejovich 1972). That the owner of 
property rights should be entitled to the residual benefits of that ownership is also 
clear. But there is considerable confusion in the literature (see Alchian 1987, 
Ryan 1987) about what property rights might entail. In what follows, I consider a 
property right to be a socially enforced right to select uses of scarce goods. Any 
mutually agreed contractual terms are permissible, though not all are necessarily 
enforced by government. That is to say, ownership cannot be satisfactorily defined 
unless the right of property is the right of dealing with things in the most absolute 
fashion the law allows (Ryan 1987, p. 1029). The crucial element, in Roman law, is 
the ius utendi et abutendi, that is, the right of use and disposal of the owned object. 
The latter is very important both as an integral component of property rights and one 
that can be separated from user rights as such. 

An efficient property rights system can be established only by fulfilling at least 
three conditions (Comisso 1989, pp. 214-5). First, property rights must be lodged in 
the hands of actors with purely economic responsibilities. In a market context, such 
rights would of necessity be attributes of the behaviour of private individuals. 
Although some will also emerge in central and eastern Europe, a good part of the 
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public capital stock for years to come will be used by state-owned enterprises (SOEs). 
Second, property rights must be enforced by a neutral party based on an effective 
judicial system and modern civil, fiscal, and commercial codes. This should aim not 
only at issuing a guarantee that the state would normally not nationalise property, but 
it should also guarantee the stability of the economic framework, hence reassure those 
willing to expand their property (Kornai 1990b). Above all, administrative institu¬ 
tions and Party organisations must renounce their powers of direct supervision and 
restrictive regulation. Finally, policy-making authority, including the ability to pre¬ 
scribe what kinds of activities the bearer of property rights can engage in, must be 
entrusted to institutions that themselves neither exercise property rights nor enforce 
them. This is normally the role of the legislative branch of government. 

There are two key features of property rights reform. It may be obvious that 
property rights have to be clearly demarcated. In other words, that limits to individ¬ 
ual, corporate, or collective behaviour have to be well defined and mutually 
recognised, possibly through a social consensus on the tradeoffs between private gain 
and social welfare. This provides the basis upon which the owners benefit from using 
that property in the most productive manner or personally bear the cost in the form of 
reduced returns (Walters 1987, p. 36). At the same time, property rights should not 
be subject to unpredictable changes resulting from government intervention, confisca¬ 
tion, or nationalisation (Goldberg 1974, Kanel 1974). 

Property rights are important in explaining the direction and co-ordination of 
uses of economic resources in a private property system. By setting the objectives of 
owners and the systems of monitoring managerial performance, they affect allocative 
efficiency and exert repercussions on the internal efficiency of firms (Vickers and 
Yarrow 1988, p. 3). Public and private ownership differ in both respects. Changes in 
property rights materially affect the incentive structures, hence the behaviour, of 
management. The transfer of ownership, or entitlements to the residual profits from 
operating assets, from public to private sectors implies a change in the relationship 
between those responsible for the firm’s decisions and the beneficiaries of its profits. 
Because the structure of incentives is affected, management modifies its behaviour 
and performance. The allocative efficiency implications of property assignments 
depend very much upon the competitive and regulatory environment in which a given 
firm operates, with the latter two typically having substantially larger effects on 
performance than ownership per se (Yarrow 1990). It should be stressed, though, that 
ownership, competition (and hence the monitoring system) and regulation are three 
sets of influences that are intertwined: the efficiency implications of any change in one 
set will, as a rule, be contingent upon the other two. 

For the decentralised co-ordination of economic decisions to work well along 
established principles of comparative advantage in a society with diffused knowledge, 
economic agents must have secure, alienable private property rights in productive 
resources and products. These rights should be tradeable at mutually agreed prices in 
reliable contractual transactions that can be negotiated at a fairly low cost5. Each 
type of contract implies different costs of supervision, measurement, and negotiation. 
Also, the form of economic organisation, along with the function of the visible hand, 
changes whenever a different contractual arrangement is chosen (Cheung 1987, 
p. 56). The partitionability, separability, and alienability of private property rights 
enable the organisation of co-operative joint productive activity in highly specialised 
economic units, such as the complex corporation (Alchian 1987, p. 1031). 
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Privatisation and its meanings in central and eastern Europe 

The notions of privatisation and property rights reform are widely used in the 
literature but frequently with considerably different meanings. Many observers take 
property rights reform to mean divesting state assets to entities (other than state and 
related government agencies) that can take possession of property; where state owner¬ 
ship involves non-physical assets, such as the right to airwaves or port management, 
privatisation does, of course, entrust the exploitation of this sector to non-state agents 
with at best some rent accruing to the state. This transfer involves all angles of 
property rights, including the alienation of assets (destruction, inheritance, sale, 
leasing, give-away, and others). Neither is necessary, however, for at least two 
reasons. 

First, outright sale need not at all be involved. Examples would be intangible 
assets such as the awarding of franchises for the running of public facilities (e.g. naval 
dockyards) or publicly maintained legal monopolies (e.g. broadcasting rights). The 
same can apply to tangible assets. Privatisation may simply divorce ownership per se 
from the exercise of most ownership rights. It is even possible to envisage privatisation 
taking place without a change in the ownership of public assets. Some of the literature 
on privatisation (Swann 1988, p. 3ff.) encompasses the enjoinment of SOEs to max¬ 
imise profits, to provide goods and services only if the price covers the incurred cost, 
and to adopt cost-minimising procedures in employment and procurement. In that 
sense, though ownership does not change, privatisation alters the balance of power 
between government as owner and private agents as executors so as to give the latter 
at least an equal influence over the use of the underlying assets. Others appear to 
include under privatisation elements of commercialising government production of 
goods and services by charging user fees (Kent 1987b, p. 13). Second, even when 
asset sales occur, much of the impact of policy may arise from decisions taken about 
regulation rather than the transfer of ownership. The immediate effect of privatisation 
is to substitute shareholder for governmental monitoring and control of the SOE’s 
management. The impact thereof depends very much on the degree to which the new 
shareholders can motivate management to become more responsive to maximising net 
asset values. It is not necessarily the case that a simple change in title produces this 
kind of response. 

Privatisation, as a result, can be taken to encompass a wide variety of changes in 
control over tangible and intangible assets, some of which are concerned with alterna¬ 
tive approaches to the supply and indeed financing of local and central government 
services. As such, privatisation can be described as an umbrella term for a variety of 
policies loosely linked by the way in which they are taken to mean the strengthening 
of the market at the expense of the state (Vickers and Wright 1988, p. 1). More 
specifically, I take privatisation to mean the transfer from the public to the private 
sector of entitlements to residual profits from operating an enterprise, because that 
seems to be the preoccupation of the reform debates in central and eastern Europe6. 
This step is usually accompanied by changes in regulatory policy affecting, among 
others, entry, exit, prices, outputs, services supplied, markets served, consolidations, 
and profitability. 

Seen against the backdrop of the prevailing situation in central and eastern 
Europe, many arguments can be formulated in favour of privatising state assets. Some 
are based on purely economic considerations. Others derive essentially from meta- 
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economic assessments. There are furthermore questions regarding divestment of state 
assets, the state’s future role in fixed capital formation, and how to protect the value 
of state assets. There is certainly no unanimity of views on these issues. 

The most cogent arguments for privatisation derive from failures of past reforms 
and two anomalies of socialism. Foremost are two critical non-economic considera¬ 
tions: the overpowering influence of Party politics over economic affairs and the hold 
of government bureaucracy over a highly monopolised enterprise sphere. The nomen¬ 
klatura-appointed management may have earned its spurs in Party politics or 
obtained a legitimation through the bureaucratic process, but rarely did it manage 
state assets to maximise the SOE’s net worth. Small wonder, then, that the focus of 
privatisation has been to dissociate political and bureaucratic powers from far-reach¬ 
ing controls over resource allocation (Winiecki 1990, p. 65). To break this grip of the 
bureaucracy and vested Party interests over resources presents a powerful argument 
for privatisation as an integral component of a broader-based reform movement, even 
in circumstances where “market failures” exist and pure theory might suggest more 
nuanced positions (Lipton and Sachs 1990). Only then will a decision to move away 
from administrative allocation to a scarcity-oriented allocation process be possible. 
Often, however, this apodictic statement hides rather than clarifies the political 
background. 

Breaking the back of Party and ministerial controls over economic agents is the 
single most important argument in favour of privatising assets when the process of 
eroding the grip of the Communist Party over society is getting under way. Once that 
is accomplished, as is the case in several central and eastern European countries, it is 
essentially up to the new government and its parliamentary base to ensure that Party 
and bureaucracy are removed from management. Economic arguments should now 
receive a fairer, more technical reading. 

State-owned assets represent in essence societal savings enforced through social¬ 
ist precepts, as seen through the eyes of the ruling elites of the erstwhile planned 
economy. Although political precepts change, prevailing state assets form part of 
society’s wealth. The custodians of society must, therefore, ensure that these resources 
are utilised as effectively as possible, given the emerging market environment. This 
raises two broad areas of inquiry. One deals with the allocation process as such. The 
other revolves around assigning a proper value to the assets to be privatised, almost 
regardless of the allocative implications. 

Second, the turn taken by reform socialism, entrusting assets essentially to the 
enterprise collective in some variant of worker self-management, has been a great 
disappointment. The highly monopolised structure of production in these economies 
led to economic rents that firms themselves captured rather than the state as owner. 
But it also led all too easily to raising wages to ensure loyalty to management without 
the latter putting at risk its own assets or entrenched position. Markets cannot 
function well without competition, thus require some measure of exit and entry 
motivated by economic incentives. Furthermore, this decentralisation of ownership 
has left the legal basis of property rights ill defined. Markets can function well only if 
rents accrue to those having property rights - not necessarily the ultimate owners who 
may be content with a fixed rate of return. 

Finally, to ensure some equilibrium between equity and economic efficiency, the 
entire gamut of ownership forms should be fully recognised. Governments interested 
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in divesting themselves of direct involvement in SOEs, yet bent on retaining owner¬ 
ship, can explore at least two alternative organisational forms without disturbing 
ownership structures. One is arranging leases of assets of SOEs to the highest bidder 
or to a party determined as the most appropriate in given circumstances; another 
option is the recognition of management contracts (Vuylsteke 1988, 1990). The 
advantage is that the benefits of ownership are retained in the public sector, but the 
operations are, in effect, privatised (Ramanadham 1988b, p. 9). This gives govern¬ 
ment time to decide on denationalisation and, in the meantime, it helps establish the 
comparative advantage that the SOE has in the public or private sector. Alterna¬ 
tively, the government could make a genuine declaration to the effect that, irrespec¬ 
tive of its ownership, it undertakes not to interfere in the commercial decisions of 
SOEs. 

These alternatives to selling public assets to the private sector presuppose that it 
is possible to devise criteria of managerial behaviour as surrogates of markets that 
force an SOE to operate as if it were a private firm. Criteria would include, for 
example, a specification of minimum required rate of return on capital, targets of 
overall and perhaps of disaggregated net returns, unit costs and productivity, and the 
obligation to resort to commercial markets for funds. This leads to a paradox 
(Zeckhauser and Horn 1989, pp. 55-56): although privatisation may seem most 
appropriate for SOEs operating in competitive markets, these are precisely the firms 
whose internal efficiency can be most readily improved by reforms in their public 
monitoring systems without a change in property rights. 

The experience with privatisation in market economies and lessons for central and 
eastern Europe 

The wholesale wave of privatisation attempts in market economies7 suggests two 
questions: What were the motivations of these efforts and could they be applied to 
central and eastern Europe? How successful have these privatisations been and could 
they provide lessons for central and eastern Europe? 

Four basic motives can be associated with the case for privatisation in market 
economies (Heald 1988, Swann 1988): to improve the use of scarce resources, to plug 
budget deficits and seek budgetary relief, to serve an ideology that associates freedom 
and liberty with private ownership and to compress the state to the bare essentials, 
and to break up entrenched trade-union rights and privileges that inhibit efficient 
resource allocation. This philosophy contrasts markedly with that prevailing in central 
and eastern Europe, in part because the latter countries are so far removed from being 
market economies. 

Because the basics of a market economy are yet to be put in place, the main 
motivation for privatisation has been negative, namely to undercut the power of the 
bureaucracy and to receive compensation for having been denied non-state property 
rights. Economists are aware of the allocative implications, but these concerns gener¬ 
ally receive short shrift. Related motives may be to enhance freedom and hence the 
democratic process. For that, some critical minimum of property rights’ reform may 
have to be undertaken quickly, for a democracy without a solid market economy is 
unthinkable8. 
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Although the environment for privatisation in market and planned economies 
differs substantially, some useful lessons could be derived from the former’s experi¬ 
ence. Regarding results, one must heed the political philosophy on ownership, the role 
of trade unions in the post-industrial society, and the social contract through which 
the policy was pursued. From that narrow perspective, privatisation is by definition a 
success. But in some cases privatisation had explicit economic and wealth intentions. 
Whether these can be realised depends very much on restrictions imposed by eco¬ 
nomic structures and the obstacles encountered in implementing privatisation 
schemes. 

The outcome of privatisation depends very much on the prevailing market struc¬ 
tures. Public ownership under conditions of monopoly suffers from a lack of product 
market competition, and hence incurs productive inefficiency, just like a private 
monopoly9. Unlike the latter, a public monopoly as a rule does not face the threat of 
bankruptcy as government is likely to bail out SOEs in difficulty. A public monopoly 
is as a rule also eager to sacrifice cost minimisation for political and trade-union 
reasons. For SOEs operating under conditions of competition, productive efficiency 
could be attained. But it would not impose the threat of bankruptcy or take-over, and 
it would not eliminate the inhibiting effect of political interference in enterprise 
affairs. Note that the threat of bankruptcy is a potent weapon only when the con¬ 
straint is active, that is, when firms are in trouble (Ickes 1990, pp. 60-61). 

A private monopoly, unlike a public monopoly, (although they are characterised 
by productive inefficiency because of an absence of product competition) will be under 
threat of take-over which will keep managers on their toes. But the disciplining role of 
potential take-overs is not strong and tends to decline with the size of the firm. A 
private monopoly, however, tends to exploit its market power and cause allocative 
inefficiency. These considerations need to be compared against any moderation in 
productive inefficiency, which suggests that private ownership under monopoly might 
not be superior to public ownership under monopoly. These conflicting influences 
make the relative performance of public vis-a-vis private monopolies an empirical 
matter. Finally, private ownership and effective competition yield productive effi¬ 
ciency since product market competition is now reinforced by the market for corpo¬ 
rate control. Moreover, the firm faces the possibility of bankruptcy and is not inhib¬ 
ited by government interference. Competitive conditions will also lead prices to be 
aligned with costs, yielding allocative efficiency. 

For markets to function properly, the economies of central and eastern Europe 
must re-create competition. The latter requires, as Nuti (1990, p. 18ff.) underlines, a 
sufficient number of autonomous and competitive firms, subject to financial discipline 
and rewards, capable of responding to market incentives, whose managers are chosen 
not for political merits but for their professional qualities. To attain this, the monop¬ 
oly power of large specialised firms and their associations must be removed or sub¬ 
stantially reduced. This requires not only physically breaking up the monopolies but 
also, in case of a natural monopoly, implementing an adequate regulatory framework. 
Above all, it necessitates breaking the link between the centre and economic agents as 
regards managerial controls, incentives, and budget dependence. 

Such demonopolisation can be pursued by different means. One way of ensuring 
independence of SOEs from central tutelage is privatisation. But there are other 
avenues. The elimination of the “petty tutelage” exercised by ministerial bureaucra¬ 
cies should not lead to the dissipation of state ownership. In the smaller countries, 
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even after breaking up the presently existing monopolies, there is unlikely to be 
sufficient competition in the short run. Liberalisation of the trade regime is the only 
way in which sufficient competitive pressure can gradually be brought to bear on the 
performance of industrial firms. 

Market structures are, then, key ingredients in the decision to privatise. If that 
decision is made, many practical obstacles lie ahead. Critical questions are how to 
evaluate the assets, whether a reservation price should be established, how and how 
quickly privatisation should proceed, and for what purposes the proceeds should be 
earmarked. Privatisation in most economies has proceeded in an environment with 
overwhelming private ownership of the means of production, functioning markets for 
goods and capital, in most cases integrated capital markets, and with individuals 
having some culture as regards private enterprise and stockholding. None of these 
features is strong in central and eastern Europe. 

Moreover, has privatisation in market economies succeeded in: lowering product 
prices, increasing allocative efficiency, raising internal enterprise efficiency, or improv¬ 
ing service? Even against this more limited canvas of economic discourse, it is difficult 
to provide a straightforward answer. Assessments can be grouped essentially under 
two headings. One is concerned with the question of whether ownership itself is a 
significant factor in economic performance. Another is whether actual privatisation 
has demonstrated the superiority of private over public enterprise. 

Empirical studies about the relative performance of public and private firms have 
been inconclusive. Although there is some support for the superiority of private 
enterprise, this depends critically on the degree of competition prevailing in the 
market, the incentive structures in alternative organisational forms, and the degree of 
regulatory policies designed to correct market failures, rather than ownership per se 
(Yarrow 1986, p. 333). These studies illustrate that rarely are such divestments 
conducted simply on the basis of economic motives, say within a broad and bold 
competitive approach. Results must therefore be assessed against the backdrop of 
what originally motivated privatisation. Those advocating privatisation have often 
been guilty of over-simplification. Sensing the strength of their argument for removal 
of commercial firms from the non-private sector, they have failed to work through the 
mechanics of the actual transfer. It is easy to advocate the sale of an SOE. It is much 
more difficult to specify how the sale should be conducted, to whom, for how much, 
and how best to allocate the proceeds. 

Changes in ownership in the absence of competition and an adequate regulatory 
environment (Helm and Yarrow 1988) do not inevitably improve performance. This 
issue is frequently overlooked in the confusion between ownership and competition 
(Heald 1988, pp. 33-35). Changes in ownership, particularly those accompanied by 
the creation of competitive conditions, are likely to be beneficial. 

The experiences and considerations suggest that the success of privatisation 
depends on first enacting other components of the transition. Although this paper does 
not leave sufficient room to elaborate on this issue (see Brabant 1990), the discussion 
on the desirability of privatising state assets in central and eastern Europe in the rest 
of this paper advocates implicitly a coarse sequencing. First, all state assets have to be 
re-nationalised to establish clear property rights. Large monopolies should be quickly 
broken up into meaningful autonomous units. Other assets, especially housing, handi¬ 
crafts, and small service centres should be privatised rapidly through open bidding 
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procedures because private property in this case is the most effective way of co¬ 
ordinating the service flow of these capital assets. If necessary, sufficient loans with 
realistic interest rates must be made available. Initially, prices are likely to be volatile. 
A trustee or trustee organisation appointed with the support of parliament, to which 
responsibility is owed, should be able to organise such auctions. Regarding land, a 
bold move forward with de facto land reform would seem to commend itself. Finally, 
all SOEs (except perhaps those producing strategic goods and public utilities) should 
be turned into joint-stock companies and placed under the supervision of an impartial 
body that may have to purchase some state liabilities in exchange for these assets. 
Again, the trustee should supervise such transfers. At the same time, full property 
rights have to be established to encourage the formation of new capital from private 
sources. To foster competition the government may even consider enacting financial 
inducements, for example, by making low-cost loans available from amortisation 
funds as well as new savings or by creating transparent fiscal benefits. 

The next logical step is to enforce competitive behaviour by creating a regulatory 
environment and an incentive scheme that will improve the principal-agent problem in 
SOEs. Gradually, such assets should be opened up for competitive bidding for leases 
or management contracts, with the supervisory authority being charged with max¬ 
imising the return on assets and seeing to it that sufficient insurance schemes are put 
in place to minimise abuses. At the same time, the government should pursue compre¬ 
hensive stabilisation, enact fiscal reform, dilute the power of monopolies, and intro¬ 
duce market-type pricing, perhaps by first anchoring key input prices to world prices 
at a realistic exchange rate. 

Once the former SOEs are behaving like competitive firms, and the most urgent 
structural adjustments have been completed, their privatisation through outright sale 
should get under way at a measured pace, preferably by feeding the budding domestic 
stock market or opening discretionary bidding to domestic and foreign entrepreneurs. 

Difficulties of privatising state assets in central and eastern Europe 

Privatisation should improve the allocation of existing capital assets, maintain 
the value of these assets, and ensure that new capital is formed and utilised as 
efficiently as possible. Recall that privatisation is neither necessary nor sufficient to 
enhance the allocation of capital resources. What is required is the recognition of the 
usefulness of the entire range of property forms, from outright private ownership all 
the way to communal property. The principle should therefore be accepted that the 
choice of one form over another follows, ceteris paribus, essentially from the least 
costly co-ordination of the allocation of the service flows emanating from state assets. 

I shall limit privatisation to the divestment of state assets to non-state owners of 
property rights with the goal of improving the allocative efficiency of the existing 
capital stock, once constitutional and legal guarantees are firmly and unambiguously 
in place. Given these conditions, a range of issues must be considered in connection 
with divestment, utilisation of the usufruct of capital assets, and the improved opera¬ 
tion of privatised assets. , 
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Divestment 

Proper divestment requires that the real worth of capital assets be turned over to 
society perhaps to offset some of its liabilities (such as the debt or claims to social 
services). Reformers should avoid a sellout of existing firms, often through the inter¬ 
mediation of self-interested managers, at prices that deviate substantially from the 
intrinsic market value of the assets being alienated. This is by no means an easy task, 
given the problems of establishing a market value for assets that have never been, and 
cannot quickly be, competitively priced because of prevailing distortions. Market 
evaluation can begin once a certain volume of shares has been distributed. Only then 
can a proper value be transferred to private ownership. Each aspect gives rise to many 
questions that essentially focus on the legacies of central planning and the potential 
incompetence, malevolence, or lack of control over the rapidly transforming societal 
processes on the part of reformers. 

First of all, the key mechanism of capital formation and distribution in central 
and eastern Europe has been the state budget, even when SOEs possessed administra¬ 
tive autonomy. Because of the absence of capital markets and the pervasive distortion 
of relative prices, there is simply no easy way to establish market value on the basis of 
the discounted value of the expected residual returns to capital over the lifetime of the 
assets. To circumvent this obstacle, the reforming countries have resorted to make¬ 
shift rules that in fact allow one social group to appropriate part of its specialised 
knowledge by transforming it into a property stake. Not all sales at bargain prices 
have been on account of incompetence or malevolence on the part of those entrusted 
with privatisation or their advisers. Lack of transparency inherent in these economies, 
even when negotiators or existing management has the sincere intention of doing it 
“right,” poses a major obstacle. Determining asset values outside a competitive 
market environment is a hazardous proposition at best. Of course, the problems get 
sharply compounded by the fact that the principals in the negotiations are rarely 
sufficiently scrupulous to avoid deliberately undervaluing assets to appropriate the 
capital gains directly or indirectly. 

Second, the absence of an entrepreneurial class in the emerging market econo¬ 
mies has several dimensions. Domestic savings are insufficient to purchase outright a 
sizeable portion of state assets. In some cases, setting up proper financial institutions, 
such as independent pension funds, insurance schemes, commercial banks, etc. to 
whom state liabilities are “sold” can assist in the intermediation. But this cannot be a 
panacea. Neither is making use of the monetary overhang in some reforming coun¬ 
tries, especially when it has been acquired through illegal activities. Legitimate 
savings could be earmarked for the purchase of housing, small plots of land, and small 
handicraft or service firms. But it remains to be seen whether ordinary savers are 
interested in such purchases without there being first substantial other reforms, 
especially stabilisation, revamping of the fiscal system, wholesale trade, and demono¬ 
polisation of SOEs. 

Whether it would be worthwhile to privatise enterprises piecemeal, with part of 
the shares being earmarked for workers at preferential prices is something to be 
carefully weighed. Perhaps auction markets that are as transparent as circumstances 
permit, preferably after rationalising SOEs so as not to encumber potential buyers, 
offer a solution. In the absence of widespread experience with this method of divest- 
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ment, however, careful experimentation with the organisation of markets and the 
phasing in of privatisation is warranted. 

As a flipside to the absence of an entrepreneurial class, savers tend to be risk- 
averse. Apart from the uncertainty ensuing from fluctuating share prices, central and 
eastern Europe has been accustomed to pervasive job and income security over the 
past fifty years. Although people may wholeheartedly espouse the idea of moving to a 
market economy, bankruptcy with attendant fluctuations in fortunes may be difficult 
to accept. 

Another side of the absence of capitalism is that state assets have been built up 
essentially by inhibiting individuals from saving voluntarily. These assets are society’s 
and should be distributed with a considerable degree of egalitarianism. How to do this 
even if shares are given away poses technical problems that may be difficult to 
surmount in the short run. A wide distribution of assets would avoid future resent¬ 
ment about giveaways to a favoured class, which is a danger in selling SOEs to their 
managers at fire-sale prices. It would also ensure support for the temporarily painful 
measures needed to render those assets more productive, by reforming monetary 
policy, freeing prices, and ending subsidies. Above all, by greatly strengthening the 
economic power of the electorate, it would support democracy. 

Third, should assets be sold to foreigners? There is nothing wrong with this 
option if society is willing to accept a dilution of its economic sovereignty and the sale 
can be conducted in a fair manner. In principle, it should not matter who pays the 
“proper” price. In fact, foreign influx may be marginally favoured, inasmuch as it is 
likely to bring into the country badly needed technology and managerial and market¬ 
ing expertise. But the issue of economic sovereignty cannot be forgotten altogether, 
particularly in countries whose scope for autonomy was so narrowly circumscribed for 
so long by Soviet-type precepts. The question is probably less whether to sell assets to 
foreign owners than in what sectors, to what degree, and how will foreign ownership 
be regulated. 

A fourth problem is the absence of local entrepreuneurship. Exit and entry have 
traditionally in central and eastern Europe been decided by the centre, generally not 
in response to the venturesomeness, thrift, and acquisitiveness of society. Further¬ 
more, management of SOEs in these economies has on the whole been entrusted 
according to priorities that have little to do with its ability to raise the firm’s net 
worth. So even if the state were to withdraw quickly from microeconomic decision 
making, who would take its place? Further, will would-be managers and entrepre¬ 
neurs successfully manage and protect assets? 

Fifth, SOEs in planned economies do not keep transparent accounts and even 
those have traditionally been kept from public scrutiny for reasons that transcend the 
confidentiality legitimately attached to “commercial secrets”. It should not be over¬ 
looked that management in these countries, as a rule, was never called upon to 
maximise the SOE’s net worth and as a rule had no incentive to do so on its own 
initiative. 

Finally, although productive assets in a planned economy are society’s, in some 
countries it has been unclear for quite some time who is the legal owner of these 
assets. To correct this confusion, it would be desirable to transfer legal title to SOEs 
to some trustee charged with divestment, subject to parliamentary scrutiny in the 
emerging democracies. 
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Private exploitation of the usufruct 

Several of the above-cited hindrances surface also when ownership as such is 
separated from the usufruct, which is leased, contracted out, or otherwise placed at 
the disposal of private entrepreneurs at some positive rent or even when the state 
simply enjoins SOE management to behave as private entrepreneurs. The key obsta¬ 
cles in divorcing ownership from its usufruct rest firstly in the determination of the 
rent to be levied. As a first step, to provide some guidance to auctions, the state could 
start off the contracting arrangement by offering assets at a positive rent that reflects 
it own expected rate of return and value of assets. To foster the movement toward a 
market economy, it may be instructive to let markets set the proper leasing fee with 
the option of owners to transfer their lease to others willing to outbid them. Certainly, 
some assets will go below fair value, while others will not find a bid at all. But this loss 
in revenue may well be a worthwhile investment. Perhaps more difficult would be to 
enact insurance schemes to protect state assets against the lessee’s negligence or 
misfortune, and to encourage entrepreneurs to upgrade these assets. However, the 
problems of managerial abilities, fostering a competitive environment, and putting in 
place adequate regulatory mechanisms remain. 

Operating privatised assets 

It is often assumed that new owners of privatised assets will by definition allocate 
their services efficiently and begin to maximise net worth. For a number of reasons, 
this is by no means guaranteed. It assumes that those acquiring state assets will 
manage them better than their erstwhile state-appointed caretakers. This is a vastly 
unrealistic assumption as few individuals in central and eastern Europe have had 
experience in enterprise management. Planners did not encourage the acquisition of a 
managerial culture and such skills cannot be acquired quickly but must be built up 
“on the job”. 

Related is the assumption that individuals are interested in holding part of their 
wealth in the form of enterprise shares and will in fact decide to exercise their 
ownership rights through participation in managerial oversight. That is hardly realis¬ 
tic. In the planned economy, households were not at all encouraged to think in terms 
of market-based criteria. Stockholding is particularly alien to this mentality. Giving 
each individual a stake, perhaps on an equitable basis, by distributing public assets 
would certainly help to create such a culture, but it would take time and mistakes are 
bound to be committed. Not only that, most households in market economies do not 
hold a part of their wealth in the form of shares and only some own publicly traded 
bonds. Even if individuals own shares, they rarely exercise the right to “vote” on 
management. Participation costs may be very high in some cases. But apathy toward 
monitoring management and “appointed” directors and “satisficing” of share owners 
by the management play a more substantial role. 

Third, most observers assume that the reforming countries will in due course 
bring about fair competition in privatised markets. There is simply no guarantee that 
this will emerge. At the start of the reform, these countries are highly monopolised. 
Having private monopolies replace state monopolies will not necessarily enhance 
allocative efficiency or increase the net worth of the firm because competitive bidding 
is by definition precluded. Unless effective competition and regulation are introduced, 
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the privatisation of firms with market power brings about private ownership in pre¬ 
cisely the circumstances where it has least to offer. The desire to privatise speedily, to 
widen share ownership quickly, and to raise short-term revenue should not stand in 
the way of devising adequate measures of competition and regulation. 

The existence of management that holds a monopoly on information, because of 
widely dispersed shareholders or of a market monopoly, leads to potentially serious 
principal-agent problems. If monitoring intensity is low, managers have discretion to 
pursue their own objectives rather than those held by owners. It is therefore important 
to structure incentives so as to make management behave according to the instruc¬ 
tions of owners. It is important to ensure that the firm’s monopoly of information is 
broken and the regulator has independent access to detailed information, for example, 
on the potential for cost reduction and the relative costs of services supplied by a 
multi-product firm10. 

Fourth, two hundred years of experience with capitalism has made it clear that 
there are numerous imperfections in the market mechanism. At the same time, 
experiments with other allocation arrangements suggest that there is no alternative to 
a market mechanism if the economy is to progress steadily. To avoid the worst 
negative side effects, yet enhance the positive features of the market mechanism, a 
well-entrenched and adequate regulatory mechanism in the hands of an impartial 
body is absolutely necessary. Only then can private interests be harmonised with 
society’s. 

Finally, thriving competition must apply also to the acquisition and disposal of 
private assets. For that, it is necessary to have in place adequate capital markets, 
including safeguards and regulatory mechanisms against abuses. A proper capital 
market can function only if the regulatory mechanisms are in place and there is 
sufficient transparency in the market. For that, firms must adhere to certain supervi¬ 
sory and accounting rules that foster competition among economic agents on the basis 
of expected returns to capital. 

Alternative forms of privatisation 

Privatisation can take many different forms. I shall consider here spontaneous 
privatisation (essentially giving away assets to enterprises, workers, or society at 
large); selling assets through some divestment mechanism; and seeking to divorce 
ownership from the usufruct of assets. 

Spontaneous privatisation means that those entrusted with state assets take 
possession of them, then turn them into a joint company, part of which can be 
transferred to clear owners. Hungary initially chose this route because decision mak¬ 
ers wished to avoid re-nationalisation of assets. The experience has not been a promis¬ 
ing one (Lee and Nellis 1990). Financially, spontaneous privatisation allows individu¬ 
als to become owners without paying a fair price and thus deprives the government of 
needed revenues to offset its liabilities. Economically, there is no reason to believe that 
resource allocation will improve by turning over assets to people who formerly ran 
these facilities poorly. Being entrusted with assets, management may change its 
allegiance and in view of the incentives behave significantly differently than they did 
as state employees. But there is no guarantee that they will potentially do better than 
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other asset holders. Furthermore, free distribution may exacerbate already existing 
inflationary pressures on account of wealth effects (Nuti 1990, p. 20). Politically, 
management in place has frequently been appointed under the nomenklatura rules. 
At the very least, conflict of interest laws should have been used to prevent managers 
from laundering state assets through dummy corporations that they created in the 
private sector (Lipton and Sachs 1990). There is also bound to be an equity problem. 
Worker ownership might be fine for those employed in profitable operations, but not 
for those in persistent loss-making ventures. Of course, those not employed in SOEs 
who nonetheless involuntarily contributed to asset formation would be excluded alto¬ 
gether. Finally, there is an organisational problem with worker management in the 
sense that those belonging to the former managerial group, who have the experience 
and know-how to supervise the firms, may be eliminated from the new team. 

The fact that state assets were publicly formed and treated as society’s is the 
argument used to justify simply distributing these assets free of charge, regardless of 
wealth effects (Ftinds 1990a). The most common form recommended has been worker 
management of SOEs, essentially an extension of the labour-managed firm. This 
encourages the maximisation of income per worker rather than the long-run profit of 
the firm, particularly when there is no capital market where workers can voluntarily 
sell their right to participate in future profit earnings at a market valuation based on 
the expected earnings of the enterprises. That is to say, worker management is 
insufficient to ensure efficiency; ownership and a market for trading such property are 
also required. 

The second form is distributing property to workers on the ground that ownership 
in state firms should be transferred to the existing workers, who will then be requested 
to improve the firm’s profitability. The key assumption of such transfer is that prop¬ 
erty owners would automatically improve the allocation process and thereby render 
the firm profitable. Such an assumption is fallacious. It is also an inequitable solution. 
The value of capital per worker in state firms varies a great deal for reasons that have 
nothing to do with the relative merits of the present labour force. Also, free distribu¬ 
tion of assets fails to provide government revenue. Furthermore, it tends to favour 
reinvestment in existing types of activities under present management and to continue 
employment of the present labour force. 

Whereas the labour-managed firms suffer from weak principles, some employee 
share-ownership program (ESOP) is worth considering, especially if it could be 
coupled with promises to limit demands for monetary compensation, to foster produc¬ 
tivity, to change work rules, and other measures that give workers a material stake in 
their firm. But this could be accomplished without outright privatisation by creating a 
joint-stock company, whose performance incentives include obtaining a share in the 
firm’s capitalised value. 

Third, property can also be distributed to society at large. There are good reasons 
to do so as state assets have been accumulated through confiscation or forced savings. 
To ensure some measure of equity in the distribution of assets, rather than grant 
ownership rights to the labour force of existing SOEs, they could be distributed to the 
population at large, either on an individual basis or by households. This form of 
divestment is also advocated in view of the inadequacies of capital markets and the 
shortage of domestic capital in reforming countries (Hinds 1990b). Although intui¬ 
tively appealing, this form has serious drawbacks, apart from the wealth effects at a 
time of already significant inflationary pressures. There are bound to be potential 
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losers, including those holding the debt of these governments (Vanous 1989, p. 6). It 
would also erode the corporate taxation base particularly in the absence of a personal 
income tax. Moreover, privatisation deprives the government of the future stream of 
revenues from assets and should ideally be accompanied by the retirement of state 
obligations. Privatisation without revenue raising does not offer this possibility and 
makes the need for fiscal reform of personal income taxation more urgent. Further¬ 
more, if shares are distributed equitably, any one household would hold only a 
minuscule interest in any of the enterprises. The distinction between the pre- and a 
post-reform situation would be largely nominal. Greater concentration of ownership 
might come through the creation of several mutual funds, and their random allocation 
to households (Feige 1990). But how to ensure that each household receives portfolios 
of approximately equal value, given serious asset-valuation problems in these coun¬ 
tries, is a conundrum that needs to be resolved. Unquestionably the most serious 
shortcoming of this path to privatisation is that no beneficial effect is exerted on 
management and the allocation of resources. The population at large is unlikely soon 
to become sophisticated investors or attend board meetings. Even mutual fund man¬ 
agers will not have the knowledge or incentive to assess managerial performances and 
promote take-overs when needed, hence the serious monitoring problems that are 
embedded. 

Another alternative to the previous forms of privatisation is to divorce ownership 
from the usufruct of assets. Custodial rights over the use of social property could be 
traded in functioning capital markets. If so, can it lead to a more effective allocation 
of scarce resources than attained with traditional management of SOEs? An answer 
can usefully be formulated by first looking at the stationary state and then at one 
where there is positive growth of the capital stock. With a stationary state, central 
policy makers must impose proper charges and safeguards to ensure that capital users 
do not erode assets. In principle, it is entirely feasible to let economic agents bid on 
the right to use society’s capital, to set up a mandatory insurance scheme to protect 
the capital stock, and to let firms fail when unable to pay the net charge for the 
usufruct. 

In a growing economy, questions of how additions to the capital stock and its 
replacement are decided upon loom large. These problems include how best to facili¬ 
tate exit and entry as well as how to ensure that the capital stock will be steadily 
upgraded. Both additions to and replacements of the existing capital stock could be 
handled through exit and entry by entrepreneurs bidding on access to future assets. 
This could be organised through full-fledged capital markets, including those for 
forward transactions. Entrepreneurs, with the assistance of financial institutions, 
would simply explore how best to allocate society’s savings, including amortization 
funds and state savings. 

Given the complexity of ensuring the efficient functioning of all these markets 
even in mature market economies, however, it is hard to see how the emerging market 
economy could create such refined capital markets within a comparatively brief period 
of time at a tolerable transaction cost. In fact, multiple ownership forms in combina¬ 
tion with the gradual emergence of capital markets for the bulk of society’s capital 
may well be the more desirable way of proceeding because they internalise co¬ 
ordination at a smaller cost than through full-fledged capital markets. Such dilution 
of property rights would be based on economic grounds rather than on the ideology of 
wealth distribution. 
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Finally, privatisation may involve the outright sale of assets through auctions or 
more discretionary channels. Of course, questions concerning how to establish prices 
and what to do with the proceeds remain. Apart from the fact that auction markets 
would have to be organised, the sale of state assets calls into question the availability 
of funds, whether households prefer to hold wealth in company shares, and the 
desirability of setting a reservation price. To mitigate the lack of funds and to entice 
individuals into adopting a share-holding culture, one of the more appealing forms of 
selling off state assets is through debt-financed auctions. This would make available 
generous financial resources to those willing to acquire state assets and able to 
manage them profitably. In essence, the state as lender would become a rentier while 
private sectors end up capitalist debtors (Lipton and Sachs 1990, p. 76). 

Whereas it would in principle be possible to conduct auctions with a clear 
reservation price, the ambience in which this would have to be carried out probably 
rules out the imposition of a realistic reservation price. That could be implemented 
much more safely through a discretionary divestment program. Determining a rea¬ 
sonable reservation price and ensuring that the discretionary sale would not infringe 
upon society’s rights or extend favours that one was trying to rule out are no simple 
tasks. Regarding the determination of a reservation price, some carefully conducted 
research by custodians of property under the supervision of the newly formed parlia¬ 
mentary organs, perhaps with the assistance of outside accounting firms, should yield 
a plausible range of asset values. For most undertakings, there should be some 
positive price that can be realistically established with some good will on the part of 
all actors involved. The latter should be denied the right to acquire ownership rights to 
reduce the room for conflicts of interest. 

Conclusions 

The preceding analysis has hopefully injected an element of scepticism into the 
desirability of fast and widespread privatisation in central and eastern Europe. While 
a number of benefits have been claimed for privatisation, “many of its goals are better 
achieved by other policies and... it is on its contributions to economic efficiency that 
privatisation must ultimately be judged” (Yarrow 1986, p. 324). In the case of 
emerging market economies, scepticism is warranted for all the reasons cited for 
mature market economies plus at least two others. One is that there are ways other 
than privatisation to break up the massive hold of Party and bureaucracy over 
economic affairs. Breaking that hold is strategic to putting in place the critical 
minimum impulse to the development of genuine markets. The other derives from the 
highly monopolised industrial structure of central and eastern Europe. 

My analysis suggests therefore that quickly undertaking a massive program of 
ill-prepared privatisation for ideological, political, or sentimental reasons may lead to 
“um? economic de casino” (Vickers and Wright 1988, p. 25). This is an unjustified way 
for the state to divest itself of society’s assets, no matter how badly these resources 
may be utilised now. Under no circumstance could privatisation be considered a 
panacea for raising economic efficiency. That depends critically on the creation of a 
competitive environment and the recognition in principle of the validity of all alterna¬ 

tive property rights. 
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Notes 

1. Central and eastern Europe here comprises Bulgaria, Czechoslovakia, the former German 
Democratic Republic, Hungary, Poland, and Romania. Much of what is said here about 
property rights and privatisation would apply also to the Soviet Union. But since the latter 
has not yet unambiguously decided for a transition to a market economy and privatisa¬ 
tion, I focus here chiefly on the general situation of the most reform-minded countries of 
Eastern Europe. 

2. The argument of that school (see Leipold 1983, 1988; Pejovich 1987, 1989, 1990) 
depends critically on the existence of freedom of entry at the pre-production stages of the 
competitive process (Yarrow 1986, p. 345). If barriers to entry into production are high, 
entry is also deterred at an early stage. Also, pure individualism and that it can avoid 
social conflicts are key, but unrealistic assumptions. 

3. Whether “output” on the resource ledger can be negative or should be held nominally 
constant is a matter that society must decide upon, otherwise the notorious short-range 
outlook of markets leads to market failure. 

4. In some cases, however, efforts made in the mid-1980s to improve economic performance 
through administrative devolution resulted in ill-defined property rights. Enterprises dis¬ 
posed of the capital stock but it was not at all clear whether they were the owners in full 
control of assets. 

5. If transaction costs are zero, given Coase’s theorem, alternative institutional or organisa¬ 
tional arrangements would provide no basis for choice and hence could not be interpreted 
by economic theory. 

6. For other forms of privatisation, see Vicker and Wright 1988, p. 3. 

7. For useful details, see Bauer 1988; Bianchi, Cassese, and Sala 1988; Buckland 1987; 
Drumaux 1988; Heald 1988; Kent 1987a; MacAvoy, Stanbury, Yarrow, and Zeckhauser 
1989; Nankani 1988, 1990; Ramanadham 1988a; Swann 1988; Vickers and Wright 
1988; Vickers and Yarrow 1988; Yarrow 1986. 

8. Recall that there continues to be considerable egalitarian thinking in these countries and 
a strong public sentiment for economic equality in spite of the fact that economic 
differentiation is bound to occur through the transition to a market economy, even if at 
the start of privatisation equality of share holding can be ensured. 

9. But public ownership need not imply state monopoly just like private ownership need not 
forcibly foster competition (Vickers and Yarrow 1988, p. 45). 

10. Widespread ownership inevitably dilutes the monitoring role of owners and hence modifies 
the behaviour of management so that it no longer maximises the net worth of the firm’s 
assets. This point is often ignored in the zealous advocacy of privatisation (see Feige 1990, 
Leipold 1988, Pejovich 1990, Schroeder 1988). 

t 
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Privatisation of Socialist Economies: 
General Issues and the Polish Case 

Mario Nuti 

Summary 

The current drive towards privatisation by transitional economies of central and 
eastern Europe is based on the same expectation as privatisation in Western countries, 
i.e. greater efficiency through changed and improved incentives. This expectation is 
not controversial in the centrally planned economies in transition, because it is 
believed that privatisation will inject life into the inert traditional system, de-politicise 
economic life and harden budget constraints. In addition, private property was never 
completely abolished and a limited regime of private property seems to be inherently 
unstable, given the strong logical arguments and actual pressures for its extension. 

There are three main general issues raised by privatisation of the transitional 
economies of central and eastern Europe. First, in the early stages of economic reform 
and in order to free enterprise there is the danger of divesting central organs of their 
powers without transferring those powers to other agents. This raises on the one hand 
the problem of “re-subjectivisation” of ownership before privatisation, and on the 
other the problem of workers’ self-management institutions. Next, there is the risk of 
unfair private appropriation - whether legal or “wild” - of state assets. Last, when 
should privatisation occur in the sequence of reform measures relative to stabilisation, 
demonopolisation, and partial financial and productive restructuring? 

In Poland, privatisation has been facilitated by a long-standing tradition of 
private enterprise, but rendered difficult by the necessity to reconcile the sale of shares 
with the self-management institutions active in Polish enterprises (to be accomplished 
perhaps by reserving 20 per cent or so of shares to enterprise employees on privileged 
terms, or by a contractual package involving forms of profit sharing and “Mitbestim- 
mung”). The debate in Poland has revolved primarily around the adverse distribu¬ 
tional impact of privatisation, which sectors to begin with, the small size of the 
potential market, how to finance share purchases (free shares, credit or foreign 
capital), and the scope for debt-equity swaps. These issues reflect political struggle: 

An earlier version of this paper was presented at the OECD Conference on “The Transforma¬ 
tion of Planned Economies”, Paris, on 20th-22nd June 1990. Acknowledgements for useful 
comments and suggestions are due to Grzegorz Kolodko and to Conference participants, in 
particular to William Evers as discussant, and to the Proceedings editors Hans Blommestein 
and Michael Marrese. Responsibility for opinions, errors and omissions rests solely with the 

author. 
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the 15th version of the privatisation law was presented to Parliament in April 1990, 
and was met by a parliamentary counter-proposal. Although the law was finally 
approved in July 1990, it left open both the pace and modality of privatisation, further 
delaying progress towards privatisation. 

Introduction 

Today all the socialist economies of central and eastern Europe are restoring or 
expanding forms of private ownership and enterprise. The process involves all these 
“transitional” economies, regardless of the pace and achievements of their economic 
reform, including the Soviet Union and excluding only Albania; differences are only 
of speed, mode and degree. There is privatisation in a broad sense (the permission and 
encouragement of private enterprise and ownership), and in the narrow sense (the 
sale, gift or rental of state assets to private individuals and companies). This paper 
considers the general case for privatisation in the narrow sense (Section 2) and in the 
light of the system-specific characteristics of socialist economies (Section 3); addi¬ 
tional reasons are offered for the resilience of private ownership in socialist economies 
and the mounting pressure for its extension (Sections 4-6). Some more general issues 
are considered in the current process of privatisation in the transitional economies of 
central and eastern Europe (Sections 7-9), with a more specific focus on the privatisa¬ 
tion process in Poland (Sections 10-12). 

The general case for privatisation 

To a great extent the drive towards privatisation in central and eastern Europe 
has the same basis as a similar process also seen in the last ten years in Europe, North 
America, Japan and the Third World (see Hemming and Mansoor 1988; Vickers and 
Yarrow 1988). The strongest reason for this development is the expectation that 
privatisation can raise efficiency through changed incentives. 

This expectation is found in the recent economic literature on principal-agent 
relations. Company managers, as agents of owners, are subject to contractual disci¬ 
pline enforced by shareholders; to take-over discipline enforced by potential bidders; 
and to bankruptcy discipline enforced by creditors. Managers of state enterprises are 
not subject to any such discipline, as they are subordinated to political authority and 
not to economically motivated shareholders; they are not subject to take-overs; and 
their losses are absorbed by automatic grants from the state budget (see Vickers and 
Yarrow 1988). Further arguments for privatisation have been the adoption of a 
deflationary fiscal stance less austere than it would be if implemented through fiscal 
means, and the promotion of diffused ownership patterns associated with the “prop¬ 
erty-owning democracy” model as an alternative to socialism. 

These arguments for privatisation may have to be modified. Public enterprises 
sometimes can be more efficient than their private counterparts (in practice, see South 
Korean state steel; in theory, see Sappington and Stiglitz 1987, Stiglitz 1989). 
Privatisation of management might achieve the same effects as privatisation of owner¬ 
ship without divesting the state of its assets (i.e. the state could hold shares in private 
companies; see Meade 1989). In Western market economies, privatisation has not 
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been accompanied by significant progress towards property-owning democracy. In the 
case of transitional economies, however, privatisation not only raises the share of 
national assets held by private owners, it also extends the scope of ownership rights 
from absent or limited ownership to full-fledged private ownership. This qualitative 
aspect of privatisation in transitional economies provides additional system-specific, 
supportive arguments. 

System-specific arguments for privatisation in socialist economies 

First, there is a presumption that privatisation will inject life into the inert 
traditional system. With the benefit of hindsight the main drawback of central plan¬ 
ning and state ownership has been its inability to respond to change (whether in 
technology, domestic demand, or world trade opportunities); the appropriation of the 
benefits that economic agents might obtain from faster response can only enhance the 
vitality and viability of those economies. 

Second, privatisation is bound to weaken the opportunity for political interfer¬ 
ence in economic life, especially in those economies still dominated by the Communist 
Party and its all-pervasive “nomenklatura”. In principle it should be possible to cut 
the links between the centre and enterprises by inserting an intermediate layer of 
independent state holdings representing state interests. In this context privatisation 
may not be necessary, but it is an effective, well-tested institution and therefore more 
appealing than more controversial and less well-tried state holdings. 

Third, privatisation of enterprises and commercial banks together is bound to 
harden the “soft” budget constraint of enterprises, which has been one of the main 
sources of the endemic excess demand typical of centrally planned economies every¬ 
where. Again, it is conceivable that the budget of a state enterprise might be hard¬ 
ened as a result of a change in government policy, but in the light of experience there 
is little - if any - support for this expectation. 

Whatever the validity and strength of the general justification, these three argu¬ 
ments strengthen the case for the privatisation now occurring in transitional econo¬ 
mies. But there is more: privatisation appears also as the consequence of the resilience 
of private ownership in socialist economies, and there is a strong case for the further 
extension of the limited property rights which already have existed. 

The resilience of private ownership 

Private ownership seems to have a built-in resilience in the socialist economies, 
where it was never completely eradicated. Moreover, regimes of limited ownership 
seem to suffer from a certain institutional instability: whenever private ownership is 
even minimally present, the system tends naturally towards its further extension. 

Let us consider what is the necessary and sufficient condition for complete 
abolition of private ownership. Imagine an economy where individuals have access to 
instant consumption of goods and services, whether freely (in unlimited amounts or 
within predetermined limits for each good and service) or subject to money prices and 
a maximum money budget per jmit of time. In either case we stipulate that in this 
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economy individuals do not have any other access to consumption and are not able to 
transfer their consumption claims to others or over time, i.e. they cannot save in the 
sense of accumulating that part of their maximum consumption entitlement which 
they do not actually consume. This is the kind of partial or temporary arrangement 
familiar from expense accounts, communal kibbutz consumption or participation in 
academic conferences but - with the possible though unproven exception of Stone Age 
economies - such an arrangement has never been a basis for the lasting economic 
organisation of entire communities. Free unlimited consumption, the ultimate full 
communist model1, belongs to this category but has never been implemented any¬ 
where; “realised socialism” has never organised consumption on that basis. 

The lack of a generalised system of consumption allocation of this kind is a 
necessary and sufficient condition for private property to arise. Namely, it is a neces¬ 
sary condition because otherwise property could not be transferred, rented or used 
without violating our stipulations. It is a sufficient condition because a possible private 
property right on consumption goods arises as soon as claims to consumption can be 
transferred to others (creating the possibility of future reciprocity, whether through 
market exchange or possibly through a deferred exchange of reciprocal gifts) or to 
oneself over time through production or through storage of either the goods or the 
claims. 

It is interesting to note that money is a sufficient but not a necessary condition for 
private ownership to arise: even in a system without either money or voucher claims 
and with short-lived goods only (the least favourable set up for property rights to 
consumption to arise), a stock of consumption goods can be carried and owned within 
the constraints set by the rate of durability and by the storage space available, the 
actual stock being determined possibly as the result of an optimisation process leading 
to the equalisation of rates of time preference and expected rates of return on each 
consumption good accumulated2. Once there is money - at least in the limited role of 
a means of distributing consumption goods - and this money is non-perishable3, the 
possibilities of amassing potential command over a stock of consumption goods 
become virtually unlimited even if all goods were perishable and no storage space 
were available. The actual stock of money held will be limited, though, by the same 
optimisation process, whereby the real rate of time preference is set equal to the real 
rate of return on money holdings, i.e. the percentage cost of money storage4 minus the 
expected rate of money price increase, for all goods. 

This reasoning presumes that “markets” clear, though it does not necessarily 
imply a supply schedule, only that given quantities of dated consumption goods are 
available and distributed at state-fixed prices. Market clearing is an inappropriate 
assumption for traditional socialist economies, which are inordinately prone to perma¬ 
nent excess demand due to the unreasonable overambition of planned targets, com¬ 
bined with an unsustainable commitment to stable prices. However, a claim to a stock 
of consumption goods can be held in real terms and (through money) even in condi¬ 
tions of persistent shortages except that the relevant prices are official money prices 
plus a premium for queuing or for random access to goods. Secondary retrading of 
shortage goods, whether it exists legally or illegally, will necessarily tend toward this 
relevant price level. 

It follows from these reflections on theoretical consumption behaviour that, when 
we discuss private property under models of socialism other than the (unrealised) full 
communist model, we cannot bring into question the possibility of private property, 
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which is always there at least in the form of some property rights to a stock of 
consumption goods, nor the existence of a rate of return (negative though it may be in 
real terms) on that stock. We can only discuss the scope of those property rights and 
the way that rate of return is determined. Namely, we can discuss who can own what 
for what purpose, the unbundling of property into its constituent rights (as simultane¬ 
ous jus utendi, fruendi ac abutendi in Roman law, with possible finer distinctions in 
modern times), their yield and their transferability to whom, and how the efficiency 
implications of private property respond to progressively increasing extensions of the 
scope of private property. We can also discuss the set of possible limitations or 
obligations which may be attached to property rights. Finally, we can discuss whether 
and to what extent the effects of private property might be simulated by alternative 
arrangements. 

The case for extension of limited property rights 

The presence of property rights to consumption goods is an apparently harmless 
consequence, of permitting individual choice of how to allocate consumption over 
time, an arrangement which is both efficient and - arguably - a basic freedom. 
However, once this limited scope of property rights is established there are very strong 
logical arguments on efficiency grounds, and in response to actual economic pressures, 
for their extension to a full-fledged capitalist regime of property rights - where 
anybody can own and trade anything except drugs and slaves, and rights can be 
unbundled and transferred at will5. 

In fact, if I am allowed to save real consumption and retain its ownership at a 
real rate of interest implicit in storage conditions, obviously I should be given the 
opportunity to save instead in the form of cash and interest-yielding deposits and 
bonds at a nominal monetary rate of interest equivalent to the same real rate, thus 
releasing real resources for productive use. Indeed, if I am willing to save more and 
more at progressively higher interest rates, and there are correspondingly profitable 
productive uses for those resources, I should be given that opportunity for the sake of 
efficiency. This multiplies the possibility of accumulating private property by relaxing 
storage and perishability constraints and of receiving a rentier income. 

Any investment in consumption goods has an element - albeit small - of risk¬ 
taking, depending on current conditions (should I invest in an umbrella or in sun¬ 
glasses?) affecting the course of relative prices. Financial claims broaden the scope of 
potential exposure to risk and to its rewards or penalties; loans can be at fixed or 
variable interest rates; borrowers’ creditworthiness will be reflected in their cost of 
finance. Even in the absence of risk-taking in financial markets, lotteries may and 
usually do exist in any socialist economy6. Moreover employment contracts even 
under socialism often carry performance-related bonuses, uncertain and lottery-like, 
broadening further the scope of risk-taking. But now, if I am allowed to draw an 
interest on financial claims and to expose myself to risk for the sake of a higher 
expected return, why should I be barred from owning a stake in the present value of 
an “enterprise” (defined broadly as a set of productive activities and contractual 
rights and obligations). In a world where there are interest rates and risk premia the 
introduction of private shares and capital markets does not involve a qualitative 
change. At first shares may be issued to workers of the same enterprise and may not 
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carry a vote; risk-spreading however suggests a reshuffling of stock across enterprises 
through generalised trade in a stock exchange, and managerial discipline requires the 
subjection of managers to the threat of an adverse majority vote (and the take-over 
threat of vote-acquiring bidders). 

Finally, once I am allowed to hold an equity stake in an enterprise, and share in 
its success and failure, there is no qualitative change involved in my being allowed to 
directly found and run an enterprise and employ workers directly rather than through 
the mediation of managers7. Down the slippery slope of property rights, through small 
Pareto-improving steps, one may quickly revert to full-fledged traditional capitalism. 

Over time, the case for privatisation mounts implacably with the accumulation of 
successive monetary gaps between income and expenditure, due to the excess demand 
systematically present in the socialist economy and the stubborn commitment to 
maintain stable prices in spite of it. The overhang takes the form of excess liquid 
assets and abnormally high levels of stocks, both by households and enterprises8. In 
the end the domestic overhang becomes so large as to suggest the selling of state 
assets to the population instead of alternatives which may be more unpalatable 
(currency confiscation, hyperinflation) or simply not available (additional domestic or 
international borrowing). 

Ownership and entrepreneurship 

An interesting question is whether there is a natural breaking point in this chain, 
i.e. where - if anywhere - do decreasing returns set in on the road to full capitalist 
ownership. According to Mises, private ownership of capital is a necessary precondi¬ 
tion of capital markets and therefore of markets in general; without ownership mar¬ 
kets cannot even be simulated (see Mises 1951; Hanson 1989). Mises was certainly 
right in that private appropriability (including potential transferability and use/ 
abuse) of at least a share of enterprise profits and capital gains must be essential to 
the very existence of entrepreneurship9; however this does not necessarily imply the 
private ownership of any of the actual means of production. In fact one could imagine 
a state ownership system in which state assets are leased on competitive leasing 
markets to private entrepreneurs, who appropriate at least part of any residual income 
and who by selling their leases to others, can realise the present value of their 
entrepreneurial activities, without ever acquiring ownership of capital goods or, tech¬ 
nically, of any enterprise. In such a system investment could remain a state function, 
whose efficiency would be monitored by comparing, ex post, the return on investment 
obtained from the rentals determined in competitive leasing markets, to the interest 
rates prevailing at the time of investing. 

It is tempting to conjecture that there can be no markets without private prop¬ 
erty, nor economic planning with private property: however this conjecture, though 
not rejected by experience, is still unproven on theoretical grounds. Once 
entrepreneurial rewards are at least partly appropriable it is possible to conceive a 
replication of competitive capital markets with or without the participation of private 
individuals but without private ownership of capital assets as such (see Nuti 1988 and 
1989). These kinds of arrangements (which could be actual markets and not just 
simulations), however, are not a case against private ownership but a case for eco¬ 
nomic reform; ideological obstacles against reform could be side-stepped, even if they 
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were not to disappear, as now seems the case. In practice leasings of state property (as 
in the Soviet “arenda” and the Polish “dzierzawa”, and on an even larger scale in 
China) are one of the possible ways of implementing privatisation of state assets 
especially in special sectors such as agriculture, catering and small-scale production, 
but cannot represent a general exclusive alternative to the sale of assets and shares. 

Another interesting question is whether entrepreneurship could be associated 
with forms of ownership other than state and private, such as municipal or co¬ 
operative. In the Soviet Union a great deal of emphasis has been placed on the growth 
of the co-operative sector, which in the 30 months since June 1987 has grown from 
55 000 to 5.5 million employees (including members, full- and part-time dependent 
workers), and raised turnover from 29 million to 40 billion rubles. Soviet co-operatives 
are not subjected to the income and capital sharing restrictions typical of traditional 
co-operatives, and very often serve as shells for private enterprises. Therefore their 
growth is an indication of the potential role that might be played by ownership forms 
other than state or private under special conditions, but this growth cannot be taken 
at face value or simply extrapolated to other countries or periods. However it is 
conceivable that privatisation of state assets could help to transform dependent work¬ 
ers into partial entrepreneurs. This process seems to be making some progress in 
modern Western capitalism with the introduction of income and capital sharing and 
worker participation in enterprise decision-making (see Nuti 1990c). 

General issues: subjectivisation 

In the current privatisation experience of central and eastern European econo¬ 
mies three general issues have arisen. The first is the danger that, in the early steps 
towards economic reform, decentralisation of decision-making from central bodies to 
enterprises might divest the state of its assets without transferring ownership rights to 
other subjects. In that case it is as if state ownership became “res nullius”, and before 
privatisation can take place it is necessary to undertake and complete a process of “re- 
subjectivisation”, re-uniting property rights under the same public holder before 
actually privatising. This is what happened in Hungary with the 1984-85 legislation 
on state enterprises, which de facto acquired most of the rights associated with 
ownership on the unprecedented and nonsensical theory that “enterprises belong to 
themselves” (as officially stated by the Ministry of Justice). This unusual state was 
not remedied by the first attempts at privatisation (Act VI 1988; Act XIII 1989; see 
Hare 1990). 

A similar problem arises in those countries where workers have gained a measure 
of self-management: some of the new shares may have to be sold or granted to 
enterprise employees, in order to trade off" their full management rights (incompatible 
with shareholders’ rights) with fuller ownership rights on a smaller scale (therefore 
embodying a smaller voice in enterprise management). Regardless of this argument, 
or beyond the limits of this kind of “conversion”, shares may be sold to workers in 
order to strengthen popular support and to promote a property-owning democracy as 
an alternative system. Forms of workers’ ownership abound in a capitalist economy: 
Employee Stock Ownership Plans (ESOPs, where workers acquire shares held collec¬ 
tively before they are distributed after a period or at retirement or departure) or 
Trusts (ESOTs, where workers aje temporary co-owners and only enjoy a share of the 
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revenue while they are employed), Personal Equity Plans (for regular savers, 
attracting tax exemption up to a maximum limit), Equity Holding Cooperatives, 
additional Pension Funds, Swedish-type collective investors, and so forth (see Uvalic 
1990). 

The new shares can be partly managed by state holdings and new pension funds. 
State holdings - as noted above - are often regarded with suspicion, as bearers of 
central interests dependent on and ultimately answering to the centre. There is 
however no reason why they should not respond to a policy commitment to make 
profits instead of being responsible for the achievement of government targets (the 
Italian state holding IRI, for instance, has responded to policy changes and has 
rapidly turned from an endemic loss maker into a profit-oriented and profit-making 
entity, presiding over privatisation). Pension funds (new, for there are none in Eastern 
European economies) are also credible collective investors, but they should only be 
given as much stock as they can reasonably need to take over pension liabilities; there 
is no justification in profits funding the consumption of pensioner rentiers, instead of 
being channelled to self-financed investment. 

It is conceivable that the banking system might exercise control over companies 
through direct and indirect (namely on behalf of clients) shareholdings and the 
associated voting rights. Such a role is typical of the German-Japanese model of 
financial markets and has been advocated for Poland by Gomulka (1989). However, 
banks in that model rely on a full-fledged stock exchange and do not replace it. Thus 
the ability of the banking system to hold and administer state ownership should not be 
overestimated10. 

Private appropriation of state property 

A phenomenon often practised and sometimes advocated in our “transitional” 
economies is the private appropriation of state property, either as a public policy of 
free distribution or as the result of spontaneous, “wild” auto-appropriation (in Polish 
' ‘samouwlaszczenie ’ ’). 

It has been suggested (for instance by Attila Soos in Hungary, Dusan Triska in 
Czechoslovakia, Jan Szomburg and Janusz Lewandowski in Poland) that shares in 
state enterprises or holdings may be given away freely to all citizens, directly or in the 
form of vouchers. This policy seems to have the advantage of creating an instant 
capital market, as well as the political advantage of generating instant capitalism and 
popular support for it. The needs of budgetary balance and monetary discipline, 
however, should strictly limit any privileged access to shares, as well as their free 
distribution (apart from the need of “converting” self-management rights into owner¬ 
ship stakes, discussed in the previous section). Free distribution of shares would be 
costly [as it was in the only known case to date, in British Columbia in 1979]1C It 
would add a wealth effect to consumption demand, worsening inflationary pressure 
whether open or repressed. It would have an urban bias (of a kind that would not be 
present in case of free distribution of the profits of state enterprises as citizens’ 
income): peasants in remote rural areas would be unlikely to benefit as much as the 
inhabitants of the capital city. As soon as potential limits to disposal lapsed, free 
distribution would also likely lead to rapid retrading and concentration of assets in the 
hands of a few better-informed people with access to liquid means (if this is not a 
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preoccupation, perhaps a lottery with large bundles of shares would be preferable and 
cheaper to administer). The state is not withering away in the course of transition and 
will continue to tax: “Daddy state... is alive and well”, as Kornai (1990, p. 82) 
graphically puts it; privatisation revenues could replace taxes, thereby avoiding their 
distortionary effects on economic efficiency (Newbery 1990). 

Free share issues are often advocated on grounds of lack of sufficient domestic 
capital. However - depending on the policy towards debt-equity swaps - domestic 
credit may be granted on a large scale for the population to take part in privatisation; 
as long as this credit is sterilised and is not recycled to government expenditure, it can 
create a useful buffer against possible subsequent loss of macroeconomic control, 
when the government might sell its credits rather than raise additional taxes. In a 
country like Poland, state revenue from privatisation could be used to retire hard 
currency credits of enterprises and households via the state banking system, which are 
not backed by hard currency reserves and therefore limit central control over the 
money supply. Finally, the free gift of state assets seems an out-of-place largess on the 
part of governments heavily indebted to international creditors, who would be justified 
in asserting a prior claim to those assets12. 

The other form of private appropriation - spontaneous, or “wild” auto-appropria¬ 
tion - is worse because it is selective: privatisation without publicity and competition 
may result at least partially in divestiture, rather than sale, and in the parallel 
appropriation of state property by a few well-informed people in positions of power. In 
the early stages of privatisation in Hungary and Poland (Hare 1990, Grosfeld 1990, 
Chilosi 1990), then elsewhere, managers and party officials often converted their 
position into a share of state capital, through semi-legal or outright illegal transac¬ 
tions tolerated because of their large scale and the offenders’ positions. This type of 
transaction includes: subcontracting of profitable activities, reciprocal disposals 
between state enterprise managers to their personal advantage, personal deals in joint 
ventures with foreign partners, artificial liquidation of viable activities transferred to 
internal bidders, etc.13. There is no conceivable justification for condoning these 
practices, which are equivalent to the worst cases of insider trading in western 
markets. 

Privatisation in the reform sequence 

A crucial general question is the position of privatisation in the sequence of 
reform measures, i.e. whether it should occur during or after stabilisation, before or 
after de-monopolisation, and financial and productive restructuring. 

It seems most inappropriate to sell off shares in state enterprises before stabilisa¬ 
tion and fiscal reform. Here stabilisation is understood as domestic market equilib¬ 
rium in non-hyperinflationary or excessively inflationary conditions, at uniform prices; 
fiscal reform is understood as the termination of ex-post, ad hoc, enterprise-specific 
taxes and subsidies levelling profitability throughout the economy. Without these 
prior achievements, trends in product and input prices and therefore enterprise profit¬ 
ability would be impossible to assess, and as a result assets would be underpriced and 
yet unattractive in conditions of uncertainty. Thus privatisation cannot really contrib¬ 
ute directly to the stabilisation process (see Nuti 1990a and 1990b). An exception can 
be the privatisation of housing (where the stream of future services is directly con- 
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sumed by the owner), small plots of land and small scale services (where future 
benefits are more strictly dependent on the owner-worker's effort supply). This kind of 
“small” privatisation can contribute to stabilisation. 

The very announcement of a firm decision to proceed with privatisation on a 
clearly predetermined schedule and procedure can itself make a contribution to 
stabilisation (the opposite happened in the USSR announcement of future price 
increases destabilised domestic markets and aggravated shortages). The announce¬ 
ment can be particularly effective if it is followed by the issue of special bonds, at low 
or zero nominal interest but carrying an option to purchase without restriction any 
state asset which will be privatised subsequently - pending the determination of asset 
prices. In Poland in November 1989 this instrument was used but bonds redeemable 
through privatisation were indexed and the timing and pattern of privatisation were 
not specified; thus the bonds cost the government much more than other forms of 
bond financing and even so, in the uncertainty about privatisation terms, were not 
very attractive to the public at the time of issue14. 

De-monopolisation is also a necessary precondition of privatisation: without it 
asset prices would include a capitalisation of monopoly power, which would be either 
unduly validated or - from the viewpoint of buyers - unfairly removed later on. A firm 
commitment to subsequent de-monopolisation still leaves a strong element of uncer¬ 
tainty; foreign trade liberalisation may alleviate the problem by raising the degree of 
competition. 

The transformation of state enterprises into joint stock companies presupposes 
the valuation of their net assets and their recapitalisation (as the Czechs put it, “the 
bride has to be endowed before being given away...”). Or, if necessary, excess liquid 
resources may be drained away before privatisation; at least some rationalisation of 
output structure and input outlays (including labour employment) must take place. 
To proceed otherwise implies the likely underselling of state assets. If. before 
privatisation, an active capital market has been organised, valuation and financial 
restructuring can be left to competitive mechanisms; otherwise some competitive 
redeployment of assets has to be stimulated among state enterprises. In any case it 
seems important that labour redundancies and redeployments should be handled 
before, rather than after, privatisation, both to ensure fair compensation of workers 
and to make assets more attractive to potential alternative users. 

The Polish economic framework 

In the ten years preceding 1990 Poland experienced stagnation in real output, 
while consumption levels fell by 10 per cent over the ten years to end-1989). Polish 
external debt reached $42 billion (of which $28 billion was owed to other govern¬ 
ments), too large an amount to be fully serviced in spite of recurring trade surpluses 
(about $1 billion per year in 1985-89). Shortages were endemic and inflation acceler¬ 
ated reaching the yearly rate of 740 per cent in 1989, when output declined by 1.7 per 
cent (see Kolodko 1989). 

The economic framework of the 1990 drive towards privatisation is that of a 
drastic stabilisation programme, launched by the new Mazowiecki Government on 
1 January 1990, aimed at restoring market equilibrium, introducing resident converti- 
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bility for current transactions, and promoting net exports, while at the same time 
making progress towards reform and restructuring (see Kolodko 1990, Frydman- 
Kolodko-Wellisz 1990, Nuti 1990c). 

The stabilisation package envisaged the abolition of subsidies and the reduction 
of the budget deficit to 1 per cent of GNP (down from 8 per cent in the previous 
year); monetary discipline and an increase in real interest rates to positive levels (the 
interest rate was raised also on old contracts, amounting to a tax); almost complete 
price liberalisation (except for energy, pharmaceuticals and fertilisers, whose price 
increases were diluted in subsequent months); very mild wage indexation of wage 
guidelines (at 30 per cent of inflation in January, 20 per cent in February to April, 
60 per cent in May to December except for July when indexation was 100 per cent to 
compensate for energy price increases) and penal taxation over that level; trade 
liberalisation; 32 per cent devaluation of the zloty, made convertible and held at 9 500 
zlotys per dollar, with the backing of external assistance provided by international 
agencies and the Group of 24 (a $700 million International Monetary Fund (IMF) 
stand-by credit, a $1 billion stabilisation fund, $300 million from the World Bank, 
EC-coordinated assistance under the PHARE programme, and credits and gifts by 
individual countries) and the rescheduling of debt service. 

The programme was successful in establishing domestic market equilibrium: net 
exports rose to $1.7 billion over the first seven months; inflation exploded going up to 
the monthly (point-to-point) rate of 105 per cent in January 1990 then settled down 
to 4-6 per cent per month, which is still much too high on a yearly basis; and the 
exchange rate was held at the target rate, in spite of hyperinflation and continued 
inflation differentials with hard currency countries (which just goes to show how 
grossly undervalued it must have been in January 1990). However, the real purchas¬ 
ing power of wages (formerly overestimated by statistics because of permanent 
shortages) fell by a third; output in mid-year stagnated after a fall of over one-third; 
and unemployment, around 10 000 at the end of 1989, grew fast and at the end of 
July 1990 had reached 700 000, rising at a rate of over 25 000 per week - government 
forecasts expect 1.3 million unemployed by the end of 1990. 

In brief, the stabilisation programme has overshot its output, employment and 
real wages targets, and yet there is hardly a sign of “supply response”. Against this 
background the advantages expected of privatisation - demand deflation, efficiency, 
entrepreneurship - become particularly important. 

Polish privatisation: debates and practice 

In Poland there is a long standing tradition of private enterprise both in agricul¬ 
ture (following the de-collectivisation of 1956, with about 4 million employees today) 
and outside agriculture as well, especially in the last six years (private manufacturing, 
transport and other services, including joint ventures, with over 1 million employees). 
This makes up almost one-third of the labour force, and grew in 1988 at 11 per cent 
while state employment was falling at 1-2 per cent; these trends have accelerated in 
1989-90. By early 1990 there were 845 677 private enterprises (though mostly of very 
small size) attracting the best employees away from the public sector (Chilosi 1990). 
Official forecasts for 1990 expec| state industrial output to fall by 28 per cent and 
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private output to grow by 5 per cent, bringing the relative shares of the two sectors in 
industry from 92 to 87-88 per cent and from 8 to 12-13 per cent, respectively. 

The privatisation of Polish state assets and the setting up of a stock exchange 
where they could be sold and retraded were already under consideration by the last 
communist-dominated Polish Government, and naturally were revamped by the 
Mazowiecki-led coalition (see Grosfeld 1990). Finance Minister Leszek Balcerowicz, 
speaking at the IMF assembly in Washington in October 1989, stated that:“The 
Government of Poland intends to transform the Polish economy to a market economy. 
This process is to be accompanied by a gradual change in the pattern of ownership 
towards that which prevails in countries with advanced economies.” 

Privatisation has been generally regarded as a deflationary instrument to avoid or 
reduce hyperinflation, a guarantee of enterprise independence from central organs 
and, most importantly, a way of enhancing productivity and entrepreneurship. 

The main difficulty faced by both the former and the present government has 
been the reconciliation of privatisation schemes with the self-management institutions 
set up in Polish enterprises by the legislation of September 1981 (see Nuti 1981 for a 
comparison of the legislation with the more militant draft law submitted by Solidarity 
at that time). This legislation gave workers collectively some, indeed most, of the 
rights usually exercised by shareholders (such as managerial appointments and dis¬ 
missals, verification of current performance, distribution of profit, and investment 
plans). Therefore the transformation of state enterprises into joint stock companies to 
be sold off to the public implies the cancellation or substantial dilution of those rights 
which, especially at times of drastic reductions in real wages, has to be compensated 
and negotiated. But there were also other difficulties, in part indirectly related to the 
modification of self-management. 

The starting position of workers before privatisation is that of part entrepreneurs 
- not having ownership rights but having extensive decision-making rights and some 
profit-related benefits - for 100 per cent of the enterprise. An obvious trade off is that 
of giving workers the position of full entrepreneurs - i.e. 100 per cent owners, 
decision-makers and residual claimants - as shareholders in the enterprise with a 
much smaller stake. But how much smaller? And should it not be an equal absolute 
stake in all enterprises rather than a percentage which would unduly favour capital- 
intensive sectors? But then how are shares to be valued, before a capital stock is set 
up? Should one start with the ailing enterprises or with the viable ones? And why 
limit the share-out to workers in state enterprises, excluding for instance workers in 
government services, or the unemployed; should everybody not have an equal share of 
state assets financed by past consumption sacrifices on the part of the whole popula¬ 
tion? Current savings could not afford to buy more than a small fraction of the whole 
national capital anyway. Why not give everybody a free share in all state enterprises, 
or rather in a number of state holding companies, thus solving at a stroke problems of 
capital valuation, equality and small size of the market? Or perhaps free equal 
vouchers should be offered to the whole adult population to convert into a portfolio of 
their choice as privatisation proceeds. But then, why dilapidate state assets when the 
state budget deficit must be eliminated and there are pressing welfare needs, not to 
speak of the burden of external debt? Should sales and debt-equity swaps not be 
explored first? Could workers in state enterprises be satisfied by a combination of 
lesser involvement in decision-making and stronger participation in enterprise profit, 
instead of having to be paid off with a capital stake? 
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These questions were hotly debated in Poland and arguments somewhat impeded 
the progress of privatisation. 

The new Polish law on privatisation (July 1990) 

The office of the Government Plenipotentiary for questions of Property Transfor¬ 
mations - a new ministerial post in the new government, held by Krzystof Lis - 
prepared a number of successive versions of draft laws on “The Privatisation of State 
Enterprises” and on “The Council of National Capital and the Agency for Ownership 
Transformations” (Biuro 1990a and 1990b). In April 1990 the 15th version was 
presented to the Polish Parliament, with a counter-draft law being submitted by a 
group of Trade Union deputies close to Andrzej Milkowski of OKP (Solidarity’s 
Citizen Parliamentary Committee; see OKP 1990). The government project, some¬ 
what modified to take into account suggested amendments, was approved in July 1990 
by impressive majorities (328 votes to two with 39 abstentions in the lower house; 60 
votes to seven with two abstentions in the Senate), but it left many issues still 
unresolved. 

The Law establishes a Ministry of Property Transformation, to oversee the 
transformation of state enterprises into share companies initially held by the Treasury 
as single shareholder, followed within two years by the sale of shares to domestic and 
foreign investors, mostly by public offer at a prefixed price. The initiative to privatise a 
given enterprise can be taken by management, workers or the “founding organs” 
(i.e. the central body or bodies exercising authority on the enterprise to date) and is 
subject to governmental authorisation. 

Up to 20 per cent of shares are reserved for workers of the privatised enterprise at 
a 50 per cent discount on the price of issue; the discount however cannot exceed half 
of the buyer’s salary over the last six months. This is an ingenious constraint which 
broadly equalises access to capital by employees in enterprises characterised by 
different amounts of capital per person. 

This reserve creates a potential class of 4 million small investors but excludes 
from the discount the other 13 million working in state agencies other than enterprises 
and in the private sector; however a portion (expected to be 10-20 per cent) of the 
shares of companies undertaking privatisation is to be distributed freely and equally 
to the general public. Moreover, access to capital ownership is facilitated by the fact 
that shares can be purchased on credit, if so decided by the Minister of Property 
Transformation and the Minister of Finance. In order to limit nomenklatura acquisi¬ 
tions only individuals can acquire shares at the time of privatisation. As long as an 
enterprise is in state hands, one-third of the board of directors is to be elected by 
workers. 

Foreign investors can freely purchase state company shares subject to an overall 
ceiling of 10 per cent, which can be raised by the Agency for Foreign Investments 
(transferred to the Ministry of Property Transformations from the Foreign Trade 
Ministry). Dividends and the proceeds of subsequent share sales may be repatriated 
abroad without special permits. 

An alternative form of ownership transformation is through liquidation, i.e. sell¬ 
ing or leasing all or part of the enterprise assets to employees or external 
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entrepreneurial groups, preferably at public auction, with a view to facilitate the 
creation of new private enterprises. 

Several hundred enterprises are expected to close in the next year, and their 
assets will be sold or leased. Privatisation of some companies (out of over 7 000 
potential candidates) started in September 1990; some leading enterprises will be 
included, e.g. the Kielce construction conglomerate Exbud and a cable factory in 
Czechowice. Foreign assistance is providing funds to pay the fees of Western consul¬ 
tants and banks involved in this operation. 

Opposition to earlier government plans had been voiced primarily on the grounds 
of infringement of workers’ self-management rights, neglect of workers’ ownership 
schemes and excessive concentration of power in the hands of the CNC President. 
The proposed counter-project left greater scope for ESOP-type schemes of employee 
ownership and for access to finance by domestic investors, and envisaged greater 
social control over privatisation, at the risk however of bureaucratising the process. 
The Law approved in July 1990 made some concessions in this direction, introducing 
some free shares and the possibility of purchases on credit. 

A central question remains: what role foreign capital might play in Polish 
privatisation, and therefore the weight of implicit or explicit “debt-equity swaps”. 
Capital inflows to date have been fairly small (a cumulative amount of $200 million to 
March 1990 for joint ventures - over one-third from West Germany - compared with 
a Soviet total of $600 million). On the one hand foreign participants are needed to 
secure competition, to provide know how and fresh hard currency capital; on the other 
hand Poland has little incentive to repay the extant debt ($41.4 billion at end-1989, or 
4.8 times total Polish yearly exports) out of national capital assets, other than as part 
of an international exercise in debt relief or at a discount comparable to that at which 
Polish commercial debt retrades today in secondary markets (over 80 per cent). In 
any case, the result of any privatisation targeted to foreign buyers is indeterminate 
without stipulating the associated credit policy (determining the zloty credit available 
to domestic buyers for the purchase of state assets) and exchange rate policy (deter¬ 
mining the domestic value of foreign bids). 

The Law leaves to governmental discretion the scale and time schedule of 
privatisation; Parliament is to set only “basic directions” for privatisation once a year 
and decides on the uses to which sales revenues are to be put. The law also leaves to 
future governmental decisions the scale of free distribution, the scale of credit sales 
and the size of foreign acquisitions; it also leaves to subsequent legislation the institu¬ 
tion and regulation of financial markets - a step which is obviously out of sequence. 
Until these questions are resolved, the progress of privatisation is bound to continue to 
be controversial and to be delayed. 
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Notes 

1. According to Strumilin, a sufficient condition of full communism is that free consumption 
should be the larger share. However in order to measure the relative shares of free and 
non-free goods - unless all goods are subject to a two-tier (free and non-free) regime - it 
is necessary to use a set of weights, i.e. actual or shadow prices. Yet it is not clear from 
where the necessary price system would come. In principle prices could come from a 
system of marginal valuations with reference to a central body, were it not for the fact 
that under full communism presumably central bodies “wither away” with the state. 

2. If I consume a quantity c(i) of good i per unit of time and that good has durability T(i), I 
can carry a revolving stock of c(i)*T(i); if v(i) is the storage volume required per unit of 
of consumption good i and I have a maximum storage space V, then I will have a 
maximum command on a stock of consumption goods given by a vector c with elements 
c(i)*T(i) subject to the scalar product of c and v (the corresponding vector of storage 
requirements per unit of consumption) being equal to or less than V. Here “durability” 
means 100 per cent conservation for a period of time T(i), which is equivalent to a zero 
real own rate of return on storage; this already gives rise to an optimisation problem, in 
that the rational consumer, given his expected future claims to consumption c(i, t) will 
equate his real rate of time preference, implicit in his rate of intertemporal substitution, to 
the zero own rate of return on storage. As a result of this maximisation problem actual 
stocks of goods C(i, t) may well be lower than the maximum allowed by storage space and 
durability characteristics. In practice the consumption goods stored have a rate of decay 
d(i) which is a function of storage time, i.e. d(i)=d[i, T(i)], giving rise to a more complex 
optimisation problem, simultaneously determining d(i) and T(i) as well as C(i, t); now 
there can be different real rates of time preferences for each good, being equated to the 
rate of decay which is an implicit negative rate of (own) real interest. 

3. Even paper money could be made perishable if an early enough date were fixed by which 
it had to be spent, or its liquidity could be reduced if its validity as legal tender were 
subject to some inconvenient procedure of official validation. Keynes (1936), for instance, 
suggested that cash should be stamped at frequent intervals; for a history of the idea of 
money “melting” or “reabsorbing”, see Morley-Fletcher (1980-81). 

4. This cost is virtually equal to zero, or a small amount taken with a negative sign; if 
interest-earning liquid deposits are possible, they are treated here as financial assets 
different from money. 

5. Except for contracts involving the delivery of future labour services, which would not be 
capitalistic but feudal, as they would imply the compulsory subjection of individuals to 
other individuals or firms. 

6. China appears to have been an exception, at least until recently. 

7. The March 1990 Soviet legislation on property prohibits one-man-owned enterprises 
employing wage labour, but allows joint-stock companies, somehow regarded as “collec¬ 
tive” forms of ownership. This is an absurd distinction, co-ownership being no less private 
than one-man ownership of a whole asset. Soviet legislators literally are preventing 
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’’exploitation of man” by one other man but allow it when it is done by several men 

together. 

8. In the Soviet economy in 1990 excess liquid assets in the hands of the population are 
estimated, to be of the order of an average four months’ wage bill; enterprises’ inventories 
were 82 per cent of national income in 1985, compared with 31 per cent in the United 
States (Shmelev and Popov 1989, p. 305). 

9. In this respect my own views have radically altered with respect to Nuti (1974), where the 
possibility of group entrepreneurship in the traditional socialist model was considered 
with excessive optimism. 

10. Gomulka envisages a special role for banks in the privatisation process: public sharehold¬ 
ings in state enterprises would be entrusted to the management of banks, which would 
earn a share of dividends and realised capital gains; Gomulka regards privatisation of 
those banks as equivalent to the privatisation of the public assets entrusted to them but 
this is a misconception: if I buy shares in Merrill Lynch I do not acquire a stake in the 
portfolio of their clients. Moreover, emphasis on realised capital gains rather than on the 
increase of portfolio evaluation is bound to unduly inflate turnover (by encouraging a 
special case of so-called “bed and breakfast” transactions, i.e. sales followed by quick 
repurchases). 

11. In early 1979 the provincial government of British Columbia set up a new Crown 
Corporation, the British Columbia Resources Investment Corporation, with $151.5 mil¬ 
lion in assets, and distributed five free shares to any citizen who asked for them, plus 
additional shares at $6 each; 170 000 persons were involved. However the new company 
made some bad investments and soon incurred substantial losses; the operation is not 
judged to have been a success (see Stanbury 1989, pp. 282-283). 

12. The loss of potential collateral on the part of creditors may be thought to be overcompen¬ 
sated by the greater potential productivity which could derive from privatisation and the 
further impulse to economic reform. Certainly no international creditor has publicly 
argued against free distribution of state assets in debtor countries. 

13. The auto-appropriation of state assets by the nomenklatura has been facilitated in Poland 
by the extraordinary growth of joint stock and limited liability companies founded in 
Poland, which were almost 30 000 in 1989. Some transactions, in which managers 
appeared on both sides as sellers on behalf of their state enterprises and as buyers for 
their own companies or even joint ventures - naturally have been declared void by the 
Supreme Court, but the bulk of this kind of transaction are unlikely to be challenged 
especially when foreign buyers are also involved (Chilosi 1990). 

A famous case is that of Igloopol, the largest Polish agro-industrial complex, valued at 
145 billion zlotys and artificially liquidated and transferred for 55 billion zlotys to a joint 
stock company with the same board of directors, whose shares - transferable at their 
discretion -were sold mostly to Party organisations and activists. The Ministry of Agricul¬ 
ture (of which the Igloopol Managing Director was Deputy Minister) approved the 
liquidation procedure in spite of a Ministry of Finance report which declared it illegal and 
economically unjustified (Grosfeld 1990). A recent decree of the Mazowiecki Govern¬ 
ment has now made illegal the participation of state enterprise managers and workers’ 
councils in the companies founded by their own enterprise (Chilosi 1990). 

14. Kolodko (1990) reports that a million zlotys invested in these bonds at the end of 1989 
were worth by the end of the first quarter of 1990 2.5 million zlotys, compared with 1.3 
million zlotys if invested in three-month deposits at the National Savings Bank (PKO) 
and 1.06 million zlotys if invested in dollar-denominated deposits. This is an indication of 
the lack of credibility of government policies. 
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Property Rights Reform: 
Hungarian Country Study 

Keith Crane 

Introduction 

Before the collapse of the one-party state in 1989, the Hungarian authorities 
spent two decades attempting to implement a market-oriented economic reform. 
Despite some improvements on the centrally-planned system, these reforms failed to 
diminish the gap between Hungarian economic performance and that of the capitalist 
countries of Western Europe. With the advent of the new democratic political system, 
policy-makers have turned to the problem of creating a market economy. 

The Hungarian Government has introduced several of the necessary initial mea¬ 
sures to transform the economy: replacement of price controls and the concomitant 
administrative allocation of resources with markets, establishing the legal equivalence 
of private and state property, and the liberalisation of trade. Despite concerns about 
unemployment, foreign economic domination and the potential for some individuals to 
enrich themselves at the expense of the state, there is an emerging consensus in 
Hungary that the government must now take the second step towards the establish¬ 
ment of a market economy: the transfer of state-owned assets to the private sector. 
Hungarian economists have found that despite efforts by the government to impose 
cash restraints on state-owned firms and tie managerial evaluations to profitability, 
the perversities of the system lead managers away from profit maximisation or even 
cost minimisation. They have concluded that political pressures and ill-devised mana¬ 
gerial incentives condemn state-owned enterprises to perform substantially worse than 
privately-owned firms. The solution to this problem is to greatly reduce the size of the 
state-owned sector in the economy. 

Much of the shift from state to private ownership will be caused by market 
forces. New private businesses will grow and constitute a larger share of output. 
Those private businesses that are more efficient than state-run enterprises will crowd 
out their state-owned competitors. These processes will take time, however. In the 
interim most assets in Hungary are owned by the state. To the extent that these assets 
would be more efficiently utilised in the private sector, Hungary would greatly benefit, 
if these assets are transferred to private ownership. Although not a necessary condi¬ 
tion for the emergence of a market economy in Hungary, the new Hungarian Govern¬ 
ment and the opposition parties believe that the country would benefit if state-owned 
industrial enterprises were to be privatised rather than left to wither in the face of 
competition from new private competitors. 
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Privatisation is likely to be a difficult process. Because the bulk of Hungarian 
assets have been held by the state, household assets are worth far less than either the 
replacement value or the value of the stream of discounted profits likely to be 
generated by Hungarian enterprises. Thus, the government faces the conundrum of 
whether to transfer rather than sell some of the assets to the household sector, 
encourage foreign buyers to purchase Hungarian firms, or keep the pace of asset sales 
such that enterprises do not have to be sold at a deep discount. 

A second problem is the mechanics of sale. The government must develop poli¬ 
cies on modes of sale, dissemination of information about enterprises to potential 
buyers, checks on fraud, etc. Widespread problems with fraud have already made 
privatisation an explosive political issue. 

This paper assesses the prospects for the successful privatisation of state-owned 
assets in Hungary. It attempts to answer three questions: 

i) What are the economic policy reasons for privatising state-owned industries 
in Hungary? 

ii) How is privatisation likely to be carried out? 
iii) What are the likely economic effects of privatisation? 

Although some state-owned enterprises have been sold in whole or in part, 
Hungary is only in the first stages of privatisation. The legal framework is still being 
put in place and many sharply debated issues have yet to be resolved. Moreover, it is 
still far too early to tell if privatisation is producing the anticipated economic results. 
Consequently, the focus of this paper is on analysing the theoretical problems of 
privatisation and the theoretical validity of the various policy positions on privatisa¬ 
tion. The discussion of the likely economic consequences of privatisation also draws on 
theory as well as the initial experiences of those firms that have already been 
privatised. 

Why privatise? 

A remarkable consensus has emerged in Hungary during the past year that 
assets in the socialist sector (state-owned enterprises and co-operatives) need to be 
transferred to the private sector. To an outsider this emphasis on private ownership is 
the most puzzling of the transformations in central and eastern Europe. Queues, wage 
controls, shoddy goods and curbs on travel are obviously unpopular phenomena, but 
the transfer of property from the state or local collectives to private citizens, some of 
whom will benefit substantially more than others, flies in the face of over four decades 
of emphasis on collective ownership and the rights of workers (admittedly little 
honoured in practice). However, the Hungarian populace has concluded that the 
former economic system has been a failure; Western capitalism is a successful system. 
If Hungary is to become a Western market economy, they argue, it must transfer 
assets from state to private ownership. 

Less surprising has been the divergence of views among the parties represented in 
the Hungarian parliament concerning the speed and manner through which state- 
owned assets are to be sold to the private sector. The opposition, headed by the Free 
Democrats, has generally argued that state-owned property needs to be privatised 
quickly, even at the cost of obtaining lower proceeds from asset sales than would be 
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available at a more leisurely pace. The Hungarian Democratic Forum, the leading 
party in the ruling coalition, has argued that the process should proceed more deliber¬ 
ately so as to maximise revenues from asset sales. A second member of the ruling 
coalition, the Smallholders Party, has sought to cut the Gordian knot by restoring all 
property to the owners as of 1947. Although this scheme seems infeasible, its popular¬ 
ity among some voters illustrates the difficulties the new Hungarian Government 
faces in attempting to establish a policy on privatisation. 

These competing approaches to privatisation rely on differing theoretical argu¬ 
ments over why privatisation is necessary and its likely consequences. For this reason, 
this first section reviews the rationales for privatisation and provides a critical assess¬ 
ment of the various arguments. 

The capital efficiency argument 

One argument on which all parties concur is that Hungarian state-owned indus¬ 
try uses and invests capital much less efficiently than private industry in market 
economies. If the use of capital and investment decisions are transferred from the 
state to private individuals, Hungary as a whole will benefit because of substantial 
increases in capital productivity. 

The evidence in favour of this argument, in contrast to some others used to 
support privatisation, is overwhelming. Even in comparison with other countries in 
central and eastern Europe, Hungary has performed near the bottom in terms of 
increasing capital efficiency2. Although Hungary has outperformed Czechoslovakia, 
Poland and, by some measures, eastern Germany (German Democratic Republic 
before the unification of Germany) in terms of total factor productivity growth, 
changes in capital productivity, with the exception of Poland, have been worse 
(Table 1). These three countries are fairly similar to Hungary in terms of levels of 
economic development. None of them are known as economic success stories. 

Hungary’s poor performance is even more puzzling in light of the emphasis 
economic policy-makers have given improving economic efficiency since the introduc¬ 
tion of the New Economic Mechanism (NEM) in 1968. Why has Hungary performed 
so poorly? 

Part of this failure can be traced to ideological rigidities and mistaken assump¬ 
tions. With the introduction of the 1968 reform policy-makers believed that 

Table 1. Comparative productivity growth in central and eastern Europe: 1968-85 

Average annual figures, % 

Czechoslovakia 
Eastern 

Germany 
Poland Hungary 

Changes in capital productivity -1.42 -0.30 -2.16 -1.72 

Changes in labour productivity 3.54 4.54 3.26 5.35 

Changes in total factor productivity 
(eastern German weights) 2.23 3.26 2.01 3.47 

Changes in total factor productivity 
(Hungarian weights) 1.23 2.28 0.80 2.04 
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substantial improvements in efficiency in input usage would be forthcoming by tying 
incentives to profits and introducing more rational prices. However, at least until the 
late 1970s, they still assumed that major investment decisions could be best made by 
the “centre”. 

The belief that the centre knows best is reflected in the allocation of investment. 
In the first two decades of the reform the central authorities were directly responsible 
for the allocation of over half of investment in industry. Enterprise managers were 
supposed to allocate the other half, primarily smaller investments at the factory level 
that would eliminate bottlenecks or improve quality. In practice, even these invest¬ 
ment decisions were greatly influenced by the centre. Only 20-30 per cent of the 
50 per cent of investments that were supposed to be determined by enterprise manag¬ 
ers were financed by retained earnings. Roughly 20 per cent were financed by state 
grants and the rest by the national bank. Because the Central authorities had the 
overriding say in determining the allocation of grants and loans, they determined 
most of the investments even in areas nominally under enterprise control. In fact the 
10-15 per cent of total investments determined solely by enterprise management was 
roughly equivalent to the share decided independently before the introduction of the 
reform1. 

Poor allocation of investment 

Despite or because of its dominant role in the distribution of investment, the 
Hungarian Government has been remarkably inept in choosing where to allocate 
these funds. I have compared profitability with changes in the share of gross invest¬ 
ment by industrial sector between the second half of the 1970s and the first half of the 
1980s. The profitability ranking was constructed from a list of the largest 100 Hun¬ 
garian enterprises ranked by rate of return published in 1987 Figyelo, a Hungarian 
business and news magazine3. 

The share of total investment of the least-profitable sectors tended to increase 
(Table 2). Machinery and chemicals (which includes pharmaceuticals) showed the 
best performance in terms of profitability; mining, metallurgy and electric power 
generation, the worst, yet investment shares moved in contrary directions. In fact, a 

Table 2. Distribution of Hungarian investment in industry 

Shares of 
investment 

1975-80 

(per cent) 

Shares of 
investment 

1981-85 

(per cent) 

Difference 

Sectoral Average 
of Firms’ 

Profitability 
Ranking 

(1 to 100) 

Mining 11.3 17.5 6.2 71.3 
Electric energy 15.8 20.5 4.7 72.6 
Metallurgy 9.0 8.1 -0.9 72.3 
Machinery 18.4 15.0 -3.4 28.5 
Construction materials 6.2 3.7 -2.5 49.3 
Chemicals 15.1 15.4 0.3 28.1 
Light industry 9.0 7.8 -1.2 41.2 
Other industry 1.1 0.9 -0.2 44.7 
Food industry 14.1 11.1 -3.0 55.8 
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Spearman Rank Order test on changes in investment shares and rankings by rate of 
return generated a positive correlation of .395, with a p-value of .2928, between the 
profitability ranking and the share of investment. In other words, industries with the 
best rates of return did not increase their shares of total investment, in fact they 
tended to see a decline. 

Kornai and Matits have also found little relationship between profits and invest¬ 
ments. They analysed the results of all state-owned enterprises between 1975 and 
1982 and found no relationship between rate of return and profits and subsequent 
investment levels. They also found no relationship between investments and subse¬ 
quent profits4. 

One major reason for the absence of a link between the two is the enormous role 
of the state in redistributing profits from profitable firms to lossmakers (Table 3). 

Table 3. Transition probabilities due to fiscal redistribution 
in the state sector of manufacturing in 1982 

To final profitability 

From original Profitability 
Loss Maker Low Profitability 

Medium 
Profitability 

High Profitability 

Loss maker 0.233 0.500 0.122 0.145 
Low profitability 0.038 0.853 0.103 0.006 
Medium profitability 0.000 0.734 0.206 0.060 
High profitability 0.008 0.394 0.515 0.083 

Note: “Transition” means the proportion of firms in any given original profitability class that became members of a given 
final profitability class as a result of fiscal redistribution. The transition from ‘original” to “final” profitability 
means the transition from the pre-tax and pre-subsidy position to the post-tax and post-subsidy position. 

Source: KORNAI (1986), p. 1697. 

This diversion of funds was due to the desires of the central authorities to channel 
industrial development. It was also due to their unwillingness to close loss-making 
firms and the subsequent need to generate funds to support these enterprises. To 
preserve budgetary balance when subsidies became too great a drain on the treasury, 
the Finance Ministry frequently levied retroactive taxes and expropriated reserve and 
investment funds from enterprises. For example, despite a law forbidding the state to 
take capital from an enterprise, in 1983 the government took 27 million forints from 
the 45 million forint reserve fund of the Egyesult Vegyimuvek, levied taxes of 5 mil¬ 
lion forints on previously taxed income, and forced the enterprise to purchase govern¬ 
ment bonds with the remaining 13 million forints. In 1985 the enterprise director 
requested the bonds from the Ministry of Finance and was informed they had yet to 
be printed5. 

Why is the state so inept in choosing investments? Decisions on that half of 
investment determined directly by the central authorities were frequently determined 
by perceived needs or political criteria (regional development, CMEA obligations, 
favoured industrial sectors) rather than a thorough analysis of relative rates of return. 
The National Planning Office, in particular, frequently focused on creating 
production capacities that would satisfy administratively set quantity targets, rather 
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than choosing investments based on relative rates of return. This was partly an 
artefact of the Office’s brief: assuring planned allocations match supplies. For exam¬ 
ple, when the Soviet Union notified the Hungarians that petroleum supplies would be 
restricted during the 1980-85 plan period Hungarian planners faced growing imbal¬ 
ances in the energy sector. Planners responded by investing in coal mines and nuclear 
energy with little regard to rates of return; they were fixated on increasing domestic 
energy output in order to eliminate the energy shortfall. Consequently, investments 
were diverted from sectors with higher rates of return and from convertible currency 
export producers to the mining and power generating sectors. The cost of this decision 
has been continuing declines in the capital/output ratio, little progress in energy 
conservation, as funds have been used to produce energy rather than to invest in 
energy conservation equipment, and continued loss of Hungary’s share of OECD 
markets for manufactures as Hungarian products have failed to keep pace with the 
competition. 

Enterprise managers frequently contributed to poor decisions by the state. Per¬ 
verse investment behaviour at the enterprise level was induced by flaws in the New 
Economic Mechanism (NEM). Managers faced very strong incentives to invest. 
Pushed to increase output and exports and improve quality by their superiors in the 
branch ministries, managers viewed investment as the principle means for achieving 
these goals. They also faced few disincentives to invest. The central authorities 
provided a large share of investment funds in the form of grants or loans at conces¬ 
sionary interest rates so investment was relatively cheap. They also showed themselves 
willing to bail out enterprises experiencing difficulties repaying loans. Consequently, 
enterprises faced what Kornai calls a “soft budget constraint”; they did not suffer the 
financial consequences of poor investment decisions. 

Because of the soft budget constraint, the government could not allocate invest¬ 
ment funds through interest rates alone. Consequently, credit rationing was an impor¬ 
tant instrument for controlling the supply of money. Enterprises investing in areas 
favoured by the central authorities or that were deemed important by the authorities 
were granted credits; those that did not have these connections were denied them. 
Thus, projects offering higher rates of return might be refused credits, while well- 
placed enterprise managers were able to procure funding for investments promising 
lower rates of return. 

Enterprise demand for investment was not infinite. Managers faced a budget 
constraint imposed by past profits, a portion of which were assigned to a development 
fund (60 per cent of amortisation also went into this fund) and their ability to obtain 
bank loans. Moreover, managers of loss-making enterprises tended to be dismissed, so 
managers also faced potential sanctions, if investments went awry. 

The choice of investments at the enterprise level was also warped by the attempts 
by the central authorities to channel investments through central development pro¬ 
grammes. In these programmes specific industries or product lines were targeted for 
development. Enterprises that were able to insert themselves in the programme were 
eligible for investment grants and bank credit. More importantly, they received 
priority in investment decisions, so when bottlenecks appeared in construction these 
enterprises had priority. 

Fink (1983) has attempted to test the hypothesis that incentives at both the 
enterprise and the national level channelled investments into expanding capacities of 
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existing enterprises rather than restructuring. He tests his model on Hungarian 
investment and output data between 1960 and 1980 and finds that investment is 
uncorrelated with either capital and machinery costs or output prices, but is highly 
correlated to increases in output in previous years. He argues that because factory 
managers were rewarded on the basis of enterprise size and for increasing output, 
investment was oriented towards expanding output rather than increasing economic 
efficiency. In other words, the existing structure of output was the primary determi¬ 
nant of the allocation of investment in the 1970s. 

Poor utilisation of the existing capital stock 

In general, Hungarian managers used existing capital stocks substantially less 
efficiently than their Western counterparts. The strongest evidence for this argument 
is that the average number of shifts in Hungarian industry was appreciably lower 
than in the West. Moreover even after the introduction of the reform,a “storming” 
mentality remained endemic to the system6. 

Hungarian enterprises maintained excess capital capacity so that sales targets 
could be reached at the end of each quarter and at the end of the year. This behaviour 
is readily apparent in Hungarian industrial output and trade figures which show 
surges at the end of each quarter (March, June, September, and an enormous surge in 
December.) 

Second, due to the availability of low interest credits, the cost of capital for many 
enterprises was substantially lower than its shadow price, so managers frequently 
over-invested. 

Poor capital utilisation is also explained by the phenomenon of “shortage.” 
Enterprise managers frequently were forced to manufacture many components in- 
house (that a Western company would procure from a subcontractor) because they 
could not rely on domestic or CMEA suppliers and were forbidden to import the 
component from the West7. 

They generally produce these components in small series. In between production 
runs, the manufacturing equipment lay idle. If this capital could be transferred to 
private owners, Hungarian economists argue, it could quickly be turned to much more 
efficient uses, because the new owners would search out new markets so as to keep the 
equipment operating at capacity. 

Privatisation of the nomenklatura 

Curiously, one of the major rationales for privatisation is the disintegration of 
central control over enterprises. Enterprise managers, aware that their former reliance 
on contacts in the Hungarian Socialist Workers’ Party will no longer assure them 
their positions, have attempted to use their inside knowledge and the fluid economic 
and political situation to buy out their enterprises at lower prices than would be likely 
if the enterprises were auctioned off. Some of these directors set up businesses on the 
side which treated the state-owned firm as a captive customer or supplier or bought 
out all or parts of the firm itself. Because de facto privatisation by enterprise managers 
and former party officials has spread so quickly, political parties have argued the state 
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needs to step in firmly and dispose of state-owned assets quickly, so that enterprise 
managers do not usurp them. 

One of the most famous attempts at this form of privatisation was a leveraged 
buy-out of the monopoly office supply retailer, APISZ, which was to be funded 
through Citicorp’s partially owned subsidiary in Budapest. Popular outrage led to the 
collapse of the deal. This example has led to more cautious behaviour on the part of 
other would-be-managers-turned-owners. Public exposure has probably been the most 
effective policy instrument for minimising this type of sale. 

The “Mining of Capital" argument 

One argument for privatisation has been that the enterprise management in 
collusion with workers’ councils are “mining” the enterprises of their capital. Manag¬ 
ers and workers have, reportedly, been under much less strict state control during the 
past two years of political turmoil. They have responded by trying to feather their 
nests in the new situation by covering wage costs with depreciation allowances. 
Managers have been unwilling to oppose worker wage demands because their own 
futures are so uncertain and because of the increased importance of workers in the 
management of enterprises since the establishment of workers councils^. 

I have attempted to assess the plausibility of this behaviour by modelling the 
behaviour of managers. Managers derive a substantial share of their income from 
bonuses which are tied to profits. If one thinks of a manager as someone whose 
primary duty is to select the objective function of the enterprise, then managers 
should have attempted to maximise profits. Under this assumption and subject to the 
various constraints in the Hungarian economy, one would expect managers to attempt 
to utilise inputs so that the efficiency condition “marginal revenue product of input i 
equals the price of input is”, is reached. 

In 1985 the Hungarian authorities passed a law stipulating that enterprises 
establish either a workers’ council, if the enterprise were large, or a workers assembly, 
if it were small. These bodies elect the director of the enterprise and vote on major 
issues concerning the firm. The councils have had a heavily managerial cast in 
practice. At the end of 1985, the first year in which they functioned, managers, 
economists, administrative workers or employees with technical backgrounds com¬ 
prised four-fifths of council membership. 

Theoretically, one could argue that a manager’s income now depends most 
heavily on satisfying workers’ demands because of the existence of workers’ councils. 
If this is the case, managers might be attempting to maximise profits per worker. 
Under this model, the enterprise tends to employ more capital per worker than in the 
case of competitive markets. However, the model still does not predict workers would 
“mine” the capital stock9. 

Neither of these two models supports the contention that managers have an 
incentive to mine the capital stock. Other considerations also argue against such a 
conclusion. First, unemployment is rising in Hungary. Workers have more reason to 
fear for their jobs and more reason to wish to keep their current enterprise in 
operation. Managers also face greater insecurity of employment. If they drive their 
current enterprise into bankruptcy, they are highly unlikely to obtain a new position 
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in the future. Thus, there seems to be little incentive for managers or workers to run 
their enterprise into the ground even during this period of transition. 

Despite the prevalence of this argument10, I could find little evidence that it has 
been a major problem. Investment has declined in Hungary. 

It is not clear that enterprises are rechanneling investment funds into wages, 
however. The government has imposed a tight monetary and somewhat looser fiscal 
policy making it difficult for enterprises to invest. Central investments have been cut. 
These factors explain the declines in enterprise investments more convincingly than 
the “mining of capital” argument. Furthermore, the scandals surrounding privatisa¬ 
tion have been caused by managers trying to buy state assets cheaply, not by manag¬ 
ers running state-owned firms into the ground. 

Conclusions 

Of the economic arguments in favour of privatisation, the poor usage of the 
existing capital stock and abysmal performance of the Hungarian state in choosing 
investment projects stand out. The empirical and theoretical analyses indicate Hun¬ 
garians would be much better off, if someone other than the state were making 
decisions on capital usage and investment. The expropriation of state-owned assets by 
enterprise managers and party officials is an argument for improving the way in which 
enterprises are sold. However, this problem has been used as much by proponents as 
opponents of privatisation. Proponents argue the only way to prevent managers from 
“expropriating” state assets appears to be to sell them to private investors who will be 
better able to control them. Finally, I could find little theoretical support for the 
notion that Hungarian managers and workers are consuming the national asset base. 
Neither the incentives nor the empirical evidence supports the contention that this is a 
widespread phenomenon that can only be countered by a rapid sale of state-owned 
assets. 

How will Hungary privatise? 

Many of the laws governing privatisation are already in place, passed by the 
former socialist government. However, the process of privatisation is governed not 
only by the laws, but also by the institutional arrangements and the policies pursued 
by the new government. Below I provide a brief discussion of the laws impinging on 
privatisation, the institutions involved in the process and the policies the new govern¬ 

ment is likely to pursue. 

The legal framework 

The law on business organisations 

The key law governing privatisation is the Law on Business Organisations, passed 
1 January 1989. The law newly regulates and codifies the creation and operation of 
business organisations such as small proprietorships, limited liability corporations and 
joint stock corporations. State-o.wned enterprises are now permitted to set up joint- 
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stock companies either in the form of subsidiaries or in entirety. It was on the basis of 
this law that managers of state-owned enterprises began to transform their enterprises 
in preparation for privatisation. The law also opened up loopholes through which some 
of these managers attempted to purchase their enterprises at less than market value. 

The law also makes it possible for private individuals to establish limited liability 
companies and joint stock companies for the first time since the late 1940s. It 
establishes the equivalence of private and state-owned firms thereby relaxing a num¬ 
ber of strictures on private investment, especially on the number of employees a 
private enterprise could hire. 

The law unleashed a flood of applications for the establishment of limited liabil¬ 
ity companies, over 2 598 by September 1989". Most of these are small businesses 
whose primary owner wishes to convert from a sole proprietorship to a limited liability 
company. However, a number of state-owned enterprises have also begun to use this 
form of ownership. 

The law on the transformation of enterprises 

The Law on the Transformation of Enterprises, passed 30 May 1989, was in 
some ways an addendum to the Law on Business Organisations. It permitted state- 
owned enterprises to convert themselves into limited liability corporations more sim¬ 
ply and at lower cost than was possibly before the passage of the law. 

This law also permits the sale of stock to entities such as other corporations and 
commercial banks. The new commercial banks, especially, have taken equity stakes in 
companies and companies have taken equity stakes in the banks. The spate of joint 
ventures with Western firms are almost entirely joint stock companies. In many 
instances the parent company has entered in the new business in conjunction with 
other companies. The new company has issued stock and each of the participants have 
purchased a share with a corresponding right to the profits and capital of the new 
enterprise. Sales of stock to private individuals were prohibited initially, but are now 
permitted. Bonds, however, another new innovation, were sold to the public. 

A good example of a state-enterprise that has converted to a joint stock company 
is Medicor, a medical supply company, one of Hungary’s most successful enterprises, 
which has split itself into 10 companies. The parent enterprise became a holding 
company. Each subsidiary has at least 7 owners, although most (about 95 per cent) of 
each company’s capital is held by the holding company. The parent plans to sell off 
49 per cent of each subsidiary’s stock over the next few years to raise capital. The 
enterprise director believed bank debt was too high and modernisation was essential; 
the current product line was not being modernised fast enough12. The enterprise 
needed an infusion of capital. 

Despite the law, control over Hungarian enterprises remained unclear. According 
to the law, stock ownership determines who runs the company. However, joint stock 
companies have workers’ councils which continue to have the right to vote on the 
enterprise plan and on the choice of director, thereby attenuating control by the legal 
proprietor. Some enterprises have attempted to surmount this problem by issuing a 
species of preferred stock to employees. The stock grants the holder a share of profits, 
but no voting rights, but also generates a closer link between employees and enterprise 
ownership. 
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The law on foreign investment in Hungary 

Hungary has permitted joint ventures with Western firms since the early 1970s. 
However, it was only with the passage of the Law on Investment by Foreigners in 
Hungary on 1 January 1989 that foreign investment has become of any importance. 
The law gives foreign investors most of the same rights as Hungarian investors. It 
permits them to purchase up to 100 per cent of a Hungarian enterprise, state or 
private. It also permits the repatriation of capital and all profits in convertible cur¬ 
rency and establishes tax holidays for foreign investors. 

This law has been crucial for privatisation. Foreign investors are considered to be 
a major potential source of investment funds. They have been the largest purchasers 
of stock in Hungarian enterprises to this point. Foreign companies have the technolog¬ 
ical, managerial and marketing expertise needed to ease Hungary’s transition to a 
market economy. 

The only significant strictures on foreign investors involve the purchase and sale 
of land. Foreign investors are permitted to buy land through Hungarian-registered 
companies which they own. However, the companies can only purchase real estate 
needed to conduct the business activities laid down in their Statutes of Association. 
Furthermore, the company needs a special permit to buy real estate, if the real estate 
was not acquired from the Hungarian partner at the time of formation. Foreign 
owners are not permitted to buy and sell real estate as a part of their normal business 
activities nor are they permitted to own agricultural land. 

The bankruptcy law 

One of the first steps towards making privatisation feasible was the passage of the 
law on bankruptcy in September 1986, long before massive privatisation was contem¬ 
plated as a policy. The law permitted creditors, not just the legal owner of an 
enterprise, formerly the ministry, to initiate bankruptcy proceedings. The law has 
been an important step in establishing a separate economic and legal identity for 
enterprises, divorced from the state. 

Despite the passage of the law creditors have been reluctant to initiate bank¬ 
ruptcy proceedings because they have been afraid the authorities will look on them 
with disfavour and may retaliate against them in the future. Moreover, once proceed¬ 
ings have been initiated, loans made to the bankrupt company have been considered 
uncollectable and have to be deducted from the creditor company’s profits, thereby 
reducing management bonuses and workers’ wage raises. Many firms are dependent 
on troubled firms for supplies or sales. If the supplier goes bankrupt, in Hungary’s 
quota-filled economy the creditor could face serious problems importing the lost 
inputs from other sources, because it could not obtain the necessary import permits. 
In most cases alternative domestic suppliers did not exist. The government has also 
been reluctant to initiate proceedings because it is then called upon to provide support 
for restructuring. 

The law on safeguarding of state assets 

The latest major pieces of legislation affecting privatisation were the Law on 
Safeguarding State Assets and the Law on the State Assets Fund and the Adminis¬ 
tration and Utilisation of its Assets, both passed in 1990. Initial drafts of these bills 
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were adopted by the Council of Ministers in 1989, but were further revised in 
January 1990 in discussions with the emerging political parties and concerned 
groups13. The laws were adopted in part to clarify control over state-owned assets. 
They were primarily motivated by a desire to assure that the state obtain fair value 
from sales of state-owned property and to prevent enterprise managers, purchasers or 
government officials from taking advantage of property sales for their personal gain. 
Hungarian lawmakers were also concerned that Hungary’s reputation was suffering 
among serious investors because companies were being sold on the basis of personal 
contacts, not openly, on the basis of competitive bidding. Invitations for competitive 
bidding were rare and competitors offering a higher price were often excluded from 
the bidding. 

This state of affairs was made possible because of the political alliance which 
evolved between politicians and large enterprise managers over the past few decades. 
Enterprise managers were heavily represented on the Central Committee of the 
Hungarian Socialist Workers’ Party and in the Parliament. In part because of their 
increased autonomy under the NEM and because of their political clout, state enter¬ 
prise managers had as much internal decision-making authority with regard to prop¬ 
erty as did the Politburo. Managers were generally the people who sold state property. 

Since many large state-owned enterprises faced severe financial problems which 
could be ascribed to poor management, managers rightly felt threatened about an 
impending change in ownership. Not surprisingly, managers frequently sold enter¬ 
prises at low prices in exchange for higher income and job tenure. Thus they became 
beholden to the new owners rather than to the state. 

The laws establish professional control over privatisation implemented by enter¬ 
prises and provide for the representation of the interests of the state as owner during 
privatisation. They were not designed to stop enterprises from creating joint stock 
companies or to usurp powers previously granted the enterprise14. However, they 
make the process of privatisation into a transparent, socially acceptable and con¬ 
trolled framework and give Parliament a greater say. The law also makes it 
mandatory to appraise property independently before sale. Property appraisal has 
been poor. 

The law was also designed to mitigate anti-entrepreneurial and anti-management 
moods within the country which had gained strength because of the scandals. These 
tendencies had also increased opposition to foreign investment and led to the rise of 
economic nationalism. Moreover, Hungary’s credibility as a location for foreign 
investment declines as promises made by managers to foreign investors could not be 
kept because managers were operating outside the law. Another concern has been 
that Hungarian enterprises have become bargains for foreign investors because of the 
country’s solvency problems. 

The institutional framework 

The commercial banking system 

In 1987 Hungary began to create a commercial banking system. The functions of 
the National Bank of Hungary, a monopoly bank, were divided among several new 
commercial banks and a single, money-issuing central bank. The new commercial 
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banks were expected to assess enterprise investment plans with an eye to expected 
rates of return and the central bank was to control monetary policy. The commercial 
banks may be joint stock companies owned by enterprises and the central bank or 
directly controlled by the central government. More recently, private individuals and 
foreign investors have been permitted to buy shares. Although the new banking 
system is substantially different from the monopoly bank characteristic of most other 
centrally-planned economies, the new banks have frequently taken into consideration 
factors other than risk and rate of return in their decisions for loans. However, during 
their first year of operation the banks took a much harder-nosed attitude towards loss¬ 
making enterprises than the old monopoly bank did15. 

Bond and stock markets 

The Law on the Transformation of Enterprises gave the impetus for the estab¬ 
lishment of a bond and more recently a stock market in Hungary. As parent compa¬ 
nies sold bonds and stock to banks and foreign investors, an informal market devel¬ 
oped, primarily through private placement. This evolved into a nascent bond market 
which began operation as a weekly meeting at which primarily representatives of 
banks gathered to sell bonds. This bond market, in turn has become the Budapest 
Securities Exchange. This Exchange has now been expanded to include stocks as well. 

Under the expectation that the stock market will become of increasing impor¬ 
tance in Hungary, in 1990 the government passed a law on securities trading which 
protects securities buyers against fraud. In addition, the Budapest Securities 
Exchange has introduced a set of rules on capital adequacy and disclosure to provide 
a second tier of defence16. Hungary is now unique in central and eastern Europe in 
possessing a set of institutions and rules needed for a full-fledged financial system. 

The state property agency 

The Law on the State Assets Fund and the Administration and Utilisation of its 
Assets was passed at the same time as the Law on Safeguarding State Assets. The 
law established an agency to oversee privatisation, the State Property Agency. The 
Agency is the owner of state-owned property and is responsible for ensuring its 
appropriate use. It does not carry out sales directly but subcontracts parts of the 
process through open bidding to companies which are qualified to appraise, sell or 
consummate sales. It establishes professional control over the process and representa¬ 
tion of the state as an owner17. The Agency was to begin operation in summer or fall 
1990. It will seek professional assistance from foreign banks and state property trust 
agencies in the West18. 

Other institutions 

Hungary also possesses a series of other, unique institutions designed to facilitate 
its transformation to a market economy. With the passage of the Bankruptcy Law in 
1986, the Hungarian Government set up an organisation to facilitate the reorganisa¬ 
tion of bankrupt enterprises. The organisation focuses on firms it deems salvageable 
and attempts to draw in commercial banks early in the process. Once bankruptcy 
proceedings are initiated, the organisation must decide within 48 hours whether the 
company is worth saving. This organisation has had a number of applications in 1990 
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even though its funds have been reduced19. If an enterprise looks like it may be saved, 
the organisation eventually hopes to sell it to the private sector. Thus, it will provide a 
steady, if small stream of enterprises for privatisation in the coming years. 

The Hungarian Government has also set up a Enterprise Development Founda¬ 
tion designed to encourage private enterprise. The Foundation provides money 
through small banks to private businesses, builds industrial parks, helps generate new 
financial institutions to support private business, and provides advice and lessons on 
how to operate private businesses, even though it does not directly invest in them. 
Through these activities it helps individuals who purchase retail outlets or small state- 
owned workshops to establish themselves as private entrepreneurs. 

Potential policies 

Despite the existence of a legal and institutional framework on privatisation and 
a political consensus that the bulk of state property needs to be privatised, bitter 
political and policy fights have already begun concerning the form, pace and extent of 
privatisation. The roots of most of these debates can be found in the various interpre¬ 
tations of the rationales for privatisation. 

The process of privatisation 

To this point sales of large enterprises have proceeded through the creation of 
limited liability, joint stock companies. Shares of stock have then often been privately 
placed through investment banks. Buyers have been Hungarian financial institutions, 
Western companies or private investors and other Hungarian enterprises. Companies 
have also sold shares to their own employees. However, widespread issues of shares to 
the general public have only just begun, primarily because of the previous absence of 
a stock market. 

As shown by the creation of the National Property Agency, a political consensus 
has emerged demanding that large state enterprises be sold so as to try to obtain 
“fair” value. Property is to be appraised by an outside appraiser, outside agents are to 
be hired to advertise for potential buyers and sales are to be conducted openly through 
various types of auctions or other systems of competitive bidding. 

Although Hungarian political leaders concur that this procedure is acceptable for 
sales of large companies, there are a substantial number of small manufacturing 
plants, workshops, wholesale and retail outlets that will not be sold as joint stock 
companies and where the current tenants or employees already possess quasi-property 
rights which would be politically difficult to dislodge. Many of these organisation have 
been subject to “spontaneous” privatisation. The director, usually with the support of 
the workers’ council or the assembly of workers, transforms the enterprises into a 
limited liability company with ownership held by the old enterprise. The new com¬ 
pany is then sold (in many cases transferred) to the workforce and the director. In the 
case of stores, the outlet itself is not privatised, but the manager is able to arrange for 
a long term lease, sometimes after competitive bidding. State-owned housing has 
generally been offered for sale to the current tenants. 

Public outrage has not focused on these types of privatisation. First, the size of 
the assets tend to be small. Second, the local communities often feel these individuals 
already have quasi-property rights. Finally, the transfer accomplishes the objective of 
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transferring property rights and a concern about the profitability of the enterprise to 
the new owners. 

There is a grudging consensus among Hungary’s political parties that many 
avenues towards privatisation should be used. A number of economists, however, have 
presented schemes for privatisation that have elicited as much or more debate than 
the programmes of the political parties. 

One of the most hotly debated proposals calls for fostering the development of 
privately-owned businesses by reverse discrimination: state-owned enterprises should 
be placed under a variety of operating constraints and taxes that will lead to their 
demise. Private businesses will be encouraged with a favourable regulatory and tax 
regime. 

Not surprisingly, this proposal has been sharply criticised. Ninety-two per cent of 
Hungary’s industrial capital stock is owned by state enterprises. By consigning state- 
owned firms to gradual bankruptcy, enterprise managers will have few incentives to 
use this capital stock more efficiently, yet there will be no means through which it can 
be transferred to private ownership. The proposal calls for Hungary to write off, in 
effect, this capital, which would lead to an enormous loss of wealth20. 

An alternative proposal has been to give or sell state-owned property to non-profit 
institutions, state-owned insurance companies and pension funds. Managers of these 
institutions would be charged with maximising the value of their investments, thus 
introducing a proper concern for the management of capital in enterprises. This 
solution also circumvents the problem of the lack of household financial assets availa¬ 
ble for the purchase of equity in state-owned enterprises. 

Other proposals include the sale of shares of enterprises to current employees. 
This proposal has been sharply criticised as being inequitable. Employees in success¬ 
ful companies benefit while those in unsuccessful companies do not. Another proposal 
advocates the formation of large mutual funds which own shares in all state-owned 
companies. Shares in the mutual funds could then be distributed among the popula¬ 
tion which would buy, sell or hold them. Neither of these proposals appears likely to 
be adopted. 

Privatisation of land 

Privatisation of land is one of the most sensitive issues in Hungary. Land has 
been divided into two classes: land used for residential, commercial and industrial 
uses, and agricultural land. A large share of residential real estate holdings remained 
in private hands even after the massive nationalisation of 1949-50. Many of the 
remaining state holdings are being sold to current residents. Privatisation will be on a 
bigger scale in commercial real estate, most of which is owned by the state, state 
enterprises or municipalities. There are some strong fears that foreign enterprises or 
individuals will make large purchases of this real estate, driving up prices. Not 
surprisingly, there are restrictions on foreign ownership. 

The most ticklish problem politically for Hungary is the privatisation of agricul¬ 
tural land. Individuals already own 11.5 per cent of agricultural land in the form of 
household plots and the few remaining private farms. In addition, a substantial share 
of co-operatively farmed land is owned by individual members of the co-operative. 
Although this land must be farmed jointly, it belongs to the individuals, not to the co- 
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operative as a whole. Full ownership rights to this land have now been restored to the 
owners. However, if much of this land is no longer farmed by the co-operative, 
Hungarian agriculture will be plagued by a serious mismatch between the stock of 
agricultural equipment (large tractors and combines designed for large fields) and the 
small size of the new farms. 

A more serious problem is the privatisation of collectively-owned and state- 
owned land. One of the coalition partners in the new government the Smallholders 
Party, ran on the sole policy platform of restoring all property, especially agricultural 
land, to the owners as of 1947 (after the post World War II land reform). The ensuing 
costs of identifying the former owners and of the resulting litigation are mind- 
boggling. Additionally, many of the state farms were previously owned by the Catho¬ 
lic Church or aristocrats. It is difficult to imagine a Hungarian Government restoring 
all these lands to these groups. 

The alternatives to restoration of past property rights include land sales through 
auctions, transfers and sales to current users, or continued collective ownership, either 
through the local village or through current members of the collective. 

The pace of privatisation 

The speed with which enterprises are to be privatised was a major issue in the 
election campaign. The Free Democrats, the leading opposition party, argues for rapid 
privatisation citing the arguments that only private owners will use the capital stock 
efficiently, that the state is incapable of imposing a hard budget constraint on state- 
owned enterprises, and that enterprise managers are “mining” the capital stock of the 
country during the current period of uncertainty. Enterprises need to be privatised as 
quickly as possible so as to stop this behaviour. 

The ruling coalition has argued for a slower pace of reform so as to ensure asset 
sales generate the best possible price, because of the limited financial assets that 
Hungarians can use to purchase assets, and in order to forestall fraud. 

Extent of privatisation and foreign ownership 

The Hungarian Democratic Forum, the dominant party, has emphasized 
obtaining “fair” value for assets. It has also argued for more restrictions on foreign 
ownership than the largest opposition party or even the pre-election government. The 
current government has also been more receptive to continued state control of indus¬ 
tries they consider key such as banking and telecommunications. 

These initial proposals concerning privatisation on the part of the Forum were 
vague. As late as October 1989 it argued for a socialist economy with mixed forms of 
ownership. The party programme argued that a “strict market-based economy would 
only enrich a narrow group and impoverish the majority”21. The Forum’s attitude 
toward private property reflected the intellectual legacy of the Revolution of 1956. It 
has also been supportive of economic democracy in which workers, employers and 
entrepreneurs would determine economic policy through trade groups, workers’ coun¬ 
cils and clubs. The October 1989 congress advocated the creation of a democratic 
society with a competitive, but socially-aware market economy. In sum, the Forum 
has a strong corporatist slant. 
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The Forum has argued for dismantling the state sector in a socially controlled 
and economically rational way. They wish to create a wide stratum of entrepreneurs. 
However, entrepreneurs would purchase state-owned enterprises as groups, not as 
individuals. Privatisation would be programmemed; uncontrolled privatisation would 
discriminate against domestic investors because the limited savings of Hungarians 
could not compete against foreign capital. They note that total domestic savings of 
cash and securities equaled 312 billion forints in December 1988 while state enter¬ 
prises were valued at 2 000 billion forints22. 

This programme creates a number of difficulties, because to this point large scale 
privatisation has been synonymous with foreign capital. Except for a few directors, 
the public has had few opportunities to purchase shares of stock. 

The programme of the Free Democrats, on the contrary, states that the private 
sector, despite persecution, is the only successful branch of Hungary’s economy. They 
encourage entrepreneurship and privatisation. They have made the establishment of 
new private enterprises and the strengthening of existing private enterprises the 
centre-piece of their economic policy because they believe changing proprietary condi¬ 
tions is the key to transforming the economic structure of the state. They argue for 
rapid privatisation, but under transparent competitive conditions. They also empha¬ 
size that the competitive disadvantages facing small firms should be liquidated. They 
also argue for making amends to those whose property was expropriated after the 
Communist take-over through symbolic financial reparations. This would provide 
moral satisfaction to these people and would signal investors, domestic and foreign, 
that Hungary guarantees security of investments23. 

One of the most vehement critics of the Free Democrats’ programme is the 
director of the formerly Communist Party trade union. He says, “A few individuals 
want to resolve all the conflicts and bankruptcy situations that have accumulated to 
date for their own benefit and to the detriment of the majority... What reason could 
there be for the series of actions which result in the enrichment of a narrow stratum 
and the subsequent payment of the bill by the large majority...” 24. The trade unions 
have argued for continued state ownership of a large share of state-owned industry 
and for guaranteed employment. 

The previous socialist government also argued for limitations on the extent of 
privatisation. For example, former Deputy Finance Minister Zsigmond Jarai argued 
against privatisation of hospitals, schools, oil and gas exploration, and limits on 
foreign ownership of the press and the banking system25. 

Economic consequences 

It is still impossible to systematically evaluate the effects of privatisation using 
published Hungarian statistics. This is partially due to the short period of time since 
the initiation of privatisation; privatisation only began in earnest in 1989. Conse¬ 
quently, little data is available concerning its effects. However, a more fundamental 
problem presents itself. As in the rest of central and eastern Europe, the Hungarian 
statistical system is designed to collect information from state-owned enterprises. As 
the state sector diminishes and the private sector grows, a diminishing share of global 
output will be captured by the traditional, primary statistical indicators. In fact, 
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Kornai argues that roughly one third of Hungarian GDP was not captured by the 
statistical office by the mid-1980s, primarily because of tax evasion in the private 
sector. Below I attempt to assess the initial effects of privatisation using information 
from the Hungarian press. 

The impact of foreign investment 

By far and away the most detailed information on privatisation concerns foreign 
investment. By June 1989 the value of foreign investment in Hungary was 50 billion 
forints ($833 000 000)26. However, most of the shares issued were not listed on the 
stock market, but had been sold through private placements. It is unclear how much 
of this capital came in the form of donations in kind (patents, equipment, etc.) and 
how much in payments to the state. To this point there appears to have been little 
opposition to foreign investors at the plant or enterprise level. In many cases enter¬ 
prises have actually sought foreign investors despite the latent threats of layoffs and 
management turnover. Foreign investors are a source of funds to stave off bankruptcy 
or pick up the pieces of a bankrupt firm. For example, Translet, a British company, 
purchased a majority share in an enterprise created from the bankrupt Ganz 
MAVAG factory for £12 million. Ganz MAVAG had a history of financial problems. 

By engaging in a joint venture, the Mecsek Ore Mining Enterprise (MEV), a 
uranium mining concern, was able to stop liquidation procedures. However, MEV will 
still have to layoff workers. The capital infusion will allow them to become profitable, 
by developing a number of sideline activities. 

As the Hungarian economy is opened up to import competition, other enterprises 
are seeking partners that can provide new technologies and products. For example, 
two small meter producers have been sold to Schlumberger Industries of France. On 
their own the two producers would probably have had difficulty in competing on the 
world market. Within Schlumberger they have access to the French firm’s technolo¬ 
gies and marketing network. Schlumberger receives two operating enterprises with 
well-trained workforces and a network of clients in central and eastern Europe. It was 
also motivated by the possibility that its two major competitors, Siemens and General 
Electric, might purchase the firms, thereby establishing a dominant position in the 
Hungarian market. After the purchase Schlumberger brought in its own French 
managers, although it gave the former management a no-layoff guarantee for a few 
months. The French managers were highly critical of the former Hungarian manag¬ 
ers. They argued that they were too bureaucratic and took a very long time to reach 
decisions. 

It is too early to determine the microeconomic effects of foreign shareholders. 
However, a few examples are instructive. In the case of Schlumberger, the adminis¬ 
tration is to be dramatically reduced and the workforce cut as well. On the other 
hand, wages, especially for people on the factory floor, will rise appreciably. 

Another major investment was the purchase of half of Tungsram, a large, well- 
known lighting firm, by an Austrian investment bank in April 1989, which was then 
resold to General Electric. After large losses in the mid-1980s, Tungsram had been 
recapitalized by the Budapest Bank in late 1988 which accepted stock as payment on 
a large, previous loan. It was this stock which was eventually purchased by General 
Electric. 

86 



The new management at Tungsram has claimed to have made substantial 
improvements in efficiency. According to the new managing director, Gyorgy Varga, 
the company achieved its highest level of profits in its history in 1989, 1.4 billion 
forints, seven times the level of 1988. The number of employees fell by 800 and 
productivity increased 28.6 per cent. Exports to convertible currency areas increased 
by 30 per cent. The Chairman of the Board, Andras Gabor, ascribed these results to 
the change in ownership; it enabled the corporation to reduce borrowings and interest 
expenses as well as restructure. 

In the future the management expects to reduce employment further. Varga 
notes that GE employs 20 000 people world-wide in its lighting source branch and has 
sales of $2.2 billion. Tungsram has 18 000 employees and sales of $300 million. 
General Electric plans to invest $50 million in Tungsram by 1994. Varga argued that 
the amount was limited because the corporation was technically incapable of utilising 
larger amounts27. 

Foreign investment may turn out to be a disappointing avenue for privatisation. 
The Hungarian authorities have hoped for capital inflows of $2.5-3 billion annually. 
As noted above, actual inflows in 1989 were appreciably smaller. Furthermore, many 
of the Western investments have been in businesses serving the domestic market, 
especially in services or consumer goods. Western firms in these markets include 
McDonalds, Citibank, Computerworld, Fotex, Levi Strauss, McCann-Erickson, and 
Schwinn. Although this is not surprising, many firms on the domestic market earn 
large rents because of the lack of competition and strictures on imports. The govern¬ 
ment had hoped that most ventures would be geared toward Western export 
markets28. 

In short, privatisation involving Western capital appears to have improved the 
profitability of some Hungarian enterprises. Labour productivity also appears to have 
improved as many investors have been able to raise wages as well as increase profits. 
However, some of the investments appear to be geared toward expropriating rents 
made possible by barriers to imports and are more focused on the domestic market 
than exports. 

Privatisation and Hungarian investors 

There has been appreciably less coverage of privatisations involving solely Hun¬ 
garian investors. Some have argued that managers become more market oriented 
after privatisation29. To this point all conversions of enterprises to privately owned 
stock companies, joint ventures or limited liability companies have been at the initia¬ 
tive of the former state enterprise managers. They, of course, would be the ones to lose 
their positions if privatisation proceeded without their participation. Government 
officials, although they have expressed their intention to arrange for the privatisation 
of state-owned enterprises, have had neither the energy nor the motivation to imple¬ 
ment changes. Because managers have generally initiated privatisation, there has 
been less turnover in management positions than one might have expected. Most 
former managers have retained their positions and taken a share of the new firm, thus 

preserving their positions30. 

There is less anecdotal information on improvements in productivity due to 
purchases of state-owned enterprises by Hungarians. In contrast to foreign investors, 
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Hungarians often do not have the marketing expertise or technologies to dramatically 
improve the position of the firm. However, a few success stories, most notably the 
buyout of an old steel mill in Ozd, a ferrous metal centre, indicate that significant 
improvements are possible. However, these improvements have yet to show up in 
faster rates of growth. Much of the recent increases in Hungarian hard currency 
exports have come from private or privatised firms. In 1989 of 3 100 enterprises that 
exported, 600 were private. In 1987 virtually none did so. 

Problems of privatisation 

Fraud 

By far and away the greatest political problem with privatisation is fraud. Hun¬ 
garian citizens quite naturally become incensed when enterprise managers, many of 
whom poorly managed their enterprises in the past, are able to profit from their 
position by selling an enterprise to themselves or to their cronies. As more and more 
examples have emerged, there has been a political backlash in Hungary that resulted 
in the law establishing the State Property Agency and close monitoring of state asset 
sales. 

A major scandal revolved around a dummy corporation, the Quintus Company, 
set up in Sweden to buy HungarHotels, the owner of most of Hungary’s finest hotels 
and restaurants. The investors included some foreigners, but the deal was managed by 
HungarHotels’ management. Quintus paid a small fraction of the value of the hotels. 
A legal challenge was mounted to abrogate the articles of incorporation because of 
apparent fraud. Because Hungary lacked the appropriate statutes, incorporation 
could not be blocked on this basis. The case went to the Hungarian Supreme Court 
where the contract was declared void on the basis of a technicality. 

The directors of HungarHotels would have profited immensely from the deal. 
They argued that the hotels needed a capital injection for further development and 
received the backing of the enterprise council. They failed to explain why they had not 
sought an independent appraisal of the property, why they had not sought open bids 
from a variety of potential buyers and why the sale needed to be completed in a 
matter of a few weeks. In fact, they excluded a number of buyers from bidding31. 

What is fascinating about this escapade was how little control the state exercised 
on privatisation before the passage of the Law on the Protection of State Property. 
Enterprise managers quite rightly understood that transactions needed to be con¬ 
cluded very quickly because the new law would put an end to the spontaneous 
privatisation of large enterprises. It is also surprising that managers believed they 
would be able to get away with something like this. 

More recently, Hungarian individuals have been exposed to illicit investment 
schemes that have led to large-scale losses. A fraudster attracted 100 million forints 
from private savings for investment in Radius Hungvaricus, a shell company. 

Tax collection 

Although fraud is an important political problem and may have an appreciable 
effect on the distribution of wealth and income, its economic effects are probably of 
lesser importance. Even, if fraudulently acquired, the management of the privatised 
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firm should have a stronger incentive to cut costs and increase profits than would a 
state-owned firm. Other aspects of privatisation may create more economic problems 
for Hungarian macroeconomic policy-makers. 

Until 1988 the bulk of Hungarian taxes were collected from enterprises either in 
the form of profit taxes or taxes on factors (capital and labour) through charges on 
the capital stock and on their wage bill. Profits taxes varied according to the purpose 
to which they were to be used. Funds going into the reserve fund (savings) were taxed 
at much lower rates than funds placed in the development fund (investment) or funds 
for increasing wages. Other major sources of revenue were social security taxes, 
turnover taxes (product-specific sales taxes) and tariffs. 

In 1988 taxes on capital were abolished and taxes on profits reduced. As the 
private sector and second jobs expanded, the state wanted to tax these additional 
incomes in order to mitigate disparities in incomes. By replacing business taxes with 
an income tax and VAT, the state was able to impose a greater share of the tax 
burden on individuals with multiple incomes or who have higher than average levels of 
consumption. 

The Hungarian Government still depends on the state enterprise sector to collect 
much of its taxes. In the past the state has had many of the same problems the Italian 
Government has had in collecting taxes from the private sector. Enterprises keep two 
sets of books, many transactions are conducted in cash and many entrepreneurs do 
not bother to register with the state. Although the imposition of income taxes and 
VAT has served to create the structure for a modern tax system, the Hungarian 
Government may experience some precipitous declines in revenue as more enterprises 
move from the state sector to private hands, unless it can ensure the administrative 
and enforcement apparatus for collecting taxes from this sector are functioning well. 

Unemployment and the reallocation of labour 

The major popular worry about privatisation is large scale layoff's of Hungarian 
workers. As noted above, foreign companies that have purchased Hungarian firms 
have invariably reduced the workforce, especially the administrative staff. Hungari¬ 
ans are cognizant that most factories and offices are overmanned by Western stan¬ 
dards and that widescale privatisation will result in layoffs. 

Overmanning is the result of the Hungarian Government’s policy of full employ¬ 
ment adopted in the late 1940s. This was defined as assuring each worker that he may 
retain his current job as long as he wishes. Despite high rates of labour turnover in 
many industries, layoffs were almost unheard of. This policy was implemented by 
generating permanent excess demand for labour by keeping the relative price of 
labour low through incomes policies and through ministerial pressure not to allow 
layoffs. The converse of this was ministerial acceptance of poor profitability perform¬ 
ance, if the enterprises argued that it was an important employer. For example, Ganz- 
Mavag, a locomotive producer, the steel works at Ozd, and the Csepel Trust, located 
in the working class district to the south of Budapest, have had long histories of 
endemic losses which were covered in order to forestall layoffs. 

Government policy-makers in the new government are carefully taking into 
consideration the consequences of rapid privatisation for employment. They believe it 
will be easier to pressure enterprises to retain workers if they still belong to the state. 
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It will also be easier politically to provide employment subsidies to state-owned 
enterprises than to enterprises that have recently been sold to the private sector. For 
these reasons, the new Hungarian Government may be unlikely to accelerate 
privatisation and may even slow it. 

Hungarian businesses are likely to be heavily taxed to pay for large subsidies, if 
the government attempts to preserve many jobs in the state sector. These taxes are 
likely to slow capital formation, the creation of small businesses, and the transforma¬ 
tion of Hungary into a market economy. As shown by the ease with which foreign 
investors can reduce their workforces without affecting output, as well as the poor 
quality of many Hungarian services, Hungary still needs to transfer labour from 
administration and manufacturing into services. This process will be slowed, if taxes 
impede the formation and growth of new businesses. Thus, if the new government 
focuses on preserving current jobs, Hungary will be in for a longer, more costly period 
of transition. 

Legal costs 

Hungary is already suffering from a spate of law suits over ownership brought by 
the former owners of a number of enterprises and buildings. To this point the Hun¬ 
garian Supreme Court has discouraged litigation by noting that the losers of the suit 
would be responsible for court costs and legal fees of the other party32. However, if 
litigation becomes commonplace it will slow the process of privatisation and induce a 
great deal of uncertainty into the process of investing in the Hungarian economy, 
thereby slowing the transformation of the economy. 

Conclusions 

Privatisation, at least when it involves foreign investors, appears to produce many 
of the improvements in enterprise performance that its supporters claim. Profits and 
wages are increased, indicating improvements in labour and capital productivity. New 
technologies are introduced and hard currency exports have risen in some cases. On 
the other hand, employment has been reduced and in many cases managers argue 
that further cuts are inevitable. Some of the same phenomena, although not as well 
documented, have occurred in privatisations involving Hungarians only. 

Privatisation promises many problems as well. Fraud has been the most politi¬ 
cally visible. With the passage of the Law on the Protection of State Property fraud 
should diminish, at the cost, however, of a slower pace of privatisation. Fraud may 
lead to a political backlash, but to this point pressure has been exerted to make the 
privatisation more transparent rather than halt it altogether. A second problem may 
be increased difficulty in collecting taxes, as a greater share of total output is pro¬ 
duced by small, private firms. If tax evasion is on a large enough scale, the Hungarian 
Government could have severe fiscal problems with the resulting macroeconomic 
consequences. 

Fears of unemployment could slow the pace of privatisation as well as the process 
of restructuring. The costs of this policy may not be readily apparent, but would show 
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up in slower rates of capital formation and economic growth. An additional problem 
may be widespread litigation over property rights on the part of past owners. If this 
becomes a widely used avenue to obtain property, the privatisation programme would 
be severely retarded, foreign investment discouraged and the transition period greatly 
extended. 

r 
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Strategies for Economic Transformation in Central and 
Eastern Europe: Role of Financial Market Reform 

Lawrence J. Brainard 

Introduction 

What role should the reform of financial markets play in the economic transfor¬ 
mation of central and eastern European countries into market economic systems? 
Two perspectives are essential in addressing this question: 1) What is the fundamental 
goal of the transformation process and how does financial market reform contribute to 
achieving that goal? 2) Where are we today in the reform process and what near-term 
changes in financial markets are necessary in order to move toward that goal? 

Where economic transformation should lead 

It may be commonplace to remark that economic growth is the goal of the 
transformation process, but many seem to forget that market reforms of these econo¬ 
mies are not an end in themselves. The challenge is to create economic systems in 
central and eastern Europe that will generate self-sustaining economic growth under 
conditions of stable prices. Growth is central to the political legitimacy of the reform 
efforts; a failure to boost growth, and with it personal incomes, would seriously 
undermine popular support for the new democratic regimes. Furthermore, growth 
should be the yardstick against which alternative adjustment strategies are evaluated. 
Any viable adjustment strategy must go beyond economic stabilization efforts to spell 
out a feasible process that leads to the revival of growth and investment in these 
economies. 

The creation of a real market for capital, where resources are allocated effi¬ 
ciently, is an essential component of the economic transformation. The pay-off from 
stabilization and economic reform will not be forthcoming unless capital is allocated 
efficiently. The most important institutional element of the capital market is the 
banking system. Markets for equities and government bonds could play an 
increasingly important role in the development of capital markets in central and 
eastern Europe, but in the near- and medium-term, the bulk of savings will flow 

The original draft of this study was awarded First Prize in The 1990 AMEX Bank Review 
Awards. The author is indebted to Professor Michael Marrese and the Centre for the Co¬ 
operation with European Economies in Transition for their encouragement of my research. 
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through the banking system. The issue of banking system reform, therefore, is central 
to efforts to improve the efficiency of resource use. 

A second requirement for ensuring efficient allocation of resources is that the 
users of investment capital should be responsible for its effective application. This 
implies the privatisation of ownership of much of the capital in these countries, and 
effective disciplines on those firms remaining under state management. In other 
words, privatisation, improved financial discipline and banking reform are related 
aspects of the same resource efficiency goal. 

Enterprise restructuring, privatisation and banking reform must go forward 
together. Privatisation without banking reform would fail to ensure that capital is 
allocated to the firms that can use the resources most effectively. This will only 
hamper the hoped-for supply-side response essential for increased economic growth. 
Furthermore, firms will not face effective financial disciplines until the banking sys¬ 
tem can refuse to provide additional credit to given borrowers, i.e. banks must be able 
to enforce the “hard budget” constraint. A banking reform without enterprise restruc¬ 
turing and privatisation, in turn, would only perpetuate the accumulation of bad loans 
in the portfolios of the banks. 

The success of privatisation and financial disciplines for state firms, therefore, is 
tied to the creation of banks that are capable of exercising independent credit judge¬ 
ments. This is not going to happen unless banks are forced to protect their own capital 
position against credit losses. Banks cannot defend their own capital until their 
existing balance sheets are cleaned up to identify what those capital positions are. 
Banking reform, therefore, should focus on the restructuring of the existing commer¬ 
cial banks to achieve this end. 

This point is also relevant to western efforts to increase flows of new credits to 
support reform efforts in central and eastern Europe. Unless the existing banks are 
restructured, the new western resources going into the country will likely be misused, 
thus perpetuating the power of the nomenklatura and the influence of the existing 
economic structure over resource allocation. 

A second goal of banking reform is to create the institutional framework for 
effective control of the money supply by the central bank. This is more than a 
technical question of reserve requirements or instruments for open-market operations. 
One essential change is to free the banks - both the central bank and the commercial 
banks - from their traditional roles as financiers of the fiscal deficit and of the losses of 
the state-owned enterprises. This change is closely related to the reforms discussed in 
the preceding paragraph. 

A further aspect of monetary control involves bringing central and eastern 
Europe's burgeoning informal credit markets under effective supervision. Inter-enter¬ 
prise credit markets have emerged in recent years in response to central bank efforts 
to tighten credit conditions. Such disintermediation of credit flows is a major factor 
acting to weaken the effectiveness of monetary policy. 
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Where does the reform effort stand today? 

Many reform efforts have been launched in central and eastern Europe over the 
past decade; most have failed. A relevant question, therefore, is why effective reform 
has been so hard to achieve. 

The economic structures of central and eastern European countries are seriously 
distorted, giving rise to the wastage of economic resources on a massive scale. Some of 
these resource losses are easily identified, for example, irrational relative prices and 
budget subsidies to loss-making enterprises. The sensible policy in this case is eco¬ 
nomic stabilization, such as balancing the budget, freeing prices and increasing 
competitive forces in the economy. 

If economic stabilization were the only concern, the task of economic transforma¬ 
tion would at least be clearly outlined, even if still hard to achieve. But the evidence 
suggests otherwise. Economic stabilization efforts over the past decade in Yugoslavia, 
Poland and Hungary have not led to a recovery of economic growth, in part because 
these efforts so far have not successfully dealt with serious economic imbalances 
embedded in the structure of these economic systems. In order to address these 
problems, countries must move beyond conventional stabilization programs to imple¬ 
ment comprehensive structural reforms. 

Serious structural imbalances in these countries today are lodged in their banks, 
which have been the repository of decades of accumulated losses of state-owned firms. 
Socialist banks are engaged in a misallocation of resources of massive proportions, 
and most of these losses do not find reflection in conventional measures of the 
government’s fiscal deficit. 

Some data will serve to highlight the dimensions of the problem. In 1987 in 
Yugoslavia, for example, the government’s fiscal accounts showed a small surplus, but 
losses recorded by the National Bank of Yugoslavia (NBY) amounted to a staggering 
8.5 per cent of GDP. The NBY losses resulted from the redistribution of resources to 
loss-making enterprises through the banking system by means of negative real rates of 
interest on outstanding loans1. In Poland, the World Bank estimated that interest rate 
subsidies provided to state enterprises through the banking system totalled 10 per cent 
of GDP in 19882. 

Another less-than-evident source of such resource losses through the banking 
system derives from the massive portfolio of bad loans held by commercial banks in 
central and eastern European countries. Faced by the refusal and inability of loss¬ 
making enterprises to service existing credits, the banks have simply refinanced such 
loans and provided new ones on top of the old ones in order to pay the interest. 
Neither the banks nor the government have been willing to push companies into 
bankruptcy. 

In Yugoslavia, for example, the National Bank estimates that troubled loans 
account for over 40 per cent of the loan portfolio of the commercial banks, with 
potential losses totalling as much as 25 per cent of loans ($7-9 billion), far in excess of 
the banks’ capital3. Accurate data on bad loans in other countries is unavailable, but 
potential losses are undoubtedly of similar magnitude. 

Questionable accounting and supervisory practices have also helped obscure 
these hidden losses. In Hungary, for example, the three major commercial banks 
inherited a substantial portfolio, of troubled loans when they were set up by the 
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National Bank in 1987. These banks have capitalised interest payments due and 
accrued interest as income on non-performing loans, with the result that the banks’ 
published income statements depart substantially from generally accepted accounting 
procedures (GAAP) in the West. Although the banks have consistently reported 
profitable operations, their loan portfolios have, until recently, not been audited for 
collectibility and reserve funds for doubtful loans are inadequate4. 

Stabilization and structural reform - the Polish model 

Experience with failed reform programs in central and eastern Europe since 1980 
suggests that economic stabilization and structural reform are both essential compo¬ 
nents of a viable economic transformation strategy. The key issue is the sequencing of 
stabilization and structural reforms. Should stabilization efforts move forward, while 
the ground is being prepared for structural reforms? Or do stabilization and struc¬ 
tural reform need to be synchronised in some way? A discussion of the recent Polish 
economic shock program will serve to highlight the dimensions of the sequencing 
issue. 

The Polish economic program introduced on 1 January 1990 is predicated on 
decisive and rapid change in economic policy. The initial policy shock is focused on 
economic stabilization measures such as: 

i) a balanced fiscal budget, tight credit ceilings and controls on wage-setting 
in state enterprises; 

ii) the freeing of most prices to find their market-clearing levels; 
iii) removal of bureaucratic restrictions on the private sector; 
iv) increased competition by means of a sharp devaluation followed by the 

pegging of the zloty at a competitive rate. 

The Polish Program anticipated a phased introduction of structural changes, 
though the importance of a rapid introduction of such changes is clearly recognised. 
Jeffrey Sachs, who advised the Poles responsible for drawing up the program, 
explained that “...Poland’s goal is to establish the economic, legal, and institutional 
basis for a private-sector market economy in just one year”5. The introduction of 
comprehensive stabilization measures was not held up pending the introduction of 
structural reforms. The basic Polish strategy, therefore, was rapid and severe eco¬ 
nomic stabilization, followed by a phased introduction of structural changes. 

In assessing the Polish Program, several issues deserve emphasis. One is that 
stabilization measures imply a severe, immediate reduction of real incomes, but 
without a clear identification of where or how the hoped-for supply response is to be 
achieved. There are certainly efficiencies to be gained through the creation of unregu¬ 
lated markets, but most potential market participants lack the resources to respond to 
the opportunities such unfettered markets offer. The hoped-for supply response 
depends primarily on structural reforms of the markets for labour and capital, not on 
stabilization. The Polish Program has little to say on how factor markets are to be 
created6. 

The sequencing of the Polish Program - harsh stabilization, followed by phased 
reform - also introduced a volatile element of political instability into the reform 
effort. Workers are unlikely to accept substantial reductions in real incomes without 
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going on strike, unless tangible benefits of their sacrifices become evident in fairly 
short order. In the early months of the shock program the average Polish standard of 
living declined substantially in real terms - over 30 per cent, but strikes were rather 
limited. 

With the passage of time, however, the policy makers’ political vulnerability to 
workers’ protests increases. Unless growth can be revived quickly, workers’ opposition 
to continued austerity puts the structural reforms at risk. But renewed growth 
depends more on structural reforms, than on stabilization. Thus, the delayed sequenc¬ 
ing of such structural reforms in the Polish Program suggests a vulnerability in the 
overall economic strategy. 

The announcement by the Polish Government of an easing of the austerity 
program in June suggests that Polish leaders are having second thoughts about the 
viability of the original strategy7. The official press release announced that the switch 
to a free market economy was completed in just five months, but this cannot be seen 
as credible. None of the critical structural reforms promised in January have been 
achieved. Indeed, the new law on privatisation, which had been promised by no later 
than March, was not passed by the Parliament until the end of July; further delays 
are expected until the new Ministry of Property Transformation - which is to oversee 
the privatisation - is set up and begins to operate8. 

It is too early to say how political developments will slow down efforts to intro¬ 
duce structural reforms. It does seem, however, that the over-riding, initial emphasis 
on radical stabilization moves was misplaced. It acted to slow progress on the difficult 
structural reform measures by focusing the attention of key policy makers elsewhere. 
The shock program also reflected a naive optimism about the reinvigoration of growth 
through the free play of market forces, while missing the fact that structural impedi¬ 
ments in the markets for labour and capital remained largely untouched. 

An initial judgement about shock programs, such as the Polish one, is that it is a 
mistake to launch a radical economic stabilization until key structural reforms are 
ready to be implemented. Stabilization efforts are obviously unavoidable in the con¬ 
text of hyperinflation and serious price distortions. Greater priority, however, must be 
accorded efforts to accelerate the structural reforms and to achieve a closer syn¬ 
chronisation between reform and stabilization. 

A second concern about the Polish program is that its agenda of structural 
reforms seems to overemphasize privatisation. In his lengthy exposition of the Polish 
model in The Economist, Sachs devotes considerable attention to problems of 
privatisation, but he ignores problems of the banking system and the need to create a 
real capital market in Poland9. 

There are two key reasons why banking reforms are essential to strategies of 
economic transformation in central and eastern Europe. One is that privatisation 
cannot succeed without a functioning capital market. And a capital market cannot be 
created unless a thorough reform of the banking system is enacted. Privatisation and 
banking system reform, therefore, must go together. 

The second reason is that the banking system is a serious source of economic 
disequilibrium in all of these countries. As the Yugoslav case cited earlier illustrated, 
it is possible for the government’s fiscal budget to be in balance at the same time that 
huge unrecognised losses are piling up in the banks. 
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As detailed in the next section, there are two distinct aspects to banking reform. 
Banks must not be allowed to continue making bad loans; enterprise restructuring 
through privatisation and moving loss-making firms into bankruptcy and tighter 
prudential supervision on the banks’ loan portfolios are essential steps here. But 
reforms must go beyond such measures. For banks to make a positive contribution to 
the efficient allocation of capital resources, it will be necessary to clean up the banks’ 
balance sheets by writing off troubled loans and by injecting new capital. We turn 
now to a detailed look at the state of central and eastern European banking systems. 

The condition of socialist banking and finance 

The traditional banking model in central and eastern Europe consisted of a 
central bank and several special-purpose banks, one dealing with individuals’ savings 
and other banking needs and the other focused on foreign financial activities. The 
central bank provided most of the commercial banking needs of enterprises in addi¬ 
tion to the usual functions of a central bank. 

In recent years, central and eastern European countries have modified this struc¬ 
ture by carving all of the commercial banking activities out of the central bank and 
transferring them to new commercial banks. In most countries the new banks were set 
up along industry lines, while in Poland the banks were set up on a regional basis. The 
creation of these new banks is relatively recent: 

Country Date New State-Owned Banks 

Bulgaria 1987 7 
Czechoslovakia 1990 2 
Eastern Germany 1990 1 
Hungary 1987 3 
Poland 1988 9 

Although a number of small de novo banks were also allowed, mainly in Poland 
and Hungary, the new state-owned commercial banks controlled the bulk of the 
financial transactions of the enterprise sector10. 

These banks were all created by transferring existing loans from the portfolio of 
the central bank to the new institutions. The banks, thus, started life with an inherited 
overhang of troubled assets, in most cases highly concentrated by enterprise and 
industry. Furthermore, competition was restricted because the banks were not allowed 
to deal with enterprises other than those assigned to them. 

Hobbled with such handicaps, the new banks cannot play a role in any way 
similar to the role played by sound banking institutions active in western capital 
markets. They do not have their own capital resources. If their loan assets were 
marked to realistic values, the banks would show negative net worth. In extending 
new loans, therefore, the bank is not putting its own capital resources at risk, since 
any potential losses will accrue in one way or another to the government - either the 
government must inject new capital from the budget to cover such losses or, more 
probably, the losses will be covered up by the authorities agreeing with the bank not 
to recognise such bad loans. The fact that the losses are not recognised implies an 
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accumulation of contingent liabilities on the account of the government’s fiscal 
budget, since the government will have to cover such losses sooner or later out of 
budgetary resources". 

The new state-owned commercial banks should be viewed more as fiscal agents of 
the Treasury, than as banks in their own right. They collect a large part of the 
government’s inflation tax on enterprise cash balances and redistribute resources to 
enterprises through interest rate subsidies (i.e. negative real rates) and additional 
loans to cover interest due12. 

Furthermore, the banks have limited leverage over their borrowers. If the firm 
does not have the money, it simply refuses to pay. The bank is forced to extend a new 
loan to recognise the non-payment. Unless the government is willing to throw a firm 
into bankruptcy - so far a rare occurrence - the bank cannot pursue an active credit 
policy. The existing banking structure, therefore, is acting as a fiscal “black hole”, 
misallocating loan capital to cover the losses of the state-owned enterprises. 

A substantial volume of losses is also carried on the balance sheets of the central 
banks or foreign trade banks of these countries. These losses have resulted from 
periodic currency devaluations. In most countries the foreign debt is carried as a 
liability on the central bank’s books13. Devaluation increases the local currency value 
of foreign liabilities; to balance this rise in liabilities, an offsetting asset must be 
entered, usually identified as a “valuation adjustment”. In reality, of course, there are 
no real resources behind such an “asset”, since the enterprises have been relieved of 
any exchange rate risk. 

The balance sheet losses from devaluations carried by central banks are stagger¬ 
ing. In Hungary, recent estimates put the stock of National Bank losses at about 
30 per cent of GDP, or about $7 billion14. In Yugoslavia, the valuation losses carried 
on the consolidated balance sheet of the National Bank are over 60 per cent of total 
assets15. 

Approaches to financial market reforms 

Attempts to improve financial sector performance have been included in all 
central and eastern European country programs of the IMF and World Bank in recent 
years. The meagre results from such reform efforts serve to highlight why financial 
reforms are so difficult to implement. 

Starting with Yugoslavia in 1983, financial reform has focused on eliminating 
financial losses associated with credit flows. The primary policy measures included the 
introduction of positive real rates of interest on deposits and loans and the tightening 
of credit conditions by imposing credit ceilings. 

The typical result of such tight credit policies was a rapid growth in payment 
arrears between firms. In the context of relatively monopolised market structures, few 
firms could afford to cut off an important buyer of a given product, so they tolerated 
such arrears. In any case, the country’s legal systems did not furnish the creditor 
enterprises strong legal means to force repayment. As a result the practice of financ¬ 
ing via inter-enterprise credit spread throughout the economy. 

The disintermediation of credit flows through the growth in inter-enterprise 
credit has now reached significant proportions. In Yugoslavia, the share of inter- 
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enterprise credits in total credit increased from 26 per cent in 1980 to 39 per cent in 
198716. In Hungary, the so-called “credit queues” rose dramatically in 1988-89, when 
the National Bank implemented a tight monetary policy as part of its IMF Standby 
Agreement. There is reason to believe that the disintermediation of credit flows has 
increased since the implementation earlier this year of stabilization programs in 
Poland, Hungary and Yugoslavia. 

These developments are worrisome because they act to reduce the effectiveness of 
restrictive monetary policies on aggregate demand - the growth of inter-enterprise 
credits has so far escaped such controls. And since such credits are inadequately 
captured in the credit data, the central bank’s ability to gauge the tightness of 
monetary policy is also hampered. The danger is that monetary policy will appear 
much more restrictive than it really is. 

New perspectives on financial reforms 

The stock answer in every proposal to reform central and eastern Europe’s 
financial markets has always been the same - to increase the financial disciplines in 
the system. Such efforts have so far failed to produce acceptable results because none 
of these reform efforts has yet addressed the balance sheet losses which lie at the 
heart of the problem. Banks and governments have been unwilling to push firms into 
bankruptcy - the banks fear the financial impact on their balance sheets and the 
governments fear the unemployment consequences. As a result, firms have never had 
to pay the ultimate price for their misdeeds. 

The only effective way to implement financial discipline is to go beyond the 
current measures, which focus on subsidies and credit flows, to clean up the balance 
sheets of enterprises and banks. The reform must seek to allocate the unrealised losses 
on the balance sheets of enterprises and banks. Financial discipline (hard budget 
constraints) must be translated into balance sheet realities for each firm. The issue for 
policy makers is how to allocate such losses among the workers, the creditors and the 
government’s budget (i.e. society at large). 

For enterprises, the mechanisms for sanitizing balance sheets include bank¬ 
ruptcy, rehabilitation and/or privatisation. Bankruptcy implies losses for the workers 
- through employment - and the liquidation of financial claims on the enterprise, 
i.e. losses for the creditors. The rehabilitation of enterprises with reasonable prospects 
of profitable operation would likely require wage sacrifices from workers and partial 
debt relief from creditor banks. Privatisation, properly managed and implemented, 
may be viewed as an alternative way for the state to translate firms’ balance sheets to 
current values, since any sale should ideally yield a cash benefit to the government’s 
fiscal budget equal to the firm’s net worth17. 

In practice, the implications for the fiscal budget of any of these options will be 
significant. The government must pick up the costs of unemployment benefits, it will 
need to subsidise the losses of the state-owned banks, it will be called upon to inject 
additional resources into enterprise “workouts”, and it will not likely be able to realise 
cash benefits from privatisations equal to firms’ net worth in most cases. 

Viewing the issue of financial discipline in such a balance sheet perspective serves 
to underscore the need for a comprehensive fiscal framework and a set of clear 
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priorities for action as a prerequisite for structural reform. The restructuring will 
undoubtedly be costly, and the authorities need to monitor costs carefully. Otherwise, 
the natural tendency to push most of these losses in an unplanned and piecemeal 
fashion into the fiscal budget will quickly swamp the ability of the government to 
balance the fiscal accounts, thus reigniting inflationary pressures. This perspective 
also highlights the urgent need for credible balance sheet valuations, which require 
the implementation of western accounting principles and practices. 

Finally, privatisation may be seen as the logical outcome of a set of comprehen¬ 
sive measures to clean up enterprise balance sheets. Many discussions of privatisa¬ 
tions focus exclusively on techniques of privatisation, without adequate attention to 
the fiscal dimensions of the privatisation process. An important prerequisite of any 
privatisation strategy is that it be compatible with the government’s fiscal control 
efforts. 

Cleaning up the balance sheets of the banks poses a separate set of issues. A 
thorough restructuring of enterprise balance sheets will contribute much to eliminat¬ 
ing bank losses from ongoing credit activities. Restructuring of enterprises and banks 
should, therefore, proceed together. But the losses in the banks’ loan portfolios raise a 
somewhat different set of problems. There is little social value in pushing any of the 
state-owned banks into bankruptcy, given their pivotal role in the financial system. 
The only viable option is to restructure the banks. 

The best way to do this is to recapitalise the banks by first lifting the bad loans 
out of their portfolios and then to provide a mechanism for injecting new capital. One 
approach used in Chile in the mid-1980s and now being implemented in Yugoslavia is 
for the government to “purchase” the banks’ bad loans (identified by means of a 
special portfolio audit) with long-term bonds paying a positive interest spread over the 
banks’ cost of funds. The capital of the banks would grow over time, thanks to the 
elimination of problem loans and the positive net income flow from the government 
bonds. 

Given improved accounting practices and effective prudential supervision, the 
banks could over time be transformed into profitable institutions, thus forming the 
core of an emergent capital market structure. The persistent foreign exchange losses 
of the central banks should be controlled by holding the enterprises accountable for 
the foreign risk on new external borrowings. 

Over time, the government would have to absorb the losses on the bad loans and 
transfer new resources to the banks via interest payments on the bonds. These actions 
could prove costly to the fiscal budget, but the costs of inaction may be even higher18. 
An alternative approach would be for the government to assist in spinning off a bank’s 
bad loans into a separate entity, managed by a special work-out team from the bank. 
This would create a “good” bank and a “bad” bank; special incentives could be 
provided to the management team to help maximise value from the work-out process. 
The “good” bank would provide the focus of new capital market activity19. 

Whatever structure is chosen, the important goal is to create viable institutions 
quickly to provide the impetus for the development of a real capital market. This can 
only be done if the existing overhang of bad loans is removed from the banks’ 
portfolios. J 
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Strategies for economic transformation - a summing up 

It is time to bring together the various elements touched on in this paper that 
outline a possible strategy for the economic transformation of central and eastern 
European economies: 

i) The revival of economic growth in central and eastern Europe requires the 
creation of factor markets, especially a market for capital. 

ii) Financial market reform is central to efforts to improve the efficiency of 
resource allocation; successful privatisation requires a functioning capital 
market. 

iii) The introduction of structural reforms should be synchronised as much as 
possible with major economic stabilization efforts; it is a mistake to under¬ 
take radical economic stabilization until key structural reforms are ready 
to be implemented. 

z'vj The key structural reforms involve cleaning up the balance sheets of the 
enterprises and banks; these reforms must go forward together, 

vj The unrealised enterprise balance sheet losses should be addressed through 
bankruptcy, rehabilitation of viable enterprises, and privatisation; the bal¬ 
ance sheet losses of the commercial banks should be addressed by means 
of a recapitalisation of the banks. 

vz) The recapitalisation of the commercial banks is an essential step in the 
creation of a capital market and in the improvement of the effectiveness of 
monetary policy. 

vii) The above-mentioned reforms come with significant fiscal costs; govern¬ 
ments should employ a comprehensive fiscal framework and clear priorities 
to prevent a haemorrhaging of the fiscal accounts. 

There is a final, very practical consideration - whether the recasting of the 
existing banks into modern capital market institutions can be achieved quickly and at 
an affordable cost to the government budget. The potential contribution that foreign 
involvement may make to the success of the strategy is relevant in this regard. 

A discussion of changes introduced in eastern Germany (German Democractic 
Republic before the unification of Germany) banking system resulting from monetary 
union earlier in July 1990 will serve to outline these issues. Although the extensive 
financial support offered by western Germany (Federal Republic of Germany before 
the unification of Germany) makes eastern Germany a special case, their efforts to 
create a functioning capital market virtually overnight have highlighted problems 
that are relevant to reform efforts in other central and eastern European countries. 

The sole, state-owned commercial bank, Kreditbank, was created in April 1990 
by the transfer of all commercial accounts from the eastern German central bank, the 
Staatsbank. In reality, the Kreditbank was nothing more than the former commercial 
departments of the Staatsbank. Recognising that it possessed little experience or 
competence in commercial banking under the competitive market conditions that 
would exist with monetary union, the Kreditbank entered into joint ventures in June 
with two large western German commercial banks, Deutsche Bank and Dresdner 
Bank20. 

As its contribution to these joint ventures, Kreditbank put up its branch offices 
(real estate, furnishings and equipment) and transferred some 13 000 personnel. In 
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effect, all of its branches were spun off into the two joint ventures. But its entire 
DM 120 billion portfolio of old loans to eastern German enterprises remained with the 
parent institution, which is now reduced to a shell holding company with only 250 
employees21. 

The eastern German banking reform is following a strategy similar to that 
suggested above of creating a “bad” bank to hold the portfolio of bad enterprise loans 
and a “good” bank to facilitate the quick startup of a modern, western banking 
system helped by capital infused by the western partners. Several aspects of this 
strategy, though, warrant further scrutiny. 

The decision to leave all commercial loans in a single entity, rather than just the 
bad loans, was likely motivated by the political urgency of achieving monetary union 
as quickly as possible. There was not sufficient time to conduct a portfolio audit to 
identify good and bad loans nor to explore other options to liquidate the loans via 
privatisations of enterprises. There was also not a clear definition of what was to 
happen with the old enterprise loans once they were isolated in the Kreditbank, 
although it was understood that such decisions would have to be negotiated in Bonn, 
not in eastern Germany. 

This has created a moral hazard problem for the western German authorities. No 
institutional structure is available to manage the “work-out” of these loans; the new 
joint venture banks have no direct interest in pressing for the repayment of the loans. 
There is, thus, a strong incentive for good eastern German enterprises to default on 
their loans, given a general expectation that western Germany will pick up the tab for 
the losses on the debt. As financial problems of eastern German enterprises mounted 
in the wake of monetary union, the western Germany Economics Ministry belatedly 
proposed a one year freeze on servicing of the corporate debt22. 

At the same time, the lack of enterprise audits according to western GAAP 
methodology and legal uncertainties associated with land and other security for loans 
are hindering the new lending operations of the joint venture banks. Accurate balance 
sheet data on enterprises are lacking to guide lending decisions and the legal uncer¬ 
tainties complicate efforts to use various assets to secure borrowings. Faced with a 
growing demand for increased federal guarantees on eastern German loans. Chancel¬ 
lor Helmut Kohl took the unusual step in early August of calling in the banks to try to 
persuade them to step up their lending on their own account23. 

The decision by the eastern German authorities to seek joint ventures with 
western German banks in order to “jump start” the process of creating a modern 
banking system involves significant concessions on both sides. Eastern Germany 
granted a potentially lucrative domestic banking franchise to outside banks, but in 
return the country will benefit from a substantial transfer of capital resources as well 
as human and technical knowhow in the field of banking and payment systems 
management. In this regard, it is significant that Deutsche and Dresdner Bank have 
transferred some 1 600 of their own people to eastern Germany to manage the startup 
process and provide management training. Other German banks, including the Union 
of German Savings Banks, are engaged in similar, though less extensive, transfers of 
banking skills and knowhow. 

What practical implications are suggested by eastern German experiences for 
other central and eastern European countries? Given the limited time since the date 
of the reforms, any list is inevitably tentative: 
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/) Financial market reform and enterprise privatisation must be closely co¬ 
ordinated and follow a clear set of priorities- This is essential in order to 
minimise the fiscal costs of such reforms - no other central and eastern 
European country can anticipate the abundant external support enjoyed by 
eastern Germany for its reform efforts. 

n The setting of priorities for cleaning up enterprise balance sheets and 
financial reforms must begin with the adoption of audits using western 
accounting methodology that permits the government to rank enterprises 
and bank loans from the best to the worst. 

ui'i The recapitalisation of the banking system should create an institutional 
structure to manage the "work-out” of old restructured loans, access to new 
credits should 're tied to the enterprises' servicing of old loans according to 
their abilities. 

iv The rapid creation of a modern commercial banking system is feasible only 
if human skills and know how can be transferred quickly and on a significant 
scale. This seems unlikely unless countries are willing to grant interested 
foreign banks a significant domestic banking franchise without the legacy of 
past bad corporate debts. 

The eastern German experience also serves to highlight the considerable eco¬ 
nomic risks that western banks opening new branches or subsidiaries m central and 
eastern Europe are likely to encounter in any domestic lending activity during the 
transition to market-based economies. The banks' caution could rule out a substantial 
near-term role for foreign private banks in efforts to recast the existing banking 
system. Although the many new financial sector investments undertaken by western 
banks will have clear positive benefits, these ventures will not come close m the 
aggregate to matching the scope of western German involvement in eastern German 
financial markets. 

This suggests that financial market restructuring in central and eastern Europe 
could be viewed as a necessary precondition for the successful and rapid transfer of 
western capital into commercial banking in these economies Whether such a role for 
foreign capital in the hanking industry is desirable or not is up to the individual 
countries to decide. 

In the absence of such a decision, government involvement m financial sector 
management will continue strong; privatisation of existing financial institutions does 
not appear feasible in the short run. What is important is that central and eastern 
Euavpean authorities initiate the restructuring process as soon as clear priorities can 
be determined. The contribution of foreign capital in the banking industry may be 
expected to grow once progress in implementing key structural reforms is evident 
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Structural Conditions for a Stable Monetary Regime and 
Efficient Allocation of Investment: Soviet Country Study 

Wolfram Schrettl 

Introduction 

The monetary regime of Soviet-type economies has been a neglected subject for a 
long time, both inside and outside the relevant countries. However, interest in mone¬ 
tary matters has gradually increased, until all observers have come to understand that 
“money matters” in socialism. Recent efforts to transfer centrally planned economies 
into market economies has drawn even more attention to monetary policy. This paper 
sketches changes in the Soviet monetary system that need to be implemented to allow 
for a successful transformation of the economy. 

Implicit and explicit suggestions are made against a contemporary background in 
which there is a dramatic deterioration of the Soviet economic situation and its 
further prospects. One may argue that neither the economic status quo nor its dynam¬ 
ics are quite as bad as Soviet observers and events seem to tell us. However, the 
present author is convinced that the ongoing situation is dramatic. Therefore, special 
consideration has been given to the aspect of time needed to implement policy mea¬ 
sures. In fact, no effort is made to concoct any new clever systemic schemes; no grand 
novelties are suggested; and the recommendations do not describe an elegant and 
orderly transition. Rather my recommendations indicate the need to engage in a 
“quick and possibly dirty” operation. 

The sources from which the present paper derived some inspiration were main¬ 
stream economics and the experiences of the ongoing reform processes in Poland1 and 
eastern Germany (German Democratic Republic before the unification of Germany)2. 
Both economies provide most valuable learning and testing grounds for the larger 
task, the transformation of the Soviet economy. 

On the conditions for a successful transformation 

Past attempts to overcome the flaws of the Soviet economy focused first on 
“perfecting”3 the traditional command system. Subsequent references began to incor¬ 
porate more “market elements” into the system of central allocation. As is well 
known, there never was any clearly identifiable positive effect. My interpretation of 
the Soviet discussions on economic reform is that only recently has the aim of the 
reform measures changed in a fundamental way. The almost-fully-declared objective 
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is to introduce a “competitive capitalist democracy”4, no matter what sort of rhetori¬ 
cal packaging is being applied. 

It is a fundamental assumption5 of the present paper that going “all the way” to 
a competitive capitalist democracy is the only promising recipe for a successful 
economic reform of the Soviet (or any Soviet-type) economy. Any hesitation along the 
way is bound to lead to failure: institutional elements of a market type will remain 
“empty institutional shells” unable to fulfil any of the expectations connected with 
their establishment as long as economic reforms fall short of the creation of a full- 
fledged market economy. 

Although the view expounded in the above paragraph may be regarded as a 
theoretical insight, it would help save us a lot of energy if we looked at it as an 
empirical regularity. In view of the present Soviet problematique it may nevertheless 
be worthwhile to make explicit one or two of the theoretical considerations underlying 
our point of view. 

On corruption 

Let us first look at the phenomenon of corruption. Corruption is known to be 
pervasive in the Soviet economy. In Soviet-type systems in general, the full extent of 
corruption usually becomes known only after the fall of a given regime. While the 
moral outrage in those countries may be understandable, it does not properly address 
the core of the issue. In the economic literature, corruption is seen in imperfections of 
the competitive process. In the Soviet context, it is more useful to focus on the aspect 
of ownership. Allocation of resources in the Soviet economy is, at least much more 
frequently than in Western economies, made by non-owners. The allocation of 
resources by non-owners increases the possibility and likelihood of corruption because 
non-owners receive at most a fraction of the gains in income and wealth created by 
their decisions. Efforts to avoid the emergence of such behaviour are costly and thus 
can never be comprehensive. In short, the need to base the new Soviet reform squarely 
on private ownership of resources may not only be justified by traditional arguments, 
such as proper evaluation of risk or establishment of wealth incentives (rather than 
only income incentives), but also by the need to eliminate misallocation of resources 
due to corruption6. 

On democracy 

A second theoretical consideration focuses on the economic role of democracy. 
One frequently encounters, also in Western discussions, a certain neglect of the 
relation between politics and the time horizon of entrepreneurial decision making. 
This amounts to a careless switch from assuming an unchanged political environment 
to assuming the latter’s unimportance (from ceteris paribus to ceteris levibus, so to 
speak). If entrepreneurial decisions are to be made with the proper long-run perspec¬ 
tive, then entrepreneurs need to have equally long-run confidence into the rules of the 
economic game. Democracy can provide a sufficiently long time horizon7. 

At the same time, democracy bestows upon any government the legitimacy 
necessary to implement radical measures. It is well known that Soviet advisors 
expressed their envy vis-a-vis Poland on precisely that point, and rightly so. A new 
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alliance between the centre and the republics or, more specifically, the one between 
Gorbachev and Yeltsin that now appears to have emerged8, may be helpful in the 
direction of legitimacy. From this perspective, it remains to be seen whether genuine 
free elections can temporarily be avoided. I am inclined to believe not, certainly not in 
the longer run. Over a short-term horizon, with the new reform package finally agreed 
upon, the coalition behind the reform will need credibility. The full legal underpin¬ 
nings for the new reform are unlikely to be in place in time, at least not in an 
operational sense. So there needs to be a credible commitment on the part of the 
reformers that the reform is going to be pushed through. This commitment is of 
crucial importance for individual economic agents, including foreign ones, whose 
behaviour is a direct function of that commitment. The persistence of wait-and-see- 
attitudes can do considerable damage. In Poland and even in the eastern Germany, 
despite all those headlines to the contrary, such attitudes still prevail and are very 
hard to overcome9. That seems to suggest that the utmost needs to be done in the 
Soviet Union to build up the confidence both of the domestic and the international 
investors’ community in the sincerity and persistence of the reform effort. 

While the above remarks on corruption and on democracy were meant to suggest 
the need for a well-functioning market economy, with both private ownership10 of 
resources and political democracy, in the end we began to make recommendations. 
This may be quite appropriate on specific points. However, on issues of a general 
character we tend to hold the view that, further recommendations are unnecessary at 
the present stage. In particular, we assume that the leadership has understood the 
inevitability of i) multi-party democracy, ii) private ownership of resources up to a 
“critical mass”", including ownership by foreigners, i.e. foreign direct investment12, 
iii) a complete set of markets (in a macroeconomic sense, i.e. comprising markets for 
goods, land, labour, and capital13). 

This also means that the Soviet Union cannot afford much further tinkering with 
socialism - other than for rhetorical purposes, as long as it remains a necessity to 
assuage some segments of the population14. Thus, the task for the Soviet leadership is 
now to establish something like a working market economy of the Western type15 and, 
in addition, to do so at a pace that helps to cushion the ongoing economic collapse. 

On sequencing 

In the newly developing tradition of studies on the “transformation” of planned 
economies, the sequence of reform steps is given considerable attention. The discus¬ 
sion is mostly confined to how to sequence the liberalisation of macroeconomic mar¬ 
kets (for goods, land, labour, capital, and foreign exchange). Particular sequences are 
thought to differ with respect to the sum of disadvantages they generate. A preferred 
sequence appears to be the one that minimises the sum of these disadvantages16. 
While sequencing may be of some importance, the Polish and eastern German exam¬ 
ples seem to indicate that i) speedy implementation of individual measures, ii) reduc¬ 
tion of the time-intervals between the individual measures, iii) speedy correction of 
policy mistakes, and iv) doing well whatever is being done17 may be of overriding 
practical importance. 

A major justification for this relative neglect of the sequencing issue is found in 
the political context of the transformation process. The opponents of a complete 
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transition to a market system have rallied, for lack of a viable alternative, behind 
gradualist slogans. The arguments and policies of gradualism put issues of equity at 
centre stage, as if the goal, now that socialism is gone, were to find at least a “socialist 
path to capitalism”. If one does not consider that search futile, one should at least be 
aware that to strengthen gradualism may de facto mean to strengthen the opponents 
of a transition, those who use the sequencing discussion as a pretext, if not for 
preventing change, then at least for doing nothing at all or as a red herring for the 
naive. 

From an analytic point of view, it may be questionable whether an optimal 
sequence can be identified in a theoretically and empirically satisfying way. 
Moreoever, institutional change itself is endogenous. Thus, if distortions are indeed 
created by a “wrong” sequence of measures, then these distortions serve also as a 
powerful incentive to “fill the gaps” in a given set of incomplete reform measures. The 
relative absence of glaring gaps could in effect slow down progress. 

Finally, the emphasis on speed in the implementation of the transition is not only 
motivated by the desire to eliminate allocative inefficiency in the traditional sense but 
also (and even more) by the conviction that, under contemporary Soviet circum¬ 
stances, arbitrage opportunities created by gaps in the transition process are unlikely 
to remain unused for very long. In other words, policing limited liberalisation of 
markets appears to be next to impossible, resulting in a wealth of undesirable 
developments18. 

On the elimination of the monetary overhang 

Whatever the views on the issue of sequencing may be, elimination of the 
monetary overhang, whose existence nobody questions anymore, is invariably consid¬ 
ered one of the essential elements of any reform package. The origins of the overhang 
can be traced back to a number of policies of the recent past, i.e. mostly during the 
second half of the eighties. Thus, Gorbachev’s early attempts at “acceleration” by 
modernisation included, inter alia, that priority was given, up to and including 1988, 
to investment rather than to consumption (with nominal wage growth continuing as 
before). Furthermore, the growth of defence expenditures continued undiminished 
(also up to and including 1988), and then there was of course the infamous anti- 
alcohol-campaign which reduced supply and redirected demand to alternatives. 

Several reasons contributed to the authorities’ loss of control over wage-growth. 
One of them is the rapidly expanding network of cooperatives that has managed to 
bridge effectively the gap between the two “monies”, i.e. the accounting money used 
for inter-enterprise payments and the cash used for transactions between the firm/ 
state and the household sectors. As a result, the monetary overhang in the enterprise 
sphere has begun to add to the overhang in the hands of the population. 

The size of aggregate excess demand on the consumer goods market is unknown, 
though most estimates put it at somewhat over 160 billion rubles, roughly one third of 
annual (constrained) consumption expenditures. The total stock of savings that could 
turn into potential demand amounts to an estimated 400 to 500 billion rubles. If 
present trends of disposable income and production continue, the aggregate excess 
demand will continue to increase19. 
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A political aspect 

It is worth noting that the monetary overhang creates problems for both the 
traditional command system and any conceivable new market system. The elimina¬ 
tion of the overhang is a precondition for the effective functioning of a market system, 
but it also rehabilitates to some extent the environment needed for the functioning of 
the old command system. Therefore, the precise method of reducing the monetary 
overhang may also have some political significance. In particular, siphoning off the 
overhang too early, i.e. before further progress towards market reforms has been 
secured politically, may undermine the transformation process20. It is not surprising, 
therefore, that Soviet proponents of the old system tend to favour methods of elimi¬ 
nating the overhang that do not further destroy the command economy, especially a 
currency reform21. Other methods, such as price liberalisation of the Polish type, or 
massive privatisation, such as envisaged by Petrakov et al. in early summer of 1990 
and later included in the reform package of Shatalin et al.11, have the advantage of 
also overcoming and replacing a significant part of the command system. 

Techniques 

The elimination of the monetary overhang, via a currency reform appears to have 
been ruled out already. This was probably a wise decision, not only because of the 
political risk mentioned above, but also because under contemporary Soviet conditions 
it would be impossible to maintain secrecy about the preparations for a currency 
reform. As a result, the willingness to keep ruble-balances would be reduced to zero 
(or at least to vastly lower levels than even now). In the meantime, the likely 
consequences for the real sector of the economy would be disastrous. 

As to the other two principal methods of eliminating the monetary overhang, 
price increases (administrative or by price liberalisation) or an increase in supply 
(consumer goods and assets), the most important point seems to be that neither 
approach can be successful without being followed almost immediately by the other. 
Price increases may be enacted in the form of a “shock therapy”, characterised by a 
radical price liberalisation (including abolition or at least a significant reduction of 
most subsidies) combined with a restrictive monetary (and fiscal) policy23, which, in 
the Polish case, has successfully eliminated the monetary overhang. Of course, Polish 
elimination of the monetary overhang included a final burst of hyperinflation, lasting 
a little more than two months. 

Alternatively, price increases may be enacted in an administrative way as envis¬ 
aged in the original Ryzhkov (All-Union) Government plan. The political drawback 
of this approach has already been outlined above. Incidentally, an improvement on 
both variants of price increases may be to combine an initial administrative increase 
of prices, say a doubling, followed immediately by subsequent price liberalisation. If 
done properly, that may not only avoid the above-mentioned political risk, but it may 
also save the economy the two to three months it takes to get through the period of 
(hyper-) inflationary adjustment. 

In any case, the Polish example demonstrates that radical price liberalisation, if 
not immediately accompanied by an equally radical change of other aspects of the 
economic system, may yield disappointing results. More specifically, much too timid 
plans were envisaged for the privatisation of state enterprises and the development of 
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capital markets (including commercial banks). As a result, a recession is unfolding, 
characterised by sharply increasing unemployment, sharply declining real incomes, an 
almost non-existent “supply reaction” and precious little private foreign investment. 
The Polish Government and its international (credit-giving) advisors are now strug¬ 
gling to speed up, as can be seen from the heightened privatisation activity and the 
attempt to mount for the commercial banking system an effort similar to the one 
currently under way for the central bank. 

The Polish example seems to reveal the weakness of asymmetric “shock-therapy” 
(a radical brake on inflation, but a slow change of the system’s institutions). At the 
same time, one should recognise that price liberalisation combined with restrictive 
monetary policy at least creates pressure on the government to avoid the deepening 
and eventual perpetuation of what is euphemistically called a “transitory” recession. 

The elimination of the monetary overhang through increased supply as envisaged 
in the original Shatalin plan, i.e. privatisation, de-monopolisation and other institu¬ 
tional reforms to be introduced before price liberalisation, also has drawbacks. As far 
as elimination of the monetary overhang is concerned, it is for all practical purposes 
impossible ever to sell enough company shares to the general public so that the latter 
eventually stops forming queues for milk and meat. In particular, the structure of 
prices cannot possibly be rationalised in this way. But it then will also be very hard to 
determine exactly when the aggregate monetary overhang has successfully been 
eliminated24. In other words, there is no way to avoid freeing prices at some point. 
That, too, will result in considerable inflationary adjustment25. Thus, implementing 
institutional reforms first, i.e. before price liberalisation, is not a promising way to 
avoid a shock to the price-level - and can of course never be a way to prevent a shock 
to the structure of relative prices. 

Furthermore, privatisation does take some time. What are Soviet entrepreneurs 
expected to do with the newly acquired companies? The continuation of production at 
loss-making prices until institutional reforms are eventually completed is unlikely. 
Either subsidies will have to continue or the enterprises are going to be closed down 
right away (if buyers can be found for them, under such conditions, in the first place). 
In the latter case, unemployment will result. The question has to be raised at this 
point, what sort of unemployment/recession is to be preferred: unemployment result¬ 
ing from moving toward a market-clearing structure of relative prices (in the admit¬ 
tedly limited Polish sense) or unemployment resulting from an obviously not market¬ 
clearing structure of relative prices. Such an “irrational” structure of relative prices 
would prevail under the Shatalin plan, but clearly also under the Ryzhkov plan of an 
administrative increase (let’s say doubling) of present Soviet prices. If unemployment 
is really unavoidable, then it should at least affect the “right” producers, those who 
either do not meet the demand or do so inefficiently. In particular, the Shatalin plan 
may result in the “wrong” type of unemployment. 

A further consideration is that the Shatalin-approach contains a “time-bomb”. If 
privatisation and demonopolisation are to be implemented first, then price liberalisa¬ 
tion will almost invariably mean price increases of the goods produced by the newly 
privatised firms. The angry reaction of the Soviet public to the relatively small-scale 
problem of co-operative prices should suffice to demonstrate the potentially explosive 
political side-effects of such an approach. 
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The alternative approaches of Ryzhkov (administrative prices increases) and of 
Poland (price liberalisation) look from this perspective more attractive. In either case, 
the initial price increases after price reform would be introduced by state enterprises. 
The ensuing privatisation (assumed it comes at all and, furthermore, does so suffi¬ 
ciently fast) can be expected to drive down the prices initially raised by state enter¬ 
prises. Consequently, the dramatic initial (administrative or market-driven) hyperin¬ 
flation cannot be blamed on the newly privatised enterprises. In the Soviet Union, 
putting the blame on the government rather than on “new capitalists” could prove 
quite helpful politically. In general, one would expect a major impediment to such a 
procedure to be the difficulty for a government lacking sufficient legitimacy to intro¬ 
duce radical price liberalisation in the first place. In the specific Soviet case, it was the 
government that favoured price increases and it was the president who shied away 
from them, at least for the time being and at least partly26. If a (hyper-) inflationary 
adjustment were to take place in the Soviet Union “by default”, as one may expect in 
the wake of administrative increase in wholesale prices, then this does not necessarily 
have to be seen in quite so negative terms (as most observers seem to do now). A 
bigger problem may rather emerge from a relative absence of complementary sys¬ 
temic change, like in the Polish case27. 

Elements of a workable financial infrastructure 

It is widely accepted that no matter how the monetary overhang is going to be 
eliminated, some “transitory” recession will almost inevitably emerge. Among the 
conditions that will then need to be either in place already or will have to be developed 
within a short time-span, the existence of a complete set of (macroeconomic) markets 
has already been mentioned. In this section, we shall focus on some aspects of the 
infrastructure necessary for a workable financial sector. 

The present soon-to-be-replaced Soviet banking system came into being partly as 
the result of a July-1987 decree. It was implemented from 1988 when the old 
“monobank”, Gosbank, was split into a residual Gosbank and a number of sector- 
specific, non-competing banks28. That development had little to do with a market- 
oriented two-level banking system. However, as a consequence of the 1987 reform the 
number of “bankers” in the country seems to have increased substantially, judging by 
some complaints about “newly created bureaucracies”. From this perspective, the 
1987 reform may have been a useful intermediate step towards building up at least 
some of the staff and some of the qualifications needed for modern banking. A second 
development, falling into the period after the old monobank system, is the mushroom¬ 
ing of small “commercial” and “co-operative” banks. Although they number several 
hundred already, their quantitative significance is still minuscule29. 

The approach taken in the Soviet Union to banking system reform parallels those 
already under way in other emerging market economies. Thus, present Soviet plans, 
though still on the drawing board, include the formation of a two-level banking 
system30. There can be little doubt anymore, that a Western-type central bank is to be 
established which is intended to conduct an independent monetary policy. At the 
same time, genuine commercial banks are to be created which should compete against 
each other both regarding deposits and credits. Unfortunately, it is much easier to 
decree such a banking system than it is to ensure its proper functioning. The problems 
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relate both to the internal organisation of the newly created banks and to the charac¬ 
teristics of the economic environment in which they operate. 

Central bank 

Concerning the modernisation of the functions and operations of Gosbank, it 
appears indispensable that the Soviet Union rely on the experience of Western central 
banks. The relevant know-how is concentrated in those institutions, rather than being 
spread widely. As is well-known, there exists a procedure that is presently being 
applied to the Polish central bank, and thus at least has been tested to a certain 
extent. There, the International Monetary Fund (IMF) is co-ordinating technical 
assistance by half a dozen Western central banks in different areas: banking supervi¬ 
sion, money market and short term securities (as instruments of monetary policy), 
monetary and balance of payments research, payments system, foreign exchange 
market operations, internal accounting and audit procedures, and so forth. In the 
Soviet case, the prevailing urgency of the problems argues in favour of the “proven 
Polish method”. However, full use of IMF resources is impossible until the Soviet 
Union becomes a member of the IMF. At the same time, it is conceivable that the 
individual Western central banks would have mounted the necessary effort even 
without the co-ordinating activity of the IMF. However, one may question the willing¬ 
ness of each individual bank to join the effort due, for example, to concern that 
participation in such a project would have posed major political issues for the banks. 
Nonetheless, various signals indicate that such an uncoordinated effort was already 
under way well before the Houston Summit cleared the path towards direct involve¬ 
ment of the IMF, OECD, World Bank, and EBRD. 

Given the experience Western central bankers have acquired as a consequence of 
their involvement in Poland, it seems feasible that the Soviet operation can be 
successfully completed within an even shorter period of time. However, this would 
only apply to issues such as accounting standards (both for internal purposes and for 
dealings with future commercial banks), and other relatively technical problems 
(including hardware and software). A more difficult task concerns the quality and 
quantity of the available staff. The experiences gathered by the Bundesbank in 
eastern Germany indicate that, with few exceptions, the training of the eastern 
German central bank staff leaves a lot to be desired. As a result, the Bundesbank 
found it indispensable to deploy a total of roughly 300 of its own staff into eastern 
Germany, reportedly occupying completely the upper ranks in the respective hierar¬ 
chy. While this is an extreme example, it suggests that the required deployment of 
Western central banks’ staff might run into the thousands if a fully water-tight effort 
were to become necessary in the Soviet Union. Deployment of Western central bank 
personnel on such a scale appears to be unlikely. Rather, this example provides an 
upper bound on any potential Western staff requirements. 

Even harder than the training of the personnel will be the problem of establishing 
the credibility and the reputation of a Soviet central bank. As is well known, these 
seemingly intangible factors are crucial to the effectiveness of central bank policy. 
Soviet plans aim at giving the central bank an independent status, which should 
prevent the government from financing budget deficits by the “printing press” and 
from appropriating deposits in savings banks. It remains to be seen, of course, how far 
these intentions will be put into practice. 
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The method now discussed, and incorporated in the draft laws on banking, is to 
achieve this objective by subordinating the central bank to the Supreme Soviet 
(rather than to the government). This appears to be rather less than the ultimate form 
of independence which, these days, is identified mostly with the Bundesbank. While 
the construction envisaged now does not preclude a conduct of monetary policy 
geared towards price stability, the wisdom behind the decision to leave loopholes that 
potentially allow a continuation of past practice is questionable. Furthermore, while 
the recent Gorbachev plan contains a provision that explicitly forbids the monetisa¬ 
tion of fiscal deficits, it gives at the same time the right to the president to issue 
“limited” amounts of short-term credit. In any case, the actual policies pursued by the 
central bank (or by the Supreme Soviet or by President Gorbachev) will quickly show 
its mettle and allow it to establish credibility (or lack thereof). One possible way31 to 
accelerate the build-up of the necessary reputation may be an early clash with the 
government, ending in a clear victory for the central bank. This alone, however, will 
not suffice to create the environment necessary for an independent and effective 
monetary policy. These issues will be discussed later. 

Commercial banks 

On a formal level, the creation of independent commercial banks can be achieved 
fairly easily, and is indeed envisaged in the draft law on commercial banking. Thus, 
commercial banks will presumably be created by decreeing the independence of the 
existing sectoral banks, plus possibly through a number of new banks. In the 
Gorbachev plan, the objective is the transformation of the state-owned specialised 
banks into joint-stock commercial banks. Only the savings bank is to remain under 
state ownership. The new commercial banks supposedly will not be privately owned 
but rather “socially owned,” thus maintaining “socialist choice.” Upon closer inspec¬ 
tion, ownership by joint-stock companies, though the shares may be owned by individ¬ 
uals, counts as “social ownership”, rather than private ownership, under the new 
definition of socialism32. Shares of the new banks are indeed to be widely held33. In 
any case, a system of “universal” commercial banks is to be established, comple¬ 
mented by a number of specialised institutions such as pension and investment funds, 
broker and leasing firms, etc. Therefore, it appears that the system will be modelled 
after the German universal bank system with some elements added from the U.K./ 
U.S. system. 

Of course, many problems remain to be solved. Again, as is the case with the 
central bank, a number of circumstances internal to the commercial banks will create 
considerable difficulties. For example, one will be the application of accounting stan¬ 
dards to the commercial banks themselves. The importance of the accounting stan¬ 
dards derives from the necessity to assess the quality of the banks’ assets. Further¬ 
more there are the usual technical problems related to hardware and software as well 
as the problems of training the banks’ staff. 

The task differs however from reforming the central bank, not only regarding its 
precise contents, but more importantly with respect to the larger dimension of the 
problem. As an indication of this, it may be worthwhile to look at the number of 
senior officers that western German commercial banks are deploying in eastern 
Germany. Their total number is a minimum of 1 500. This number includes not only 
officers of western German banks that have taken stakes in eastern German banks, 
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but also some personnel deployed on a good-will basis by western German savings and 
co-operative banks. While the example may again be an extreme one, one should 
nevertheless keep in mind that mounting a similar effort in the Soviet case could 
require deployment of tens of thousands of Western staff. Clearly, there exist numer¬ 
ous reasons why such an excessive approach is not needed (and even more reasons 
why it may not be possible). Most importantly, Soviet bankers are already being 
trained in considerable numbers in the West. I do not have any precise figures, 
however anecdotal evidence leads me to believe that their number might go into the 
hundreds. In the wake of the recent agreements34, the number of Soviet personnel 
trained in the West should increase sharply. 

One of the largest gaps in the qualification profiles of Soviet bankers is likely to 
be in the area of credit judgement. While this gap clearly needs to be filled, even more 
serious difficulties will be encountered when applying Western accounting standards 
to Soviet enterprises seeking credit. Under present conditions, it is virtually impossible 
to pass judgement on the creditworthiness of Soviet companies, which in turn also 
makes it extremely hard to evaluate the quality of the assets of Soviet banks. But not 
only inadequate accounting rules are responsible for the present problems. Other 
difficulties are related to the lack of market-clearing prices of assets and to the 
distorted economic behaviour of firms, resulting for example in balance sheets that are 
typically overloaded with stocks of inputs. 

Since balance sheets of Soviet banks contain huge amounts of dubious assets, 
i.e. bad debt, it will be necessary to write down those assets. The problem is likely to 
become even more explosive fairly soon. Once a recession begins to unfold in the wake 
of eliminating the monetary overhang, the number of de-facto-bankrupt companies 
will sharply increase, with obvious effects on the asset-side of the banks’ balance 
sheets. This problem may be accentuated further by the possibility of an explosive 
expansion of mutual credit among state enterprises, mostly in the form of more or less 
involuntary trade credit. Irritatingly enough, the Gorbachev plan calls for an expan¬ 
sion of inter-firm trade credit as a means of reducing bank credit35. 

Similar problems exist in Poland. In the field of Polish commercial banks the 
World Bank is mounting an effort parallel to the effort of the IMF regarding the 
Polish central bank. While the IMF’s task in principle can be solved rather swiftly, 
the activities of the World Bank concerning Polish commercial banks will take many 
years to complete due to the scale of the problem. Should the Soviet Union consider to 
proceed along lines similar to the Polish example (although it appears unclear so far36, 
exactly who in the West would organise such a project), it is highly risky to count on 
the timely success of such an approach. The risk would be much lower if the Soviet 
Union were willing to prepare the ground for a more active role of Western commer¬ 
cial banks in the Soviet Union. There are indications that the Soviet Union will follow 
such a course37. It is unclear, however, whether the Soviet Union will do so on a 
sufficient scale. 

In any case, it appears indispensable that the legal framework in which commer¬ 
cial banks are supposed to operate be suitably modified. Most important, ownership 
rights for land and other property need to be clarified. If commercial banks are 
expected to act as efficient financial intermediaries, the procedures for access to 
collateral will need to be well-defined38. The crucial importance of stable and well- 
defined ownership rights has become empirically obvious again in the State and Unity 
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Treaties in Germany. Such property rights greatly facilitate access to and reduce the 
cost of credit39. 

The environment for a workable financial infrastructure 

The importance of a “complete” set of reform measures for a successful transfor¬ 
mation of the Soviet economy has already been spelt out in general terms above. At 
this point, some of the conditions that need to be fulfilled by the immediate environ¬ 
ment of the newly-to-be-established two-level banking system will be clarified in more 
specific terms. 

Collateral and horizontal capital flows 

For some time to come, the general economic environment in the Soviet Union 
(or in the case of independent republics) will be characterised by considerable uncer¬ 
tainty. From a banker’s point of view, one of the most damaging uncertainties is the 
relative lack of reliable ways to assess the creditworthiness of both newly founded and 
old companies. Unless all horizontal capital flows are to be arranged by way of 
venture capital, “junk bonds” or personal bank credit, all of them either quite costly 
or quite limited in potential scope or both, ways must be found to reduce the credit 
risk as seen from the side of the credit-giving units. The easiest way to convince a 
banker of even the craziest business idea is to come up with ample collateral. The 
higher the uncertainty, the more collateral is typically needed. 

A simple method to spread potential collateral in the Soviet economy is to 
increase the “net worth” of individuals or of credit-seeking institutions in general. 
One may even argue that, other things equal, the uncertainty prevailing in the Soviet 
economy requires even larger amounts of such “net worth” to facilitate horizontal 
capital flows than in a well-established market economy, i.e. the necessary “critical 
mass” of private ownership may have to be even higher. One way to spread the 
necessary wealth is to privatise state assets “free of charge” in the way discussed in 
Czechoslovakia40. Another way would be to let banks “collect” (from state enter¬ 
prises, for example) the collateral for non-performing loans and auction it off, thus in 
effect decentralising the business of privatisation to the new commercial banks (rather 
than monopolising the task in some privatisation agency). 

In any case, one of the most useful assets, when it comes to collateral, is certainly 
land. It is one of the legacies of the old Soviet system (or any Soviet-type economy) 
that the value41 of physical capital is rather limited. Thus, given the relative dearth of 
other assets that can be privatised under Soviet circumstances, it would be unwise, 
from the perspective of facilitating horizontal capital flows, not to privatise land42. As 
is well known, privatisation of land is one of the reform measures where Gorbachev, in 
“his” plan, is said to have balked. On the other hand, the adopted approach by the 
Soviet Government, i.e. decentralisation to the republics of the decision on the 
privatisation of land, may well be an effective method of achieving the intended 
privatisation while at the same time fragmenting the opposition by dispersing its ire 
over multiple targets. Incidentally, the Gorbachev plan does call for quick imple¬ 
mentation of land reform in the republics. Furthermore, the plan calls for fast resolu- 
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tion of the legal problems surrounding the use of land and other property as collateral 
for obtaining bank credit, in particular credit from foreign banks43. 

Monetary policy: some conditions 

An effective monetary policy seems also to be facilitated by accelerated privatisa¬ 
tion. As the Polish and earlier Yugoslav cases demonstrate, state-owned companies go 
much further than privately owned companies towards granting each other trade 
credits in the event of monetary restriction. Before monetary restrictions become 
effective, large numbers of enterprises may be ruined financially. As was already 
mentioned before, the Gorbachev plan indeed envisages expansion of such inter¬ 
enterprise trade credits, thus even reinforcing that negative tendency. 

A further requirement for a modern banking system to function properly sounds 
almost too trivial to be mentioned here. However, there have been cases where the 
independence of a newly established central bank has been solemnly declared without 
prior creation of the conditions for independent monetary and fiscal policies. If finance 
ministers in need for funds should not be forced either to empty (in the traditional 
Soviet ad hoc way) the enterprises’ or savings banks’ coffers or to order the central 
bank to “print money” (in which case monetary and fiscal policies are automatically 
conducted uno actu), some market-driven “funds-window” should exist, preferably 
non-distorted markets for money and capital. Thus the establishment of such mar¬ 
kets44 is a sine qua non for the functioning of an independent central bank. The easiest 
way to establish those markets may be to leave the task to the newly-to-be-created 
commercial banks in conjunction with the other institutions mentioned above, 
i.e. insurance companies, pension funds, etc. The Gorbachev plan explicitly envisages 
establishment of the necessary financial markets. 

A remark on convertibility 

A final issue that attracts considerable attention in the Soviet Union is that of 
convertibility of the ruble. Originally, Soviet plans seemed to prefer a very slow path 
to convertibility. More recently, a certain need seems to have been perceived to 
accelerate the process45. However, the Gorbachev plan envisages “internal convertibil¬ 
ity” only for the last stage (stage four46) of the transition process, with full convertibil¬ 
ity to follow “gradually” over some unspecified later period. “Internal convertibility” 
is understood as comprising convertibility for transactions on current account only 
(rather than transactions on capital account as well) and only by residents. The 
definition of resident does however comprise foreign-owned companies. The objective 
of introducing internal convertibility is to achieve liberalisation of imports while at the 
same time preventing undesirable capital flows. This path to convertibility is now 
standard in the emerging market economies and is also in line with the advice given 
by the IMF to Poland. 

One of the fears expressed on the Soviet side in connection with early convertibil¬ 
ity is that there would be an outflow of funds from the country. Domestic goods are 
rightly considered attractive neither to Soviet buyers nor buyers on the world market. 
On the other hand, Soviet buyers would reveal a large hunger for foreign goods. As a 
result, it is feared that with a fixed exchange rate the Soviet Union would suffer from 
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loss of hard currency reserves and with a flexible exchange rate the value of the ruble 
would collapse. These problems occur even when convertibility is only “internal”. 
With full convertibility, a further fear is added, that of capital flight. To avoid either 
of those outcomes, it is suggested to phase in convertibility slowly. What this involves 
in detail is not always clear. 

Major difficulties with limited convertibility arise from i) general contemporary 
conditions which differ considerably from the frequently cited examples of countries 
in the West that introduced convertibility only relatively late and iij from specific 
Soviet conditions. The first factor means that the historical yardstick may be the 
wrong yardstick. What may matter more with respect to the degree of convertibility is 
the extent of contemporary competitive pressure on governments. One may argue that 
competition is much stronger compared to the early post-war period. 

The second factor means that it may be extremely difficult to successfully police 
limited convertibility. It is to be expected that attempts to limit convertibility will 
necessitate considerable and possibly quite destructive efforts of enforcement. The 
negative effects may damage the newly emerging market elements in the domestic 
economy by again nourishing the black market. The milder phenomenon is certainly 
smuggling of consumer goods, in either direction - depending on the exchange rate. A 
more serious black market will, however, develop with respect to capital flows. If 
convertibility is to be limited in that respect, its immediate effect will most likely be to 
inhibit the inflow of capital. At the same time, numerous possibilities exist (increasing 
daily with the ever-growing autonomy and ability of Soviet firms to conduct direct 
foreign trade activities) for capital flight, inter alia by hiding away capital flows in 
current account transactions47. Thus, limited convertibility may effectively drain the 
country of capital resources, especially of the much-desired inflow of non-debt creat¬ 
ing private foreign capital. 

As to the general Soviet fear of a collapsing ruble in case of convertibility, one 
may first ask whether this would be such a bad thing. It could be argued that 
devaluation of the ruble to a level that brings the currency in line with, say, the Polish 
zloty may actually be helpful. And this is of course the main mechanism for (active or 
automatic) control of undesirable trade flows. As to the specific Soviet fear of a 
collapsing ruble in case of convertibility on the capital account, it needs to be con¬ 
fronted with the Soviet fear of foreigners buying up land and companies48. If the latter 
fear is justified, then this implies an upward, rather than a downward, pressure on the 
foreign exchange value of the ruble. The inflow of foreign capital may also occur as a 
result of a restrictive monetary policy, i.e. when an interest rate differential, possibly 
with the expectation of a revaluation, attracts (speculative) funds. In any case, the 
above observations point to a possibility that appears to be underestimated, i.e. the 
potential to attain a set of acceptable “equilibria” not only by traditional policy 
instruments (in particular, monetary and fiscal policy) alone, but rather in conjunc¬ 
tion with systemic (reform) policy and most importantly without direct restrictions on 
capital flows. More specifically, structural changes that attract foreign direct capital 
may help underpin macroeconomic stability. 

The above remarks were less meant to suggest a solution to the problem of 
convertibility but rather to emphasise two aspects of the issue that are of particular 
importance in the Soviet context. First, limited convertibility has the potential to 
create arbitrage problems at least as big as in the worst known cases. The side-effects 
of limited convertibility may be quite damaging to the newly emerging market 
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system. Second, under the given circumstances, an appropriate way to monitor and 
control undesirable capital flows may, be found rather in letting them occur as much 
as possible in the open and trying to react to them with the help of policy instruments 
that conform to the market-system as an allocation mechanism. 

Concluding remarks 

The target in the process of transformation of centrally planned economies is 
rather well defined, both in its general aspects and in the specific aspects discussed in 
the present paper. From that angle, the process can be described almost exclusively as 
one of imitation. The possibility of innovation exists more with respect to the precise 
paths of transformation49. There, a considerable degree of uncertainty seems to pre¬ 
vail, some intrinsic, some due to the time pressure50. That time pressure is already 
enormous, and is likely to grow worse as the economy deteriorates and unavoidable 
errors are made in the transition process. Under such circumstances, the chances of 
economic “survival” may be significantly enhanced if we conclude that a certain 
degree of confidence can be placed on the ability of Western commercial banks and 
financial institutions to speed up the process of creating a workable financial infra¬ 
structure. Paving the way for Western commercial banks’ and financial institutions’ 
effective involvement in that infrastructure may be the safest bet available to find the 
amount of privatisation and convertibility required for the effective functioning of the 
rest of the economy. 

122 



Notes 

1. Schrettl, “Transition...” 

2. Schrettl, “Monetary and Economic Integration...” 

3. The notorious sovershenstovovanie. 

4. That may have been the objective of some crucial players all along, i.e. at least since 
1985. 

5. Of course, it is an assumption, rather than a result, only for the purposes of the present 
paper. 

6. “Side payments” is the game-theoretic term. More important than language, however, is 
to see the Soviet reality. Thus, one may safely expect, to give a concrete example, that it 
is easier to bribe some Gossnab official into diverting resources than it is to do the same to 
a co-operative producer of a given commodity. (Or, to generalise: it’s easier to undermine 
the plan than the market.) 

7. “Leftist dictatorships” to do. (Soviet complaints that cooperatives make millions but do 
not invest all those millions should be seen in that light.) “Rightist dictatorships” may 
provide a sufficiently long time horizon simply because they may provide 150 per cent 
security for private property. Ironically, when Western leftists want to demonstrate the 
feasibility of a market system even without democracy, they frequently refer to right- 
wing regimes (“Look at South Korea!”). It seems to be harder to give examples of left- 
wing regimes with a successful market economy. (At the same time it may be necessary, 
in order not to be misunderstood, to point out that right-wing dictatorships are neither 
desirable nor, in my view, stable politically, at least not in the long run.) 

8. Upon closer inspection, the fierce disagreement with the presidential programme that 
Yeltsin (“Speech...”) expressed in his republic’s Supreme Soviet appears to be quite 
superficial in that he intends to go along with each and every decree and law coming from 
the union. 

9. The process of German unification was, and still is, accompanied by, sometimes desper¬ 
ate, attempts to nail down the crucial factors determining agents’ attitudes and expecta¬ 
tions, including those regarding ownership rights. This is visible in the State Treaty, in the 
Unity Treaty, as well as in current political and legal efforts. 

10. Clearly, private ownership need not be pervasive. More on the necessary qualifications 
later. 

11. An attempt to make the term less vague will be given later in the paper. 

12. For example, Gorbachev, 20 April 1990, and Petrakov, 24 April 1990. In October 1990, a 
decree and a law were discussed, effectively confirming the earlier announcements. 

13. A market for foreign exchange is assumed to be included in that list. Convertibility will 
be discussed later in the paper. 

14. Furthermore, Gorbachev has recently managed to redefine socialism in a way that effec¬ 
tively dissolves it as a stumbling block on the way to capitalism. (Of course, he still rejects 
capitalism, nominally at least.) 
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15. Of course, this includes Japan, a more recent role-model (now that Sweden seems to have 
lost some of its attractiveness to Soviet politicians.) 

16. More precisely, trade is to be liberalised early on, together with the introduction of 
convertibility on current account, in order to expose domestic producers to world market 
relative prices and competition. Of course, the exchange rate determines the extent of 
such competition. After liberalism of the goods market follow the labour market, then the 
capital market, and finally, in the sense of full convertibility, the foreign exchange 
market. For example, the paper by Pitzner-Jorgensen. 

17. This may sound trivial to economists used to selection problems among alternatives along 
some “production possibility frontier”. The ongoing German monetary and economic 
union demonstrates iv) to be a major issue. In general, while it is not so clear which path/ 
sequence of transition is optimal, it is quite clear that opportunities to fumble loom large 
along each path. The latter problem may well be weightier than the possible selection of a 
suboptimal path of transition. 

18. See below the remarks on convertibility. 

19. For example, most of the players now on centre-stage (e.g. Gorbachev, Rzyhkov, Gos- 
plan, Shatalin) seem to expect a contraction of output in the first quarter of 1991. The 
budget deficit according to the Shatalin-plan was to be reduced to zero in 1991. The 
government-plan, according to Yeltsin’s critical interpretation, would result in a 1991 
deficit of 300 billion rubles. The Gorbachev plan envisages a deficit of not more than 25 to 
30 billion rubles. In other words, there is quite a wide range of possibilities. 

20. The 1948 currency reform in Western Germany that wiped out the then existing mone¬ 
tary overhang was immediately followed by renewed calls for a continuation and expan¬ 
sion of the old administrative control of the economy. Cf. Moller (one of the engineers of 
the 1948 reform), “Foundations...” 

21. Shortly before his ouster, Ligachev had joined the ranks of those demanding a currency 
reform. 

22. Shatalin et al. “Transition...” 

23. A de-facto wage-freeze was also imposed in the Polish case. However, there is evidence 
that this constraint may not have been binding. 

24. This is not to question the potential use of disequilibrium/quantity rationing/fix-price 
models, but that the necessary data to apply them will not be available in time. 

25. Incidentally, even after the German currency reform of 1948 the rate of inflation 
increased dangerously. Similarly, there was considerable ex-ante-uncertainty about the 
extent of transitory inflation after 2 July 1990 in Germany. And it was due to very specific 
circumstances that inflation did not materialise. 

26. The Gorbachev plan envisages massive and early price-increases for “non-essentials”. 

27. A serious difficulty with inflationary adjustment per se may however emerge from a 
provision in the Gorbachev plan, envisaging indexation not only of wages, etc., but also of 
savings deposits! 

28. Promstroibank, Agroprombank, Zhilsotsbank, Sberbank, and Vneshekonombank. 

29. The volume of outstanding credit at the beginning of 1990 reportedly amounted to about 
2 per cent of the banking system’s total. 

30. In October 1990, the draft laws on the central bank (Gosbank) and on the commercial 
banks have gone through a first reading in the Supreme Soviet. 

31. A doubtful one, I was reminded by A. Blundell-Wignall. 

32. Thus, “going public” seems to be interpreted as public ownership. 

33. It is stated in the Gorbachev plan that shares should be distributed as widely as possible. 
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34. Such as the October 1990 agreement between the New York Stock Exchange and the 
Soviet Ministry of Finance. 

35. Fulfilment guaranteed. 

36. Notwithstanding a recently declared willingness of the World Bank to become more 
deeply involved in Soviet problems, even beyond the famous “study” in the wake of the 
Houston Summit. 

37. A further indication of Soviet determination to allow establishment and operations 
(rather than only representative offices) of Western commercial banks can be seen in the 
draft law on commercial banks in conjunction with the presidential decree allowing 
complete foreign ownership of companies. 

38. This point will be further discussed later in the paper. 

39. Much the same of what has been said here about commercial banks applies mutatis 
mutandis to other financial institutions such as insurance companies. It is the impression 
of the present author that there exist both necessity and the possibility for Western 
insurance companies to play an active role in the Soviet market. 

As a recent development, the Gorbachev plan explicitly calls for insurance companies 
with foreign participation. Negotiations with Western insurance companies seem to have 
been under way for quite some time. 

40. The coupon-solution. 

41. No value here in discussing use versus market versus labour value. 

42. Use of leasing appears to be of limited value, from the point of view of its value as 
collateral for horizontal capital flows, as a substitute for land ownership. However, the 
difficulties could be partly overcome (though it is hard to see why such detours around 
private ownership should still be considered). First of all, Soviet plans still do not envisage 
a secondary market in leasing contracts. If that were allowed, it would make a potentially 
tremendous difference in the present context. Unfortunately, Gorbachev still seems to be 
determined to do his utmost to suppress such “speculation”. Secondly, in order to provide 
for a more stable value of a leasing contract, it would be wise, rather than working with a 
certain length of the lease, say 20 years, to let those 20 years be the period of notice before 
termination of the lease, with the lease itself being principally unlimited. 

43. Compare end of section 4 and section 8 of the plan. 

44. Of course, at this stage they need not be as sophisticated as Western markets. 

45. For example, in the speech on the occasion of presenting his plan, Gorbachev called for 
the introduction of convertibility in the “near” or “immediate” (v blizhaishee) future. 

46. No time spans given. However, all four stages are to be completed in “about” (Gorbachev 
plan) or “at most” (Gorbachev speech) one-and-a-half to two years. 

47. In general, the techniques amount simply to over-pricing of imports and under-pricing of 
exports (in case of capital flight). 

48. Of course, similar fears exist in Poland, in Czechoslovakia, and even in the United States. 

49. On the interaction between imitation, innovation, and uncertainty as elements in the 
process of transformation, see Schrettl, “Change of economic systems...” 

50. As the saying goes: The necessity to decide exceeds the possibilities to analyse. 
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The transition from central planning to market-based economies 
success or failure of the political and economic reforms now underway in 
Europe. Yet by its nature and scale, this transition is without precedent. This report, 
emanating from two recent seminars, deals with some of the major issues facing those 
responsible for economic reform: privatisation, property rights, competition and market- 
oriented "rules of the game", financial market reform and structural conditions needed to 
attain macroeconomic policy objectives. 

This report, one of a series, is intended to add to a broader understanding of the 
problems facing central and eastern European economies in transition. The series is based on 
collaborative activities between OECD countries and the countries of Central and Eastern 
Europe. 
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