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Foreword

Dr Roderick Deane's Reflections 0N Privatisationisareport from the
economic front line. New Zealand is undergoing unprecedented
economic change and Dr Deane has been akey agent of that change.

As ayoung man at the Reserve Bank of New Zealand, Dr Deane
introduced modern methods of analysis. His research reports gave
the Bank a high profile and impacted increasingly on the policy
debate. AstheBank'schiefeconomist heled thedrivetowardsamore
market-orientedfinancia system. As Deputy Governor he struggled
against re-regulationin the dying days o the Muldoon Government
and then was pilloried in parliament through the efforts of an eco-
nomic committee organised by Mr Muldoon, then the newly-installed
Leader of the Opposition.

Many men would have retired quietly at that point. Instead, Dr
Deanetook on thetask of reorganisingNew Zealand's publicservice,
and, in particular, separating out its many commercia functionsinto
acorporateformat suitablefor privatisation. Withirreversiblechange
under way in the publicservice, he moved on to reorganiseoneof the
country's largest and least efficient statutory authorities, the New
Zealand Electricity Corporation,within anow deregul ated generation
market.

ThisCSOccasional Paper isentirely characteristicof the author.
It combines high standards of intellectua rigour with telling use of
gatistics. Only brief mention is made of the stunning turnaround in
the performance o the Electricity Corporation; Dr Deane's own
managerial achievements are presented as only one brick in an
imposing edifice, but anyone acquainted with the recent economic
history of New Zealand would praise his consistent example and
influence in the pursuit of accountability and efficiency in public
serviceand business enterprise aike.

Dr Deane's paper begins by noting the influence of fashions
and fads in life as in economic doctrine. At a recent conference
(organised jointly by James Capel Australiaand Price Waterhouse)
where the paper was presented, Professor Geoffrey Blainey gave a
powerful presentation on the historical swingsin views about the
range and scope of government activitiesin Australia. Professor
Blainey identified fiveswingsdf the pendulum. For example: it was
an Australian Labor government that lost power over the issue of



bank nationalisation in 1949; it is another Labor government that
has begun the task of denationalising the Commonwealth Bank in
1990.

InAustraliaasin New Zealand, economicnecessity hasplayed an
important rolein the latest swing to privatisation. Of course, neither
Australianor New Zealand hasbeen at theforefrontin thelatest swing
of the policy pendulum. Dr Deane cites a1988 study that lists 1343
cases of privatisationin 86 countries. While both antipodean coun-
triesareshowingsignsofwanting to catch up quickly, they haveso far
made more progress with corporatisation than with privatisation.
Much of Dr Deane's paper is about the great benefits that
corporatisation has brought to government enterprise in New Zea-
land, and it is fair to say that smilar progress has been made in
Audtrdia. Why then take thefurther and politically more painful step
of privatisation?Dr Deane'sanswer isthat, in order tolock inthegains
of corporatisation,it is necessary to remove, or at least to make much
more difficult, political interference in matters that appropriate pri-
vate sector structures can handle better. At the aforementioned
conference, Mr Roger Douglas put it more colourfully when he said:
‘The threat of a takeover will beat the best bureaucratic monitoring
system'.

The basic case for privatisng most government business enter-
prises is that economic efficiency is likely to be enhanced. We dl
know examples of inefficient privateenterprise, and most of uswill
acknowledge that there are some efficient government enterprises.
But we also know that there are, reatively speaking, more private
enterprisesthat are efficient than government enterprises.

Professor Blainey's pendulum, however, may have a different
message. There isa body of opinion associated with the names of
Joseph Schumpeter and Mancur Olson that in one way or another
associates progresswith change. Schumpeter spoke of 'the processof
creative destruction’; Olson focused on the necessity for change that
destroysthe entrenched monopoliesthat inhibit and ultimately stran-
gle economic progress. Both of these famous scholars have useful
insightsto contribute to the current debate. Moreover, any economic
doctrine pushed to its limits sows the seed of its own destruction:
"Those whom thegodswish to destroy they first make mad'. | suspect
that we are in an era of privatisation because the era of socidistic
regulation, particularly after World War 11, went well beyond its
original aim of curing manifest social and economicills. Thesocialist
movement created its own increasingly outmoded structures and
vested interests. Now we are witnessingthe breaking down of those



structuresand we are again entering an era of (relative) laissez faire.
Some excesses of competition have already appeared, such as the
recent credit bingein Australia, but the new era hasalong way yet to
run. Recent debate about the possibility o handing some of the
administration of social welfare to the voluntary charitiesis a nice
example.

No doubt the pendulum will swing back at some time in the
future. Butif the analysis of Schumpeter and Olson is applicable, as
| believeit is, we should embrace privatisation for the sake of the
economic energiesit will unleash. Dr Deane's paper is atelling, as
well as timely, contribution to the debate.

Peter Jonson

vit
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Reflectionson Privatisation

Roderick Deane

. INTRODUCTION

Lifeisfull of intellectual fashionsand passing fads. Many of these
resurrectin different guisesideas of the past. Moreover,international
emul ation of fashionableideasis not uncommon. Itis, therefore, not
surprisingtofind that privatisation of state-owned enterprises(SOEs),
one of the public sector's most popular trends of recent years, not
only harks back to the past but has also achieved considerable
international appeal. The governmentsadf both the United Kingdom
and New Zealand have endorsed thistastefor privatisation, although
they are hardly alone in this. A recent World Bank technical paper
(Vuylsteke, 1988) documented 1343 privatisation casesin 86 coun-
tries, confirmingthat privati sationnow encompassesthe full spectrum
of political systemsin countriesas diverse as Audralia and Zaire.

The need to explore with considerable care the analytical and
empirical foundations of the case for privatisation is emphasised in
variousways. Firg, Britonsand New Zealandersare familiar with the
historical policy vacillations between nationalisation and privatisa-
tion, and indeed the palitical altercations that have arisen from this
long-running debate. Second, asone of New Zealand'smost promi-
nent educationalists, Dr C. E Beeby (1986), has reminded us in
another context, every utopiaisa myth and, moreover, mythstend to
change with the generations.

Bearing in mind the changing nature of the debate on privatisation
over theyearsin both our countries, this paper aimsto sketch briefly the
rationalefor state-owned trading activitiesand some of the challenges
to these; to elaborate some of the conceptual issues involved in the
debate; toexplore the gainsfrom the processdf corporatisationand the
nature of the incentives underpinning SOE performance; to touch on
some of the myths associated with the privatisation discussion; and to
explorethenatured the further potential efficiencygainsthat canarise
from the process o privatisation. The paper concentrates upon the
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analytical underpinnings of the debate but refers also to some of the
empirical evidence, particularly within the New Zealand context.

Therationalefor stateinvolvement in commercial activitieshasvaried
over time and between different activities. The reasons have ranged
from the perceived need to protect society from being exploited by
the market power inherent in monopolies to the arguable case for
governments promoting particular industries as part of agrand plan
to provide employment and investment growth. Other rationales
range from the need to provide economic infrastructure which it is
believed would be under-provided by the privatesector to rescuing a
failing firm by loans or subsidies because the firm was seen to be a
critical player in the economy; from preventing foreign ownership of
particular activitiesto promoting ‘cultural sovereignty' in areas such
aspublishingand broadcasting; and from providing publicgoodsand
services based on concepts of equality or equity to the promotion of
international image and prestige astypified by the airlineindustry.

Given that these rationales frequently have as much a political as
aneconomichasis, it isnot surprising that they rarely stand up well to
rigorous or objective analysis in terms of the particular need for
government ownership rather than private sector ownership. For
example, itisnow widely agreed that many of theindustriesthat were
viewed as 'natural monopolies' in the past, such as electricity and
telecommuni cations, can and should besubject to competition across
arelatively broad spectrum of their activities. In New Zealand, it has
been estimated that over 70 per cent of the electricity market is
contestable by other fuels. Within the electricity industry itself, a
recent UK study (Sykes& Robinson, 1987) found that no more than 30
per cent of the industry's activitiesfell into the naturally monopolistic
class. In any event, even where monopoly elements are present, it
has not been demonstrated that government ownership is preferable
to private sector ownership given an appropriate regulatory frame-
work.

Other rationales for state sector involvement in commercial ac-
tivities have come under question as it has been realised that direct
government involvement in business enterprises can too readily lead
to the imposition of non-commercial objectives and thus generate
loss-making activities. Thereisalso plenty of evidencetosuggest that
governments are not typically successful in rescuing failing firms,
which should usually be allowed to respond in acommercial way to



their changing marketplace situations, In terms of promoting eco-
nomic development or employment or infrastructure, the argument
that governments need to be involved directly in enterprises to
promote these activities carries little weight, since successful large
private firms have demonstrated that not only can they contribute to
these types of objectives, including the development of large scale
projects, but can also do so within the constraints of the need to
perform profitably. In addition, the ability of governments to pick
winnersin theindustrial arena has comeincreasingly under scrutiny.

The public goodsargument hasfallen into question as aresult of
the demonstrated private sector capacity to provide services as di-
verse asthosein garbagedisposal, schooling, servicesfor theintellec-
tually handicapped, hospitals, prison management, and so on. The
nature of contractual or regulatory arrangements can be asimportant
as the ownership issue in determining the influence of government
policiesin matterssuch ascultural sovereignty, foreign ownership, or
industrial development generally.

Against the background of thisquestioning of therole of thestate
in the commercial sphere, it may be useful to review the principles
that have underpinned the New Zealand policy initiatives of recent
years, involving, first, the segregation of government's commercial
activities from the social, regulatory, and policy functions and, sec-
ond, the privatisation of an increasing number of its business enter-
prises.

., SOME CONCEPTUAL | SSUES

In assessing this process, one should perhaps reflect briefly on the
conceptual framework that underpins change of thiskind, in order
not only to assist in the examination of the potential success of the
SOE corporatisation model, but also to help draw any lessons for
ways in which this might be enhanced particularly by privatisation.
Recent economic analysis has placed considerable emphasis
upon a number of interrelated concepts that warrant an attempt to
simplify and summarise. These relate especialy to the importance of
transactions and agency costs, and the role of property rights.
Thefirst strand of thought is that economic activity is primarily
about transactions between different parties: sellers and buyers,
firmsand customers; lenders and borrowers; individuals and organi-
sations; and owners and managers. At the heart of the interrelation-
ships between these groupsis the need for information, and the costs
of obtaining that information, tofacilitatedecisions about the transac-
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tionsundertaken by different partieswithin theeconomy. Theroledf
the market systemis typicaly to help aggregate and synthesiseinfor-
mation and to provideameans df determiningtheseinformationand
transactions costs. Within the marketplace, competition providesa
set of incentives to promote good performance and a number of
sanctionsto penaliseinadequate performance by individuals, aswell
as to assist in the process of discovering what consumers want and
what competitorsare doing.

Thesecond strand of thisanaytical framework istheissued the
agency costs incurred by firms which face the problem that the
interests of their owners may diverge from those of their managers
and other employees. In essence, the company manager acts as an
agent for the shareholder, and the owner has to induce the manager
to act in the owner'sinterest. In doing so, certain agency costs are
incurred.

The third strand of thinking relates to property rights, which
serve the purpose of ensuring that the people who are most affected
by economic decisions are aso the most efficient at seeking out the
information they need. Property rights also help establish a set of
constraints upon individual actions. Well-defined property rights
typicaly set out the nature of theright of the owner to decide how to
use the resourceitsdlf and the incomefrom that resource, aswell as
defining the right of the owner to transfer the resource. The useful-
nessof private property rightsin promoting efficient resource use is
of course influenced by transactions costs.

Within private sector corporations, there are a number of impor-
tant influences over agency costs, which help the owner control the
management o a firm. These include the existence of the share
market; the role of skilled investment anaysts; the takeover mecha-
nism; the market for manageria services, the role of the Board of
Directors, who act under delegated authority for shareholders; the
monitoring o company performanceby maor lenders; competition
within the markets for the company's products and services, and
ultimately the threat of insolvency. These mechanisms are of a
mutually reinforcing nature and information tends to be exchanged
by the various participantswithin this process.

In relating these concepts to state enterprises, the problem with
public ownership is that it leaves a substantial area of economic
activity freefrom the system of private property rights and may thus
impair the mechanisms described above. For example, when firms
are owned by the state, ownership rightsare not transferablewithin
the market place, and the naturedof theownerswho areentitledtothe



income from the assets is more dispersed and less clearly defined
because of the generality of the nature of government. The problem
with this is that it may reduce the incentives of the owners (the
government) to monitor management performance and toensure that
the resources are being used effectively. The absence of the share
market mechanism and of the threat of takeover, and probably also
the moderation of the threat of insolvency, may makeit more difficult
to obtain information about the firm's activitiesand inhibit the ability
to resolve problems quickly and efficiently. In other words, because
both the owners and the managers of an SOE may faceless rewarding
or less specific incentives and less demanding sanctions than their
private sector counterparts, economic performance of SOEs may be
impaired by comparison with private sector corporations. |n addi-
tion, because of the nature of the political process, the possibility of
usi ng state ownership to confer benefitson particular interest groups
is probably enhanced in the case of the SOE model.

In summary, the lack of ability to transfer property rights under
state ownership, and the absence of direct or exclusive rights by
individuals to any income accruing from the improved use of public
assets, reduces the incentive to control agency contracts and agency
costs, may well reduce the incentives for satisfactory economic per-
formanceby SOESs, and increases the prospect of political interference
in the process.

IV. COMPETITIVE NEUTRALITY

To some extent, these agency and monitoring problems can be
moderated for SOEsby ensuring that they are not given any regulatory
protection and that they are not subject to any other particular
preferential or subsidy arrangements. Equally, they should not be
burdened with any disadvantages that are not shared by their private
sector counterparts.

In New Zealand, considerable progress has been made by the
government in deregulating the market environment for most of the
SOEs, by requiringthemtopay tax and dividendsonanorma commercial
basis, by ensuring that they have to fund their own balance sheetson
regular commercia terms, by making explicit the absence of agovern-
ment guarantee, and in some cases by moving to the sale of shares or
equity bonds in the organisations. It is only by moving as close as
possible tosuch a neutral environment that normal commercia criteria
can be used to assess SOE performancein a meaningful fashion. This
process al so ensures that competition for SOE products or serviceswill
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provide both incentivesand constraintson their performance.

Whilethisline of reasoning is clear-cut enough for organisations
that operate in intensely competitive marketplaces where other well
established competitorsexigt, it hasoften been argued in the past that
the casefor state control and ownershipisgreater in those situations
where important monopoly elements are perceivedto exist, such as
in the case of telecommunicationsand electricity. However, econo-
mists viewson the naturedf competition and monopoly have under-
gone considerable modifications over recent years. Whereas mo-
nopolisticbehaviour was formerly regarded as a problem in markets
where there appeared to be only one or very few producers, and
these were seen to have the ability to restrict output and/or increase
pricesin order to enhance ‘'monopoly profits, economists now tend
to take arather broader and more dynamicview of what constitutes
competition. Theformsof competitionaretoday seen to be diverse,
numerous and generaly pervasive, contestability and competition
are judged against amuch broader perspectivethan smply the nature
of a particular market or the presence of a particular single firm.
Monopoly problems are essentially ones of scale and degree.

In New Zealand, the Electricity Corporation has sometimesbeen
quoted as an example of a natura monopoly. However, there was
nothing 'natural’ about the legidative protection it had in its earlier
gui ses against competition from other power generatorsor thelegis
lative monopoliesexisting as a result of the geographic boundaries
constrai ningcompetitionbetween e ectricity supply authorities. These
‘monopolies wereessentialy artificia in character. Closer analysisof
the activities of the Electricity Corporation makes it clear that other
parties could readily get into the power station business. Since the
recent deregul ationsome have indeed indicated considerable inter-
est in doing so, and in thesameway there should be no constraint on
other parties marketing electricity providing they can utilise the
national grid.

When the process of deregulation of the electricity industry is
complete, both the production and marketing ends should become
contestable, and the only natural monopoly to remain should, one
hopes, be the line networks. Thisiswhy the Electricity Corporation
has placed so much attention upon the need for transparency with
respect to the national grid's operation, and has provided unequivo-
cal assurances with respect to access rights for other parties on the
same basis as internal access. Setting up the grid as a separate
subsidiary company with outside directors and full transparency
seems to be a more satisfactory option than regulatory or rate-of-



return controls as a means of constraining any potential monopoly
power. This is in effect a voluntary form of the common carrier
provision that is utilised in a number of overseas countries with
respect to similar monopoly networks.

Thealternative of priceor rate-of-return regulation as ameans of
controlling a monopoly is a complex one in view of the major
problems faced by regulators in obtaining the information they re-
quire to exercise appropriate judgements about either price or rate-
of - return setting. Historical experience in New Zealand of controls of
this type suggest that bureaucrats are not good at making these types
of judgementsand do not have the appropriate mix of incentives and
sanctions to ensure that they make decisions that are necessarily
more satisfactory than those made by the relevant company itself.
This suggests that the emphasis should be on providing fully con-
testable market environments and appropriate private sector moni-
toring arrangementsto check the performance of the enterprise, such
as through the share market or the mechanism of the potential
takeover.

It needs to be remembered that state control of itsef does not
prevent an organisation from having the ability to exercise monopoly
power and indeed may open the way for SOEs to be used to further
political ends rather than improve economic efficiency. Actud or
perceived monopoly power should thus be constrained notsimply by
state ownership, which carrieswith it al the other problems already
sketched, but rather by making the operating environment of the SOE
organisationsas contestable as possible. By taking a broader view of
the processes of competition, it can be argued that the problem of
'monopolies’ isnot nearly aspervasiveashassometimesbeen thought,
providing there is awillingnessto pursue deregulation in avigorous
and innovative way. Too many so-called monopolies have in fact
been of an artificial character, buttressed by state ownership itself,
legidlative protection, trade barriers and other artificial impediments
to competition. The key issue is the identification and removal of
these impediments.

V. THE GA NSFROM CORPORATISATION

Withinthe New Zealand context, concern about the need toimprove
the efficiency of state-owned trading activitiesled to the introduction
of the State Owned EnterprisesAct 1986 and the conversionin 1987 of
arange of major government departmentsinto nine new corporations
under the auspices of thislegidlation. The principles underlying this
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processincluded the need for SOEs to concentrate upon their com-
mercia objectives; to be run as successful businesses; to be as trans-
parent as possible in their operations by providing full and ongoing
information about their activitiesin anorma commercial manner; to
functionwithin competitively neutral environmentsfree of both regu-
latory favours and inhibitions; to be appropriately monitored to
ensure adequate accountability; and in some casesto be privatised to
ensure that the maximum degree of efficiency was attained. The
reform processalso provided for more flexible, commercially-based,
management procedures within SOEs including the appointment of
professional boards of directors, sufficient management autonomy
and authority to facilitate key resource use decision-making, im-
provementsin theincentiveand sanctionssystemsfor managers, and
generally more competitive pressures upon both management and
the enterpriseitsdf.

Despite these reformstaking place against the background of an
economy undergoing a substantial adjustment process and thus suf-
fering from relatively slow economic growth, most of the new SOEs
have substantially reduced their costs and increased their profitabil-
ity. Shareholding Ministers have been freed from day-to-day deci-
sion-making with respect to the enterprisesand can now concentrate
upon broader policy perspectives. Agreed statementsof corporate
intent and strict reporting regimesfacilitate close monitoring by the
government and its advisers. The monitoring process concentrates
upon overal commerciad performance and, a least where this is
satisfactory, the boards and managements of the enterprises have
considerablefreedom to run the businesses on a day-to-day basis.

In an empirical sense, the success of the SOE reform processis
best measured by reference to the annual reports of the various
enterprises, which set out in detail the typica cost reductions and
profitincreases that have been achieved. By way of some anecdotal
differentiation, an interesting but random selection of gainsfrom the
process might hel p confirm the points being made:

° Coal corp, which wasformed from the operation of theold
state coal mines, made losses in 20 of itslast 22 years of
operation prior to being corporatised. Some minerswere
employed in uneconomicminesat an annual cost of around
$NZ122 000 per job. Initsfirs full year of operation, the
Corporation turned a loss of $NZ23 million into a small
profit without increasing its prices. Despite reducing its
daff numbersby haf, Coal corp'sannual productionisnow



higher than that achieved by the old state coal mines.
Coal corp expectsthat with asmall increasein itsemploy-
ees, it should be able to double its production again over
the next couple of years.

New Zealand Post was formed from the postal businessof
the previous New Zealand Pogt Office. Although the
postal businessincurred losses of $NZ38 millionin 1986/
87 and was expected to lose around $NZ50 million in
1987/88, NZ Pogt actudly achieved a substantial profit in
that year, itsfirst year of operation. The profitwasachieved
without price increases for basic mail and with price re-
ductions of 30-50 per cent for unaddressed mail. Service
delivery performance improved by 5-10 per cent despite
an increasein the volume of mall delivered.

The Forestry Corporation in its firs year of operation
achieved a cash surplus of $NZ53 million compared with
the $70 million loss made by the Forest Service in the
previousyear. Staf numberswere reduced from around
7000 to just over 2500.

Telecom has decentralised its operations into six major
subsidiary companieseach of which now has the freedom
and flexibility to run cost effectively. Head officestaff have
been reduced from 2000 to 600 with further reductionsto
around 200 being planned. The total workforce has re-
duced from 25 000 to 19 000 and is expected to fal to 14
000 by the end of 1990. More efficient pricing is being
achieved by the remova of cross-subsidiesbetween local
andlong-distancecalling, with benefitssuch astherecently
announced 20 per cent reductionin toll rates and business
rental reductionsbeing passed on to customers. Telecom
has reduced cogts in many areas by contracting work out,
including toits own former staff now operating as contrac-
torswho are, for example, now installingtelephonesat up
to four times the installation rates that were previousy
achieved. The waiting time for installation of telephone
lines has been reduced from around sx weeks toless than
72 hours for 96 per cent of customers. In Auckland the
PABX waiting list of 800 has been virtually eliminated and
installation is now 'on demand'. A new directory service
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computer means that calls are answered in Auckland on
average within eight seconds, down from a 60 second
average.

e The Electricity Corporation (ECNZ) has increased its vol-
ume of sal esdespite theeconomicrecession, producingan
increase inelectricity'sshare of the total energy market for
the fird time in eight years. Over the first two years of
operation, ECNZ has reduced real unit costs by around 20
per cent with afurther significant decline anticipatedin the
currentyear. Output of electricity per employee increased
by 12 per cent in 1988/89, with a further increase of 6 per
cent anticipated thisyear. Despite a50 per centincreasein
the asset valuation of the organisation on corporatisation,
ECNZ has more than doubled its net profit after tax in the
first two years of operations, and is now achieving signifi-
cant price reductions in rea terms. The latter are a re-
sponsetothethreat of potential competition ingeneration.

VI. THE POTENTIAL FOR FURTHER EFFICIENCY GAINS

The dramatic gains from the SOE reform process have been achieved
essentially by changing the constraints, including the mix of incen-
tives and sanctions, facing SOE managers. This raises the issue of
whether further changesin the constraints could achieveeven greater
gains or at least ensure that the gains achieved to date are not
reversed in the future.

The constraints imposed on SOE managers are explicitly based
on the mechanisms used to promote management performance in
private sector ‘public' companies. The fact that thisform of company
has acquired its current dominance in competition with other forms
of organisation indicates that it isasuccessful way of organising many
kinds of economic activity. It allows management by specialists and
risk-sharing by a diverse group of shareholders who, as owners, are
not required to play an active role in the organisation's business
affairs. Although the separation of ownership from control gives rise
to potential incentive problems between shareholders and manage-
ment, the problemsare typically controlled by aseries of market and
organisational constraints that arise because of the transferability of
ownership in private sector companies.

A similar problem of conflicting interests arises between the



managers and owners of SOEs. The SOE constraints are intended to
replicate as far as possible the mechanisms used in the private sector
to align the interests of managers and shareholders. However, it is
clearly not possible to replicate al of the constraints used in the
private sector within the SOE model. The absence or weakness of
some of these mechanisms in the case of SOEs may have adverse
implications for their performance and there are practical and con-
ceptual problems with some of the surrogate mechanisms that have
been devised for SOEs. State ownershipitsdf introduces substantial
risksthat,the gains achieved by corporatisation may not be sustained.

The magjor way inwhich these problems can be reduced further is
by privatisation. Private firms can make unsatisfactory investment
decisions and perform poorly, but the market checks on sustained
poor performance appear to be the clearest and strongest available.

Theearlier discussion of analytical issuessuggests that there are
several key problemswith the SOE model. Some of the most impor-
tant arethat it isnot possibleto replicate the privatesector constraints
that arise from the transferability of ownership and developmentsin
thesharemarket; competitive neutrality cannot be achieved aslong as
government debt carries an implicit guarantee; and the scope for
efficiency-reducing government intervention may be higher while
state ownershipisretained. Theseissuesare discussed in moredetail
below by exploring some of the practical implications of the earlier
analysis.

VII. THE SHAREMARKET

The ability to transfer ownership in a company by means of the
sharemarket acts as a powerful constraint on management perform-
ance. The sharemarket aggregates the collective views of investors
about the relative performance o different companies and their
management teams so that share prices tend to reflect dl available
information held by market participants on the current and future
performance of companies. Thisin turn reflects the quality of the
decisions made by company managements. Market participants can
profit from superior information about a firm's future earnings by
buying or selling shares, thus providing an incentive for professional
analysts, ingtitutional investors and othersto study management per-
formance closely.

Because of the non-transferability of SOE shares their commer-
cial performance is not directly monitored by the sharemarket in the
same way as for listed companies. The incentives for owners to
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monitor management performance may also be weaker in relative
terms because the monitors cannot profit from their superior infor-
mation. The non-tradability of equity has given rise to the acute
difficultiesof valuing the businesses and the consequent problems of
establishing appropriate capital structures for firms. If some of the
benefits of the sharemarket are to be realised, then clearly sales of
equity in SOEsto the publicis atechnique for facilitating this.

The gains from replacing unsatisfactory managers and directors
may motivate a takeover of acompany. When acompany's perform-
anceis poor, or its managers and directors are overlooking important
opportunities to use resources efficiently, the company's expected
future cash flows are reduced and its share price is lower than it
would otherwise be. An improvement in performance will result in
higher share prices (arising from changes in expected future cash
flows) and hence capital gainsfor current shareholders. The capital
gains provide the motivation and reward for changing control and
replacing management. Becauseof thevast sizeof theassetscontrolled
by publicly listed companies, the market for corporate control isone
of the most important markets in the economy. As SOEs do not
typically have transferable shares; it is not possible for an SOE to be
taken over and the management team replaced by this means. Its
management team is not therefore threatened by thispossibility. The
inability to take over the company thus reduces the incentives for
investment companies or rival management teams to monitor man-
agement performance.

There are a humber of factorsthat affect the incentives of direc-
torsto monitor managers. Firgt, directors reputationswill be directly
linked to the performance of the company and will be strongly
affected by the information generated by the sharemarket. Poor
company performance creates a negative signal about the ability of
incumbent directors, thereby affecting their future employment op-
portunities and expected remuneration. Second, if they hold shares
in the company, which is generally the case, their wealth is directly
affected by poor managers. Third, if managers, and therefore direc-
tors, are under-achieving, shareholders can replace directors by a
takeover or proxy battle. The replacement of directors by existing or
new'shareholders will alsoadversely impact on the directors reputa-
tions. Thethreat of atakeover or proxy battleitself places pressure on
incumbent directors to maximise the value of the firm.

The important incentives created by the second and third con-
straints do not apply in the case of SOEs. Because ownership is not
tradable, the offer of an equity stake in the business cannot be used to



attract managers or directors to the business or act asan incentive for
performance. Directors and managers are not threatened by the
takeover market.

The market for managers plays an important role in controlling
managerial agency problems. The performance of individual manag-
ersand of the management team as a whole provides information to
the market that affectsthe future income and empl oyment opportuni-
tiesof team members. The market for managers relies heavily on the
information provided by the capital market and, in a sense, the
market for corporate control can be viewed asa major component of
the managerial |abour market. It is the arena in which aternative
management teams compete for the rights to manage corporate
resources. For government-owned businesses, the problem is that
theinformation provided by the sharemarket is not availableto those
monitoring SOEs’ managers.

VIIO. IMPLICIT GOVERNMENT GUARANTEE

It isexceedingly difficult to establish a competitively neutral environ-
ment while a firm remainsin government ownership, if for no other
reason than that an implicit government guarantee will tend to remain
on SOE debteven in the absence of an explicit government guarantee.
The possibility of a mgjor New Zealand SOE defaulting on its debt is
often considered remote because of the undesirable political conse-
quencesof such an eventfor thegovernment. Thethreat of bankruptcy
sets the ultimatelimit on the amount of valuethat can be written off by
unsatisfactory management performance. The market's view of the
bankruptcy risk will bereflectedin the cost of itsdebt capital (itsinterest
costs) and the cost of its equity (the rate of return required by its
shareholders). Theleve of thesecostsaffectsthefirm'sability tosurvive
and expand.

A proportion of the human capital of managersis specificto their
existingenterprise. It may be destroyed by bankruptcy or impaired by
inadequate financial performance. Bankruptcy or other financial diffi-
cultiesalso send negativesignals to the markets for managerial labour
regarding the performance of management teams. These constraints
may be absent or insufficiently compellingin the case of SOEs.

Privatisationwould remove the distortionsresultingfrom any im-
plicitgovernment guarantees. It should increasethedisciplineimposed
by the threat of bankruptcy and help to ensure that the cost of funds to
enterprises reflected their underlying risk characteristics and business
performance.
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IX. POLITICAL INTERACTION

Many of the efficiency gains achieved to date can be attributed to the
government's determination to push ahead with reform despitereser-
vationsinsomequartersand the political costsinvolved. Thegovern-
ment has been abl e to attract considerableapolitical talent toserveon
the boards of SOEs. The environment has provided the necessary
challenge for well-motivated management teams to achieve the sub-
stantial improvements in performance recorded to date. However,
experiencesuggests that these conditionsmay well not persist indefi-
nitely.

Government ownership of an organisation increases the likeli-
hood that it will be used to confer benefits on particular interest
groups. Because much of the income generated by an SOE is not
clearly allocated to any particular individual (unlike a private firm
where the rightsto income are clearly specified), governments have
the scope effectively to divert this income to politically-favoured
groups. This could be achieved for example, by requiring SOEs to
provide subsidised services to favoured groups at the expense of
overal profits.

Interest groups have incentives to lobby for special benefits, and
governments may haveincentivesto grant them aslong asthe costs of
such actionsare not readily apparent to thosewho are disadvantaged.
As long as SOEs remain in public ownership there may be the
temptation to use SOEs to deliver benefits to such groups at the
expense of overall community welfare. Interventions of thistype may
undermine the incentives provided by corporatisation. Government
ownership may also introduce the temptation for the government to
sacrifice agreed commercial objectivesin the face of fiscal pressures
through, for example, requiring the payment of dividendsin excess of
what directors may deem to be appropriate.

If state ownership of SOEs is retained there is a substantial
likelihood that the benefits of corporatisation will lessen or perhaps
even bereversed over time. The United Kingdom experienceempha-
sisesthisrisk. A salient feature of experience with SOEsin the United
Kingdom has been the difficulty of making the economic and finan-
cia guidelines operative and maintaining the integrity of the arm’s-
length concept (whereby the Government is not involved in the day-
to-day running of the organisation). AsJones (1987), a Professor of
Government at the London School of Economics, noted the SOE
process] does not work. The half-way house is not viable. New
Zealand, if benefiting from British experience, should regard the



SOD asastageen routefrom thedepartmental formtofull privatisation.
SOEs offer no enduring model'.

X. THE PRIVATISATION DEBATE

Various reasons have been adduced for privatisation. These include
improvements in efficiency, assistance with reducing fiscal deficits,
encouraging aspread of share ownership in the economy, and mod-
erating theinfluence of government generally within theeconomy. It
is difficult to escape the view that the privatisation debate in New
Zealand iscurrently rather poorly focused, partly because someof the
arguments are ideologically based and partly because some of them
are peripheral to the main issues.

Debt Repayment and Efficiency Gains

One argument centres around whether repayment of national debtis
a justification for privatisation. At first sight it may appear that a
significant gain from privatisation is the revenue accruing to the
government from the sale of the assets of the SOE. However, further
reflection demonstrates that thisgainisin asenseillusory. If thesale
value of the firm to be privatised is equal to the present value of its
expected public-ownership profit stream, then the public sector has
not altered its net worth through the privatisation process. In other
words, the real economic gains are confined to productive efficiency
improvements and do not relate to the cash flow generated for the
government accounts as a result of selling assets. The gains do not
accrue simply from the act of transferring ownership from the public
to the private sector, but rather through any improvement in the way
in which the assets are used, i.e. through efficiency gains, generated
by the change to private ownership improving the set of incentives
and constraints asa result of exposing the organisation to the normal
disciplines of the market.

The essence of the efficiency gains is that customers should
benefit through more favourable prices, aswell aswider choicesand
better service. Privately-owned organisations are likely to be more
responsive than their state sector counterparts to changing market
conditionsand varying customer demands, and be moreinnovativein
introducing new products and generally adapting to change. The
problem of agency costsreferred to aboveislikely tobelessseverein
privately-owned organisations than in SOEs. Thisis because of the
existence of improved incentivesand stronger sanctionsin the private
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sector, Sharemarket listing, private sector monitoring, full exposure
to private sector product and capital markets, takeover possihilities,
and other similar considerations underpin thisline of reasoning.

However, the empirical evidence on the relative efficiency of
private and public enterprise isfraught with methodological difficul-
ties and is not fully conclusive. Although the available evidence
appears on balance to favour private ownership, efficient perform-
ance by individual public enterprises over a period of time, for
example as a result of superior management, cannot be ruled out.
However, astheexperience of the Eastern Bloc hasshown on alarger
scale, performance over the longer haul is likely to be much inferior.
Thisisthe relevant experience in framing policy.

One of the most recent and comprehensive studies (Boardman &
Vining, 1989) comparingthe performance of private companies, SOEs
and mixed enterprisesoperating in competitiveenvironments utilised
theInternational 500from FortuneMagazine, covering 500 large non-
USindustrial firms(409 private, 57 SOEsand 23 mixed). Thestudy not
only endeavoured to isolate and measure the influence of a range of
variables such as firm size, market share, economies of scale, and
related issues, but also measured performance using six different
variables in an endeavour to overcome some of the problems with
earlier studies. Although the results would not be without their
challenges from other studies, they did indicate that large industrial
mixed enterprises and SOEs performed substantially worse than
similar privatecompanies. Thissuggests that full privatisationistobe
preferred toeither partial privatisationor SOE status. Other evidence,
such as that quoted by the Economic Development Commission
(McCabe, 1989) for the United Kingdom, confirms the gains from
privatisation in the United Kingdom context across different indus-
triesand among companies of different sizes, although the impact of
restructuring of some of the former SOEs on the performance figures
is not easy to isolate.

Social ServiceProvision

The other major argument that sometimes confuses the privatisation
debate relates to the government's role in providing social services.
The real issue is whether government provision of social services
actually requires government production of such services. In most
cases, social objectives can be pursued jud as effectively if not more
effectively through income transfersthan through the direct provision
of subsidised services. Insituations where the government wishesto



providesubsidisedservices, it can of course contract forsuch services
from the privatesector. Theessential point isthat theissue of therole
of the government in providing social services should ideally be
separated from the privatisation debate.

Given the concernswithin New Zezaland about the issue of ‘priva-
tising’ socia services, including not only the traditional areas such as
heath and education but also those seen to have been previoudy
supplied by conventional SOEs such as subsidies for rural eectricity
usersand subsidiesfor remote postal didtricts, it issurprising how little
recognition has been given to the highly successful provison of social
serviceshy privatesector organi sationsto groupswithinsociety whoare
normally regarded as highly dependent, Perhaps one o the leading
examplesisthe New Zealand Society for thel ntellectuallyHandicapped
(the THC) which as New Zeadland's largest private sector voluntary
welfareorganisation, with an annual budget of $NZ80 million and staff
of over 2000, provides a wide array o services to the intelectualy
handicapped, ranging from preschool centresto workshop facilities,
andfromrurd trainingcentresto comprehensiveresidential services, dl
run on a user-pays basis but with asignificant government subsidy.

Two mgor reviews carried out in recent years of the IHC by the
Controller and Auditor-Genera, the most recent one having been
published aong with the Auditor-General'sreport on SOEs generdly,
not only concluded favourably with respect to the value for money
aspectsaf the IHC services, but aso compared them more than favour-
ably with the costing of similarservicesprovided by other organisations
suchashospita boards(Audit Office, 1988:43-4). It isinterestingto note
that just beforethelast general € ection, thel[HC volunteeredto giveup
itsdirectgovernment subsidiesif the hospital boardsand other agencies
would also do thesameand if the resultant pool o fundswasutilised to
increase benefits paid to intellectually handicapped people to enable
themin turnto contract back to service provisionagenciesfor services.
The idea of this was to provide greater freedom of choice and more
diverdty of services. But the hospital boards were not prepared to
support the proposalsand in theend neither was the government.

In any event, organisationssuch asthe lHC areinterestingillustra-
tionsof theway in which socid servicescan be successfully privatised.
They dsoillugrate thevalidity d conceptually separatingissuesrelated
tosocia service provision from those of privatisation.
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XI. CONCLUSONS

Considerable progress has been made in New Zealand over recent
years with respect to each of the different stagesinvolved in improv-
ing the efficiency of state sector commercial undertakings. Many of
the state sector's commercial undertakingsthat were formerly run as
government departments have now been placed on a more commer-
cial corporate footing, and the market environments within which
they operate have been made competitively more neutral with respect
both toinput markets and to competitive pressuresin output markets.
The SOE reforms have represented a consistent and self-reinforcing
package of measures that have facilitated clearly improved perform-
ance across a broad spectrum of the public sector.

However, the reformsdo not alter the fact of state ownership and
the potential problems that this creates in maximising management
performance. Theessence of the matter is that some of theimportant
constraints on managers that exist in the private sector mechanisms
cannot bereadily replicated within the public sector, and the absence
or weakness of these mechanisms in the case of SOEs may have
potential adverse implicationsfor their performance particularly over
thelonger haul. The necessary third stagein the processof improving
public sector efficiency isthus that of privatisation. It isonly by this
means that it will be possible to realise the ultimate efficiency gains
and toensure that the benefits achieved to date by corporatisationare
not reversed.

Substantial progress with privatisation has been made in New
Zealand, although much remains to be done not only with respect to
conventional SOEsbut alsoin other areassuch asthe trading activities
of local authorities. Ineconomicterms, the process of reform should
facilitate a more satisfactory means of determining information and
transactions costs, reduce agency costs, and ensure that the private
sector system of property rightsdoesits job in promoting the efficient
use of the country's resources.

The SOE reforms should be seen as a consistent and integrated
package of changes involving commercialisation, corporatisation,
deregulation and privatisation. The ultimate effectiveness of the
package depends on its completeness, and in this area the major
part of the reform yet to come for a number of important SOEs is
that of privatisation. The efficiency and profitability gains made by
a range of the new SOEs demonstrate the potential contribution of
the process to enhancing economic growth for the community
generally.



Referencesand Bibliography

Audit Office(NZ) (1988), Report on PublicSector Companies, Corpo-
rations and Statutory Boards, Government Printer, Wellington.

Beeby C. (1986), 'Preface’ in W. Renwick, Moving Targets, NZ
Council for Educational Research, Wellington.

Boardman, A. & Vining (1989), '‘Ownership and Performance in
Competitive Markets. A Comparison of the Performance of
Private,Mixed and State-Owned Enterprises,Journal d Lawand
Economics32 (April): 1-33.

Deane, R.(1988), 'Corporatisation and Privatisation: A Review of the
Issues, Newnham Lecture, New Zealand Engineering, pp. 27-30.

———(1989), 'Corporatisation and Privatisation: A Discussion of
the I'ssues, an address to the Chamber of Commerce, Napier.

Economic Devel opment Commission (1989), PriuatisingState Owned
Enterprises, Wellington.

Jones, G. (1987), 'Privatisation: Reflectionson the British Experience’,
Ingtitute of Policy Studies Seminar, Wellington.

Kay,J. & D. Thompson (1986), 'Privatisation: A Policy in Searchof a
Rationale!, The Economicjournal 96: 18-36.

———, C. Mayer, & D. Thompson (eds) (1986), Priuatisation and
Regulation: The WK Experience, Clarendon Press, Oxford.
McCabe, L, (1989), Priuatising State Owned Enterprises, Economic

Development Commission, Wellington.

New Zealand Business Roundtable (1988), State Owned Enterprise
Pdlicy: Issuesin Ownershipand Regulation, Wellington.
Sykes, A. & C. Robinson (1987), Good and Bad Ways to Privatise

Electricity, Centrefor Policy Studies, London.

The Treasury (1987), '‘Government Management’, brief to theincom-
ing government, Wellington.

Vuylsteke, C. (1988), Techniquesof Priuatisation of State-Owned En-
terprises, World Bank Technical Paper Number 88, Washington.









The Economics Education
Resource Centre

The Economics Education Resource Centre was established at the
Centre for Independent Studies in October, 1989. Its purposeis to
encourage a better understanding of the principles of economics
and to promote their practical application by offering supportin
the teaching of economics at the high school level throughout
Australia.

The major functions of the Centre include:

e Liaison with other organisations and professional bodies
involved with the teaching of economics.

e Accumulation of a comprehensive resource base of
books, audio-visual materials and teaching aids of all
kinds.

° Organisation of lectures, seminars and workshops for
teachers.

Review and evaluation of courses, books and other
materials used in schools.

The Economic Education Review

This is the official national newsletter of the EERC. It is published
six times a year. Each issue contains a leading article accompanied
by student exercises; some shorter articles of economic interest;
book reviews; and some current Australian economic statistics. For
subscriptioninformation, please contact the EERC.

Teachers who subscribe to both Policy and The Economics Education
Review will be able to do so for a discounted fee.

Director
Tim Riley

EERC, 4th Floor, 38 Oxley Street, St Leonards NSW 2065
Ph: (02) 438 4377 Fax: (02) 439 7310



Policy

A Journal of PublicPalicy and |deas

Policy is the quarterly journal and flagship publication of the Centre for
Independent Studies, Australia'sleadingindependent, non-profit research
and educational organisation.

Policyprovidesregular, expert commentary on public affairsbased on
the latest advancesin economicand social research. It contains:

+« articleson topicsof current public concern;

+ reviewsdf bookslikdy toinfluencepolicy debate;
and

e critical expositions of ideas and theoriesrelevant to the
formation of public policy.

Policy thusplaysamgor rolein the effort of the AS to providea rigorous
and impartid defence of thefreeand open society. Itisstrictly non-partisan
but ams to influenceopinion across the politica spectrum. It is therefore
aimed at a readership of academics, journdists, teachers, policymakers,
businesspersons and other individuas who play an important role in
forming public opinion and influencing policy. Mogt contributions are
commissioned from qualified academics and scholars. Policy dso carries
regular contributionsfrom commentatorsin the UK, the USand el sewhere.
All published articlesmeet the higheststandards of independence, objectiv-
ity and scholarship.

How tosubscribe

Annud (airmail or sea mail), ingtitutional and sustaining subscriptions to
Policy are available. For further Policy subscription information please
contact The Centrefor I ndependent Studiesat the addressbel ow.

Subscribe by phone or fax usng American Express, Visa, Bankcard or
Mastercard, or cdl for aPelicy subscriptionbrochureto be sent to you.

The Centrefor Independent Studies, PO Bax 92,
S Leonards NSV 2065
Ph: (02) 438 4377 Pax: (02) 4397310



Selected CIS Occasional Papers

Taxation, inflation and the Role of Government by Milton Friedman
(1981) ISBN 0 94976900 2 4] $350

The Role of the Entrepreneur In the Economic System by Israel Kirzner
(1984) iSBN 0949769 193 [OP10] $3.95

The Case Against the Arbitration Commlssionby P.P. McGuinness
(1985) ISBN 0 949769 25 8 P11]

Trial WithoutError: Anticipation vs. Resilience as Strategies for Risk Reduction
by Aaron Wildavsky
(1985) ISBN 094976917 7 [OP13] $3.95

The Anti-Capitalist Mentality: Post-Mortemfor an Ideologyby RM. Harhvell
(1985) ISBN 094976926 6 [OP14} $3.95

Ideas about Freedom: A Discussion by Kenneth Mlno ue et al
(1986) ISBN 0 94976929 0 g|

The Enemies of Progresshy Ralph Harris
(1986) ISBN 0 94976931 2 [oP16]

Law and Liberty by Shirley Robin Lehvin
(1987) ISBN 0 949769 38X [OP17] $3.95

Beyond the Current Pessimism by Ray Ball
(1987) ISBN 0 949769 37 1 [oP18]

Ideas, Interest and Experience by Roger Kerr
(1988) ISBN 0 949769339 [oP19]

Social Welfare: The Changing Debate by David G. Green
(1988) ISBN 0 949769 41 X [oP20] $5.95

The Long Debate on Povertyby R. M. Hartwell
[1988) ISBN 0 94976942 8 [OP21]

Endangere'Fr 3« by | Sovvaell
SBNO [oP22]

The Crisis In Law by Norman Barry
(1989) ISBN 0 949769 46 0 [OP23] $3.95

The Ethics of Economic Freedom by Herbert Giersch
(1989) ISBN 0 949769 48 7 [oP24]

The Egalitarian Conceit: False and True Equalitiesby Kenneth Minogue
(1989) ISBN 0 94976950 9 [oP25] $4.95

The Education Monopoly Problem by Edwin G. West
(1989) ISBN 094976951 7 [OP26]

Economic Control or Economic Development? by Peter Bauer
(1990) ISBN 0 94976953 3 P27]

Population Growth: Curse or Blessing? by Peter Bauer

(1990) ISBN 0 94976955 X [OP28] $3.95
Are We Winning? by Antonio Martino

(1990) ISBN 0 94976956 8 [oP2g]

Socialism is Dead But Leviathan Lives On by James Buchanan

(1990) ISBN 0 94976957 6 [oP30]

The Third World Debt Crisis: Can't Pay or Wen’t Pay? by Peter Bauer et al $4.95
(1990) ISBN 2949769 60 6 [OPa1]

Reflections on Privatisation by Roderick Deane $4.95
(1991) ISBN 0 94976963 0 [OP32]

Ail prices are In Australlan dollars and are subjectto change without notice
Pleaseinclude 10% of your total order for postage & packing (max. $4.00)






Reflections on Privatisation

Although privatisation of state-owned enterprises made great
progress in New Zealand and elsewhere throughout the world during
the 1980s, Australia has so far opted mainly for ‘corporatisation’,
which aims to replicate in the public sector some of the constraints
and incentives that operate in the private sector.

In this Occasional Paper, Dr Roderick Deane, a close observer of
New Zealand’s extensive privatisation program, argues that although
corporatisation can dramatically improve the performance of state-
owned enterprises, it cannot be a complete substitute for privatisation
because it cannot replicate three crucial aspects of private ownership:

e ownership cannot be transferred through the sharemarket;

e competitive neutrality cannot be achieved while government
debt carries an implicit guarantee; and

e state ownership increases the scope for efficiency-reducing
intervention.

Privatisation is the next logical step: ‘It is only by this means that it
will be possible to realise the ultimate efficiency gains and to ensure
that the benefits achieved to date by corporatisation are not reversed’.
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