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1. Introduction

Privatisation, i.e. the transfer of ownership and control of state-owned enterprises (SOEs) has gained all over the world momentum in recent years. Privatisation of some SOEs has occurred occasionally in many countries at any time, alternated by nationalisation of private enterprises. Privatisation became a major political program in the late 1970s with the Thatcher government in Great Britain. Great Britain at that time became the “poor man” of Europe with a declining manufacturing sector, weak administration and widespread public ownership in declining industries, strong union power and continuous social unrest, alternations between left-wing and right-wing parties in power leading to “stop-go” policies. The conservative government of Lady Thatcher was elected on a platform promising deep reforms to move away from a “socialist” economy, supported by some of the highest marginal tax rates in Europe. The Thatcher ideology then spread in less extreme formulations to other countries in form of a new policy paradigm.

In 1989 the demise of communism opened the whole of socialist countries with pervasive state ownership to privatisation. At the same time, the major alternative ideology to capitalism disappeared. Triumphant fin-de-siècle capitalism saw in the fall of communism the empirical proof of the superiority of market institutions over government-managed institutions and of the efficiency gains and distributional attractions of private property. 

As if that development was not enough, US capitalism experienced during the 1990s one of its most glorious decades of strong growth, driven by technological innovations of a dynamic, flexible and financially well-rewarded private sector, producing sharp rises in productivity. In comparison, Japan and European countries with greater attachment to social protection and more direct interventions in the economic process had a much paler performance.

The question this paper addresses is whether privatisation is a passing fashion or whether it will play a continued, strong role in the future. Clearly, as long as privatisation is pursued massively it will stop one day when all state-owned enterprises are privatised. This is however still a long-lasting process. In addition, we shall argue that many activities carried out by the state, like education and health services, are increasingly privatised.  Whilst therefore at some time privatisation will necessarily slow down the paper gives reasons for a strong continued privatisation process for the next decades.

Already during the last quarter of a century, privatisation has become widespread across the world, but above all in OECD countries. From 1977 to 1999, according to one source 2,459 enterprises in 121 countries were privatised, worth approximately $ 1,100 billion (Bortolotti, Fantini and Siniscalco, 2001). By the middle of 2000 (at the highest evaluation of stock markets) privatised SOEs had a market capitalisation of $ 3,310 billion (Megginson and Netter, 2001). For the period 1978-91 the global SOE value-added decreased on average from 9% of GDP to 6 % (World Bank, 1995). 

The structure of this paper is as follows. In Section 2 the driving forces of privatisation are identified. Some are temporary but the strongest ones are permanent so that reversals in the privatisation trend are unlikely. Privatisation is however not occurring at an even pace everywhere. Section 3 focuses on worldwide trends, distinguishing between advanced and developing countries, excluding transition economies in view of their unique historic conditions. Section 4 synthesizes the key experiences from the privatisation processes in transition economies. Section 5 summarizes the findings.

2. Driving forces

In a nutshell, privatisation is the result of a change in the valuation of the role of the state. In the past, state ownership was seen as an appropriate way to deal with market failure. The state provided goods according to standards and at prices that were considered socially optimal, usually below the market price and above the market’s assumed low quality standard. Education and health are an example. The state also provided the services of natural monopolies (fixed phone lines, power transmission, roads, postal and railroad services, airlines, etc.) where competition was either inefficient or absent. The state controlled and owned part of the banking sector to ensure stability and protection of savers. By owning banks the state was able to exercise an influence on the allocation of resources. Finally, the state owned enterprises of „national interest“, typically in the defence industry or in natural resource industries. A basic assumption underlying the acceptance of this role of the state by citizens was that the state was  „benevolent“. 

Changing valuation of the role of the state

Today privatisation is reflecting a change in the valuation of the state. Privatisation is a reaction to government failure. Economic theory for a long time had little to say about the advantages/disadvantages of public ownership. In principle, the state as single shareholder could behave like a private investor and solve the principal-agent problem in exactly the same way. However, state-ownership is usually motivated by objectives other than pure value maximisation. Therefore three key questions are: first, is the political system able to allocate resources efficiently? Second, is the political system „benevolent“ in the sense of attempting to optimise social welfare rather than individual advantages of politicians? Third, is the state able to manage efficiently resources (that are allocated efficiently or not)? To all three questions the answers in form of empirical studies, theoretical investigations or popular beliefs have become more doubtful over time. See Jones, Megginson, Nash and Netter (1999), Shirley and Walsh (2000) and Shleifer (1998).

Boycko, Shleifer and Vishny (1996) develop a model with a non-benevolent government. To win the next election, government maintains higher employment in SOEs than economically efficient. The same result could be obtained through subsidies of a private firm. But the political cost of smaller profits in SOEs is smaller than the political cost of subsidies. One shortcoming of this approach is that it is not clear why the government would ever privatise. The authors argue that privatisation will be pursued by governments, which try to obtain the votes of taxpayers rather than the support of trade unions (or of employees). See also Biais and Perotti (2002).       

A different approach is successfully investigated by Schmidt (1996). He assumes a benevolent government and an enterprise that produces a public good for which government is paying. Management can reduce costs by working very hard. However, management compensation cannot be conditioned on this unobservable effort. Hence, if the enterprise is state-owned, management has no incentive to make efforts to reduce costs. The enterprise produces the optimal number of goods (allocative efficiency) but at too high a cost. If this SOE is privatised the government loses access to enterprise-internal information. Management can then give wrong information on costs and cash-in the difference between real and pretended costs. This provides the incentive for management to lower costs. Allocative and productive efficiency would be realised, except if the government ex post reduces the quantity of goods ordered to limit the informational rent. In this model private firms are therefore not necessarily superior to SOEs. There is a trade-off between allocation and production efficiency. If the productive efficiency gain is large enough, then government has an incentive to privatise.

Both approaches suggest that privatisation is not always generating efficiency gains. If government pursues its own objective in SOEs then these interests will also be present in privatisation. Under such circumstances we have seen (see also Section 4) in the successor states of the former Soviet Union how terrible privatisation results can be. And if government has difficulties in solving the principal-agent problem then a private owner will also face difficulties. However, the results in D’Souza and Megginson (2000) suggest that most of the time privatised companies achieve superior results to their state-owned predecessors, both in terms of allocative and in productive efficiency. World Bank (1995) argues strongly and provides the evidence that bureaucratic organisations generally fail in allocating resources efficiently and lack the carrots and sticks to provide incentives for bureaucrats.

In the public debate, the contract-theoretic argument of Schmidt is much less prevalent than the argument of the non-benevolent or inefficient government. In the United States there was never a doubt about the desirability and superiority of private enterprise. This is not pure ideology, but reflects the large size of the market allowing for more competitive pressures compared to smaller countries. It also reflects the much more effective role of the capital market that rewards and punishes corporate performance. Jensen and Meckling (1976) argue that the stock market is the most effective constraint on managers tempted to deviate from value-maximisation. And the United States have the most developed legal and regulatory system to protect property rights of stakeholders including customers.

In all other countries the role of the state is more involved and market institutions are less developed. Some studies have given a prominent place to legal systems for an explanation of observed differences with regard to privatisation across countries (La Porta, Lopez-de-Silanes, Shleifer and Vishny, 1999). How successful privatisation is depends therefore on many institutional parameters that are nowhere as favourable as in the United States. But here we can identify the first worldwide driving force. As argued in Steinherr (2002), the defining element of globalisation can be seen not so much in expanding international trade and investment which have been going on with ups and downs for centuries, but in the institutional convergence worldwide to the United States, under US leadership and economic and political pressure. Accounting standards, rating agencies, contract law, shareholder value, US business ethics, US investment banking, quotation on US exchanges are phenomena that tend to be adopted worldwide, reducing the institutional differences across countries.

Until creation of European Monetary Union no member country of the European Union had a close to efficient capital market. Now Euroland has the second largest capital market catching up in efficiency terms to the US market. This improves the monitoring of firms, allows privatisation of large SOEs at higher market prices and facilitates restructuring. International Accounting Standards, harmonized or jointly agreed regulation of stock exchanges, rules to protect small shareholders, etc all contribute to improving efficient operation of the private sector, tiping ever more the trade-off between government and private ownership in favour of the latter.

Tax competition

A second driving force is the need in many countries to reduce the tax burden on firms and households and keep budgets balanced. This is only partly the result of a business cycle downturn. When a government is in financial distress, the pressure to limit public sector deficits provides an incentive to speed up privatisation (Roland, 2000, La Porta, Lopez-de-Silanes, Shleifer and Vishny, 1999).

A lasting pressure on budgets is exercised by global competition. Globalisation provides more competitive pressure and the need to restructure economic activity in line with comparative advantages. High taxes put countries in competition with low-tax countries at a competitive disadvantage. 

Privatisation contributes in several ways to balancing the public accounts. First, if inefficient SOEs are privatised, subsidies and transfers are cut, with a reduction of public expenditures. Second, privatisation provides revenues that can be used to reduce outstanding public debt, thereby saving interest payments. Third, privatisation could also have an indirect effect on public finance by providing a credible signal of policy change, contributing to a reduction of political risk over time and to an increase in stock market capitalisation (Perotti and Van Ojien, 1999). This is also consistent with a positive impact on political support for market-oriented policies. Enhanced credibility improves the credit rating for public bonds, generating easier access to capital markets at lower interest rates.

Tax competition leading to lower marginal tax rates provides greater incentives for the private sector. But to balance public accounts governments have to follow tax cuts with cuts in subsidies and have to withdraw from costly activities that can be transferred to the private sector. Even profitable SOEs provide incentives for privatisation if a private investor can increase returns and therefore is willing to pay more than the actual present value.

Budget-constrained communities increasingly abandon the production of services such as school transport, garbage collection, childcare centres and entrust these tasks to private providers. The need to cut costs has already led to inroads into sacrosanct state activities such as the police and the army. Private providers offer security services to firms and households because the police is overburdened and understaffed for budgetary reasons (and probably inefficiently managed and demotivated).

In modern armies private firms provide contractual services that were once carried out by the armed forces: equipment maintenance, transport and logistic services, catering and much more.

Already in many European countries postal and railroad services are partly or fully privatised. Recently Germany, as well as other countries, has begun to scale down the public administration’s involvement with a huge bureaucratic structure in matching job seekers and job-offers. Private agencies do this job more professionally and at a lower cost.   

Pension systems

A third driving force is the widespread need to privatise pension systems. In most countries, with the exception of the United States, the United Kingdom and the Netherlands, pension systems are based on the pay-as-you-go (PAYG) principle, paying pensions on an annual basis out of contributions and any deficit with fiscal transfers. Such systems are either operated by private companies with state support or by public companies. As long as demographic trends are characterised by a pyramidal structure, implying a growth of the population, such systems can be sustained, even if not very efficient. What most advanced countries face over the next 50 years is a demographic decline with an inversion of the pyramidal age structure. PAYG has become unsustainable and participants in the state pension systems have lost their confidence, contributing to the increasing loss of trust in the public administration. Therefore capitalized pension systems will partly replace or complement scaled down PAYG. This implies that an important state activity will be privatised. In addition this is a boost to the development of the capital market. All citizens will become shareholders through their pension contracts with the implication that attitudes toward the market will become more engaged and toward government less so.

People who once had virtually unlimited confidence in the reliability and wisdom of the state (at least in some countries such as Japan or the European Nordic states) will take their destiny in their own hands and will more directly depend on returns of financial assets. Therefore their political support will change in favour of market-friendly policies, and more transparent regulatory rules. In many countries, particularly in Europe, the conditions evoked by Boycko, Shleifer and Vishny (1996) and underlying the Thatcher turn-around in the United Kingdom, namely the shift of political support away from wage earners to tax payers is already growing.

Increasing wealth that will need to be invested not only in real estate and bank accounts but also in financial markets further supports this trend. The role of institutional investors is bound to increase. In addition to pension funds, institutional investors like investment funds, hedge funds, private equity funds, and insurance companies will grow so that institutional investors will gain in importance. This adds greater professionalism to financial markets and greater pressure for transparency and control of performance. In the end, economic agents the world over move closer to the American model and institutions will converge to US prototypes.

Technology

A fourth driving force is technology. When there is a natural monopoly the state had a choice between regulation and ownership to reduce the monopoly rent. As the contract-theoretic argument of Schmidt (1996) shows, regulation is hampered by limited information and therefore there is a case for state ownership. But in many cases technological advance has destroyed natural monopolies. For example, fixed line phone systems were considered natural monopolies. But cellular technology is a competitor and makes the competition among many providers possible. In the same vein, power transmission is a natural monopoly as are train tracks or postal services. Power production and train services were combined with ownership of the underlying transmission systems. Once the physical infrastructure is handled separately competition becomes possible among different providers of train services or energy.

The same principle applies to roads where it would obviously not be efficient to operate several parallel roads by different providers. In some countries „prime“ roads or bridges are operated or built-and-operated by private consortia, recovering their costs through tolls. This implies inefficiency through waiting times at the tollgates, particularly during heavy traffic flows, and the cost of toll collection. This inefficiency has kept many countries from privatising super-highways, despite the fact that it is also inefficient to make available expensive infrastructure without a user cost, generating overuse. However, modern technology allows the measurement of individual road use and automatic payments through electronic devices installed in the car.  We should therefore expect that, particularly in countries with budget problems of the public sector, the importance of privately built-and-operated toll roads will increase in the future. Thus, four major economic sectors in which the state once played a dominant role, namely roads, trains, energy and telephone systems have already been or will be increasingly privatised in the future.

Financial markets and technology

The fifth driving force is financial technology and the growth and increasing efficiency of financial markets. One of the reasons why the state assumed the construction of expensive infrastructure or took ownership of capital-intensive industrial plants was the difficulty for private investors to amass huge sums of money and to hedge the associated risks. We have already mentioned that with the growth and greater efficiency of capital markets it is now possible to find resources in the market for even the largest capital-intensive projects. The channel tunnel, large airports, the A-380 Airbus are all financed through the financial market which would have been impossible only 20 years ago. In developed capital markets, such as the dollar or euro markets, loans at fixed or variable rates are offered with maturities up to 30 years. Such loans have imbedded options allowing adjustment of loan conditions or early repayment, events against which fund providers can find protection through an appropriate asset-liability management and the use of derivatives. Compared to immature financial markets, private borrowers in mature and large markets have much easier access to funds at much smaller spreads with respect to government benchmarks. Before the creation of the Euro financial market private borrowers had only very limited access to their national bond market.

 Financial institutions are able to take greater risk because there are ways to load off the risk when necessary or convenient. Credit derivatives allow selling the credit risk, swaps allow redressing the maturity imbalance on a bank’s account through active asset-liability management, and securitisation allows loading off outstanding credits. Risk has become a commodity that can be bought or sold according to the needs of companies and investors. Therefore a big claim on government, namely to take over risks deemed excessive for a private operator, has lost its ground. For example, the European agricultural policy fixes prices to take the risk of price declines away from farmers. But farmers could perfectly well hedge that risk, or the risk of bad weather, through derivatives. For example, wheat, corn, potatoes, soybeans, oranges, beef, pork and so on can be sold on futures markets taking away the risk of adverse price movements. Similarly, weather derivatives allow protection against insufficient or excessive rainfalls, insufficient or excessive heat or thunderstorms. More details can be found in Steinherr (2000). 

Globalisation

The last and, in fact, major driving force is globalisation. As already argued, globalisation forces countries to open up ever more to foreign trade and investment. This process creates problems for SOEs in a number of ways. First, increased competition implies a more rapid structural change. If governments try to protect activities in old sectors (coal and steal, shipbuilding,) either by subsidizing or by nationalizing these industries, an inefficient industrial structure will be maintained at a high cost for taxpayers. As there is simultaneously tax competition the country risks losing out in the global competitive environment.

 Nor is there a compelling case anymore for the state to act as entrepreneur in setting up new industries. Capital is abundant in developed economies and governments are no longer needed to provide financing of large investments. New activities in advanced countries are knowledge-based and innovation most often is generated by small firms  (computer industry, biotechnology, gentechnology, nanotechnology,...). The state was quite capable of setting up large structures with high capital needs and simple product lines. For innovatory activities the state has no advantage at all. It will however have to maintain its role as provider of financial support for fundamental research, which is an international public good and therefore not appropriate for private activity.

Foreign trade has long ceased to be a bilateral game among nations. There are WTO rules of conduct and of fair competition. Subsidies or government control of production are ruled out by fair trade practices. Examples are the problems of Airbus to enter the US market, as long as some of the partners were state-owned and Airbus received subsidies. The permanent disputes over agricultural products are another example. As a consequence, international trade rules exert pressure on governments to retreat from economic activity.

There was a time when most airlines were state-owned and many are still today. In addition to national pride, the desire to serve unprofitable but politically important routes, the reasons for government to own airlines were of the old type: capital needs and high risk. To make airlines less costly to taxpayers national routes were reserved for the national airline, usually at an excessive cost for passengers. Globalisation has changed all that. Airspace is opening up so that there are many providers on all routes. There are no more reasons or benefits for government control. Although there still are some niches for activities protected against foreign competition („non-traded goods“) for most of the important sectors of the economy the outside world penetrates domestic markets.

Banking was another sector in which government ownership was widespread in advanced countries and still is widespread in less advanced countries. The safety and stability of the banking sector is a public good, as is the role of banks in transmitting monetary policy impulses. The key role of banks in allocating resources also caught the eyes of politicians. Globalisation implies that efficiency is key to success and survival. Inefficient financial intermediation is a drag on non-financial economic activity. Economic actors will therefore lobby for the establishment of competitive financial services. In the European Union the single passport for banks has destroyed the stronghold of national banks on national customers, creating for the whole European Union a level playing field for financial intermediaries with an offer of financial services that no longer distort competitive conditions for non-financial firms. Therefore it becomes increasingly difficult to deviate from efficiency considerations (allocative and production efficiency) and the reason for government ownership disappears.

In a global market place the most successful countries have the best „systems“, defined as a set of institutions and rules, and the best brains. All other factors are of secondary importance such as natural resources, climatic conditions, or a high level of wealth accumulated in the past. There will therefore be competition among „systems“ (tax rules and levels, regulation, labour market institutions, administrative rules, financial institutions, pension systems). Cheap energy, efficient transport and communication (telephones, data transmission, postal services), a market-friendly administration, law and order are all part of this „system“ competition.

The second key factor is human capital. To provide equal chances for all, in most countries primary schools, secondary schools and universities are owned, run and regulated by government. In many countries the conviction is still strong that this is a „normal“ responsibility for government and that results are satisfactory. Evaluation of the performance of national education according to an internationally objective basis was carried out and published as the „Pisa Report“. This caused a bad awakening and consternation in countries proud of their national education system.

Europe, until World War II the leader in university education, has been witnessing for many years that their best students finish their doctorate in the United States and the best remain there in the leading universities. In the United States, education is provided both by public and private schools. Whilst public schools are of great diversity, private schools are offering the best pre-University education, as in England, and some of the private universities are the best in the world.

The question is: can European universities catch up to US levels of excellence in research and education whilst remaining in the public sector? The answer is the same as for firms. In principle yes, if government behaves like the private sector. But because under such circumstances there is no point anymore in running universities the practical answer is no. Numerous reforms in different European countries did little to improve the quality of teaching and research. There is little chance for successful reforms as long as governments pursue goals that are motivated by political objectives and not by the objective of offering the best education. They will not succeed as long as they insist on providing education free of charge, thereby violating a basic theorem of welfare economics, that for efficiency marginal cost must equate marginal utility. As long as politicians refuse tuition equal to marginal costs, there are too many students, studying for too long, and universities are deprived of own income and must cope with governmental allocations independently of their needs and projects. Free access also limits competition among universities since they all cost nothing; they all offer the same government approved curricula, in the same unattractive physical infrastructure.  Professors with civil service status are unmotivated, class rooms are overcrowded in the first years, faculties are under equipped for lack of government budgets, classes are highly heterogeneous, as the idea of varied university requirements runs counter the egalitarian principle and could give rise to elite schools. Research money has to be given to all; all offer doctoral programs even when research capacity is scant. What is lacking for a more efficient allocation of resources is competition.

In many countries the insufficiencies of the public education system have motivated private donors to set up private institutions of higher education, generally with excellent results. It is still difficult to find enough money for private universities as Europeans are used to pay high taxes so that the government can assume such tasks. Tax reforms, and tax-deductibility of donations, may improve the outcome in the future. The most important change for better universities in the future is to allow universities to define their own curricula and research priorities, to set their own tuition fees, to recruit faculty not as civil servants but on a contractual basis freely all over the world, and thereby compete with each other. This competition is international and has already commenced. But foreign diplomas are still not recognised as equivalent to national ones in some countries.

It cannot be expected that schools follow in the steps of industrial state monopolies. There will never be a fully privatised school system. But two trends can be expected. One is management of state-owned schools with private sector rather than bureaucratic principles. How far this can be pushed depends on the second trend. This is increased market penetration by private schools. Thereby some competition is created forcing the public schools to adapt. The most successful example is provided by business schools, operating in a sector of education where there are no government rules and regulation. Business schools are an American innovation transplanted to Europe with a 50 years delay. Universities were slow to catch up, regulations were inexistent and business was ready to support such schools. Today Europe has a large and growing number of business schools, some in the top ranking worldwide. But most are private.

3. Privatisation prospects in different parts of the world

The forces identified in Section 2 will play at different intensity and speed in different parts of the world. Countries with more developed financial markets, with greater participation in the global market, with greater technological advance, with less interventionist governments and greater demographic problems will privatise more extensively and more rapidly. The efficiency of the public sector and legal traditions also play important roles. See Dewenter and Malatesta (2001), Graham and Prosser (1991), and Guislain (1991).   

To gain an insight into the relative weight of the various forces in different parts of the world the empirical investigation by Bortolotti, Fantini and Siniscalco (2001) provides useful results. They used panel data for the period 1977-99 for 28 countries. The countries in the sample cover all geographical areas, with the exception of transition countries. The reason for this exclusion is that privatisation in transition countries is a unique phenomenon. We deal with privatisation in transition countries separately in Section 4. They regress revenues from privatisation deflated by GDP or privatisation revenues as a share of total government revenues on political variables (democratic vs. non-democratic, left-wing vs. right wing, presidential vs. parliamentary systems, newly elected vs. incumbent government), public finance (public debt deflated by GDP), legal tradition (French, German, Scandinavian laws, common law), stock market liquidity (the ratio of stock market capitalisation to GDP, the turnover ratio defined by the total value of trades deflated by market capitalisation in each year) and macroeconomic control variables.

Presenting the cumulated privatisation revenues for the period 1977-99 to GDP in 1999 gives the following results. Developed economies on average obtained 7.6 % of their 1999 GDP from privatisation since 1976. By comparison, in emerging and developing countries this average is less than half. Among OECD countries there are remarkable differences. New Zealand and Australia lead the pack with, respectively, 23.3 % and 18.7 %. In Europe the United Kingdom comes first with 11.5 %, followed by Spain with 10.9 % and Italy with 9.5 %. The lowest revenues in relation to GDP were obtained in Switzerland, Norway and Belgium. 

The econometric analysis yields the following results. High levels of sovereign debt induce governments to privatise. In Europe the ratification of the Maastricht Treaty pushed several countries to launch a program of macroeconomic stabilisation including a privatisation package. For example, in Italy, privatisation picked up in 1992 and generated until 2000 revenues of $ 101 billion. Similarly, Germany experienced a serious deterioration of public finances caused by unification costs and accelerated privatisation after 1995, generating revenues of $ 61 billion until 1999. Fiscal distress was also behind privatisation in several Latin American countries, notably in Mexico. In emerging and developing countries privatisation played a much less pronounced role. Top performers are Malaysia, Singapore, Israel and Mexico. In many countries there were no significant privatisations at all.

Political variables yield interesting results. Privatisation is more likely to be implemented by right-wing governments confirming the hypothesis of Biais and Perotti (2002), although coefficients are only statistically significant at the 10% level. Privatisation tends to be absent when democratic political institutions are not in place. Investors are wary of being expropriated, so that the market value of SOEs will be heavily discounted. 

The role of financial development is striking: the coefficients of capitalisation and of the turnover ratio are always positive and statistically significant at the 1% level. The absence of a deep and liquid stock market is confirmed to be a key obstacle to privatisation. Market liquidity also is associated with higher privatisation revenues. It emerges that governments take advantage of booming markets to maximise privatisation revenues.

Legal traditions seem to be important. In particular, German law countries such as Austria, Germany, Japan, South Korea, Switzerland, and Taiwan seem particularly reluctant to privatise as opposed to common law countries. In all these countries the state sector is relatively efficient and banks are of the universal type and powerful. State efficiency lowers the incentives to privatise and universal banks are loath to lose their special relationship with the SOE sector. French law countries are more interventionist and protect shareholders poorly, so that privatisation is often unwanted or unfeasible, given the risk of expropriation that minority shareholders will face.

Economic development does matter. Wealthy economies in general tend to privatise more.

These results confirm the arguments in Section 2. The implications are that Europe is a particularly fertile ground for future privatisations, much more so than less developed economies. Strong democratic institutions, increasing levels of wealth, advanced integration in the global economy, competition within the European single market, the challenge to confront low labour cost of the new members of the European Union and, above all, the new European financial market all support the privatisation pace.

But there are also national peculiarities. Some European countries have greater fiscal distress (Germany, France, Italy and Portugal) favouring privatisation. The legal tradition paired with state interventionism and strong union powers are obstacles to privatisation (Belgium, France, Germany, Greece, Italy). Right-wing governments in countries with poor public administration are favourable to privatisation (Italy, Spain). The United Kingdom is, as always, a case apart.

4. Privatisation in transition countries

From the beginning of the opening up of formerly socialist countries in 1989 there was no debate about whether or not to privatise state-owned property. The discussion centred on the practical questions of how and how fast. One option was to restructure first and then privatise. Arguments in favour of that approach were revenue maximisation and a less abrupt shock for sectors with a competitive disadvantage or liquidity problems. Against that approach pleaded the concern about the capacity of new, inexperienced state administrators and of old company management to restructure the economy and the danger of the old guard to regain and cement its influence. The alternative was to privatise and leave the job of restructuring to the privatised firms. 

The second question was how? For social equity some pleaded in favour of give-away privatisations with the possible disadvantage of weak board control of management (Gros and Steinherr, 1995). Biais and Perotti (2002) show theoretically that to induce median-class voters to buy enough shares to shift political preferences, strategic rationing and underpricing is often necessary. In the extreme, this may lead to free share distribution and voucher privatisation. Schmidt (2000) shows that mass privatisation reduces the political support for redistributive economic policies. 

Transition countries present a unique historical case. In principle, state assets belonged to citizens. Privatisation of the whole economy also is a unique case that made distributional considerations of key importance. Selling state assets looked like taking away from citizens what belonged to them. In addition, they had to accept a capitalistic set up which would have been made easier by turning all citizens into owners of productive assets and real estate. There was little domestic capital available to realize high revenues through sales of state assets and no financial market to assist in evaluating and trading state assets. For all these reasons give-away privatisation had a special appeal. However, the way it was carried out gave this approach no chance. The worst example is provided by the Russian experience. The coupon values distributed to citizens were defined in nominal terms during a period of hyperinflation. Hence the part given to citizens was minimal. Moreover, the most productive companies in the natural resource sector were excluded. In the Czech Republic corruption destroyed the credibility of the programme.  

Another approach was to auction off the shares of firms or to seek out a strategic investor. In practice, all approaches were applied, including buy-outs by insiders. Strategic investors were considered particularly attractive as they offered the advantage of a long-term commitment, of investing resources in the company and transferring management skills, operative systems, high-tech products and advanced production technology. They also facilitated access to external markets. All of these arguments are extremely important. At the beginning of the transition process there was a lack of managerial skills for a market economy. It takes a long time to acquire this experience and therefore foreign managers helped to bridge the transition. Nor were managers in socialist countries familiar with Western markets for import and export activity. Most of international trade is anyhow intra-industry trade, often meaning intra-firm trade. Underdeveloped financial markets and the scant prospect of realizing important profits that could be reinvested made the availability of a foreign partner with a strong capital base particularly attractive. Revenues from privatisation were important for countries that had to reform their fiscal system to generate revenue.

The disadvantage of selling state assets in general, and to a strategic investor in particular, is that it takes more time to identify the right investor and to negotiate a deal. It is also politically more difficult as a large part of the population is excluded and may dislike “selling out” to foreigners. All the more so as strategic investors are primarily interested in the most attractive companies.  

Most countries identified the advantages of a strategic investor as high enough to overcome national pride and sold the “jewels” of the national economy to foreigners. The Czech Republic sold its leading industrial firm Skoda to a German group, which invested massively to increase production, to set German quality standards and establish Skoda as a world market brand. The Hungarian authorities were the first to sell domestic state-owned banks to foreign banks. Most banks in Hungary now are fully or partially owned by foreign banks with the result that the Hungarian banking sector is the top performer among transition countries.

Appropriation of state assets by insiders is the saddest part of the privatisation experience in transition countries. Incumbent managers with good political connections were able to strip the assets of the firms they managed and, through various schemes, obtained majority ownership rights without paying a fair price. The most illustrious bogey scheme was the Russian loans-for-shares swap that underlines political motivations (Yeltsin needed loans, political and financial support for the next election) and the dubious role of banks played in that scheme. With a rotten financial sector, very uneven income distribution, weak courts and untrustful governments it is difficult to avoid dubious practices in the privatisation process and ultimately unsuccessful results. .

The best experiences were made with selling companies in auctions or to strategic investors, according to the criteria of speed, efficiency, transfer of capital and of know-how, revenues for government and distributional equity. Although not favourable from a distributional point of view or for speed of execution, the advantages in terms of efficiency of management, infusion of capital and know-how and revenues for government are compelling. These advantages were particularly significant when foreign investors took control. Give-away privatisations were distributionally attractive, could be executed quickly but generated no or little revenues and gained no additional capital and know-how transfers. The worst case is presented by insider buy-outs, often not really buying in the sense of paying, which were negative according to all criteria (Schnitzer, 2003).

Privatisation had in all central European countries a positive effect on the restructuring of enterprises. This is, however, not the case in CIS-states and only to a limited extent in South-Eastern Europe. Most studies confirm that selling firms to outsiders yielded much better results for restructuring than privatising in favour of insiders. The method of privatisation therefore mattered greatly. See Gros and Steinherr (2003).

Transition economies in general did not exclude any particular sectors from privatising. Natural resources, telephone companies, electricity distribution, power generation, banks, and services like hotels and restaurants, airlines were all in some countries open to privatisation. Transition countries increasingly rely on public-private partnerships for toll roads. Even private universities are sprawling in Eastern Europe.  

The transition experience confirms, that privatisation by itself has no significant impact on economic performance, as was already argued by Vickers and Yarrow (1991). The key question is under which institutional conditions privatisation is carried out. Openness of the economy guaranteeing a competitive environment, legal certainty of property rights, efficiency of the state administration and of the courts, development of financial markets, competition rules and macroeconomic conditions are decisive for the results.

It also emerged, as argued in Sections 2 and 3, that privatisation creates or reinforces new interest groups. These groups play a key role in pressuring for institutional reforms. As the sad experience in CIS countries demonstrates the wrong privatisation strategy creates lobbyists that block the necessary reforms to protect their legally or illegally acquired rights and wealth. 

5. Conclusions

The arguments of this paper suggest that privatisation is not a passing fad but rather a process with a bright future. External events were identified that put pressure on the momentum of privatisation, such as globalisation, fair trading rules, technological change and ameliorations in financial market performance and financial technology. Globalisation has far-reaching direct and indirect effects. We have argued that competition among advanced countries will focus on competition among systems and for human capital. In the competition among systems, tax and regulatory competition will be an important element with strong implications for the privatisation process. The problems of financing pension systems in countries with declining population growth will lead to a greater role for private schemes so that the state will partly retreat from this important area. Financial markets will receive a boost that will render future privatisation more attractive. Some states may have to privatise SOEs to make up for the lacking resources needed to cover deficits of the pension scheme. All these arguments will remain valid in the future and are independent of the business cycle.

A second set of arguments is more nations specific and may depend on the business cycle. Financial distress is a reason for speeding up privatisation as we have observed in the past in many countries. But financial distress is time specific and depends on the business cycle. Right-wing governments are more favourable to privatisation than left-wing governments so that this argument depends on the electoral cycle. Union power also depends on the business cycle and the present crisis of low growth and high unemployment in Europe is rather favourable to privatisation. We have seen, however, that governments try to maximise revenue and are more inclined to privatise when stock markets boom. This is a counterargument for the privatisation drive during the present downturn.

Political traditions and institutions such as the legal system, state intervention, efficiency of the public administration and union power are important factors in the privatisation debate and differentiate among countries.

On the basis of these arguments it is not surprising that privatisation has played a much more reduced role in less developed countries. They lack the democratic institutions (dictators are less prone to privatising), tariff walls and administrative hurdles against international competition protect them, and they lack a performing financial sector. However, as they progress in institution building they will be able to grow more vigorously, achieve the necessary wealth and, one day, face the same incentives and pressures for privatisation as advanced countries do today.

The former socialist countries provide several interesting lessons. First, there are no real alternatives to privatisation. There are no efficient “middle ways” between social and market controls. To some extent Central European countries with the most extensive experience of state management showed readiness to go even further in privatisation than some Western European mixed economies. Second, the transition experience painfully demonstrated in the CIS countries that in the absence of mature and reliable institutions privatisation is hazardous. It also demonstrated that the way privatisation is carried out matters greatly. A non-benevolent government can make a mess out of it.

Is nothing speaking against the bright future of privatisations, the main message of this paper? At present there are no visible counter forces. But this may be a short-term view, conditioned by the recent glorification of the US model of a capitalist economy. But even in the United States questions of uneven income distribution could one day give rise to a social movement against the established institutions. A taste for such a possibility has been provided by recent contestations against the globalisation trend. And one day the United States will have to share world leadership with China and India. Perhaps that will lead to new trends finding new important tasks for the state or for public-private partnerships. 

There may be reforms of the public sector leading to increased efficiency and better political controls of allocating resources in the public sector. Similarly, the private sector may fail in delivering the better services expected. For example, we have argued that the state failed in ensuring the long-term sustainability of pension rights. The private sector can only do better if the economy grows and company stocks increase in value. Private pensions schemes in Japan have made negative returns for the last 15 years as the stock market index (Nikkei) declined form 40.000 in 1989 to 10.000 in 2003. Real estate property also fell strongly so that private pensions in Japan have lost all credibility. In the United Kingdom private rail tracks provide terrible and accident-prone services, making Britons nostalgic about the old public railways. 

Counter forces may thus develop in the future which are hard to identify at present. But it would be unwise to grant unbound optimism to the future of privatisation.   
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