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1
Introduction

Privatisation is now widespread in industrialised, developing and transitional economies. The World Bank (WB) has played a key role in the implementation of privatisation in low-income countries, attaching privatisation to aid disbursements and promoting a pro-privatisation culture. In addition, WB publications are often widely circulated in developing countries where access to academic literature may be limited. World Development Reports, produced annually by the WB, are often regarded as text books and the World Bank Research Observer claims to be the most widely read economic journal. Hence the influence of the WB should not be underestimated. 

This paper analyses the orthodox approach to privatisation in low-income countries particularly in Africa as promoted by the WB. We show that privatisation has attracted over-optimistic expectations when it comes to development, based on unrealistic assumptions. There are substantial gaps in the analytical framework, and damaging outcomes are emerging.  We analyse some of the fundamental parameters of privatisation policy in developing countries and conclude that privatisation as it is currently conceived by policy makers, will not help and may even be detrimental to development prospects. We call for a reassessment of policy goals based on a more realistic perspective. 

2 WB  policy: privatisation and poverty eradication

The World Bank has keenly supported privatisation in Africa. By the end of 1995, all but six (out of forty-eight) African countries had divested some public enterprise and all but eleven had had some World Bank lending in support of the policy.
 However, the core mandate of the WB is to eradicate poverty. Privatisation, as a central policy promoted by the WB, must therefore somehow be expected to contribute to this overall goal. It may not at first be obvious how the two are linked. Looking at the WB website and supporting literature, it seems that privatisation – primarily, if not exclusively - is expected to reduce poverty through the development of the private sector, and Private Sector Development (PSD) is central to poverty reduction. This is how the WB policy framework links privatisation with poverty eradication.
 PSD “is to be achieved through accelerated growth with improved distribution and by providing governments with fiscal space to focus on social spending.”
 

Privatisation is promoted because of the perceived weaknesses of public ownership and poor track record when it comes to enterprise reform. The WB takes a strong stance on privatisation as opposed to enterprise reform because efforts at reform which stopped short of privatisation are regarded as unsuccessful.
 “Few governments have been able to introduce–and keep in place–the large number of complex and demanding measures needed for effective public enterprise reforms.”

The problems which have emerged under state ownership are spelt out (and to some extent related to poverty): “The costs have been high. In many countries, inefficient but privileged public enterprises drained budgets, diverted resources from health and education, seriously damaged the health of the banking sector, and created obstacles for the development of the private sector. Observing the immense difficulties of reforming public enterprises without changing ownership, the Bank emphasizes divestiture as a means of locking in the gains from reforms.”

Pointers are provided as to how privatisation can be carried out: Governments “must: a) devise sectoral policies that introduce and maintain competition; b) establish and maintain a sound regulatory framework for the remaining monopolies, public and private; c) maintain transparency in transactions and convince investors that their investments are secure; d) negotiate, monitor, and enforce contracts with private suppliers of management and financing; e) ensure that resources from privatisation sales are put to productive uses and f) manage the inevitable political and social tensions that arise as enterprise reforms are implemented, especially the critical issues of foreign ownership and labor layoffs.”
  With scarce capacity for governance, a constant theme of WB literature, it might be thought that governments have their work cut out for them dealing with all the issues that accompany privatisation. 

What is crucially absent from the WB enthusiastic support for privatisation is anything other than a superficial account of what the policy is supposed to achieve and how this is to occur. The costs of a poorly performing state sector are indicated. The implication is that the problems of state ownership will evaporate when assets are taken over by the private sector. Yet, there is no consideration of the problems which state ownership itself was intended to solve.

We are led to believe that privatisation will contribute to private sector development but it is scarcely indicated how. It also seems that fiscal benefits are to be expected but again, it is not clear from where exactly these will come. As we will see, the fiscal implications are at best ambiguous. And even if there are fiscal gains, it is far from certain that these will be diverted to health and education. In Tanzania it is reported that as much as half of privatisation proceeds received in the six years to 1999 were used to service the country’s foreign debt.
 So, while privatisation should be considered as a tool of long-term development and economic restructuring, the focus is increasingly on short-term fiscal needs.

3 Privatisation and development: the critical literature

Critics have pointed to the weak empirical and theoretical foundations of privatisation policy generally.
 More specifically, several problems emerge when the policy is applied to developing countries. Low domestic savings and weak capital markets  will prevent the domestic private sector from participating, thus increasing reliance on foreign investment;
 competitive forces are less effective because of the prevalence of monopolistic market structures
 and the common practice of holding interlocking directorships.

In many developing countries (especially in Africa), public corporations were created to fill vacuums left by private capital.
 Institutional capacity is weak in much of Africa.
 Hazy property rights can complicate privatisation. There is little regulatory capacity and greater risk of regulatory capture in an environment of patronage. Often foreign companies have substantial market power and as a result they can exert considerable pressure on regulators.
 The process of divestiture itself is technically demanding. Therefore, implementation in developing countries has relied heavily on technical assistance.
 

WB texts on privatisation have been criticised on several counts. Its publications tend to be selective in use of evidence. The extensive body of critical literature (see above) is rarely acknowledged in Bank publications. Rather citations are dominated by Bank- sponsored studies which tend to be more supportive of privatisation.  The 1995 Report, Bureaucrats in Business attracted substantial criticism for among other things, the narrow analytical framework and questionable causality assumptions. Bank literature on privatisation seems to support a predetermined conclusion, applying a circular logic and developing a framework where all findings are evidence of benefits of privatisation. For example, in the study of African experience, privatisation can be shown to be beneficial if an enterprise performance improves or if it fails (as privatisation means that state support for a failing enterprise has been withdrawn).
 This framework ensures that critical outcomes fail to emerge.

Some recent texts - such as the 1997 World Development Report - call for privatisation in a more veiled way, encouraging states to match their roles to their capabilities. The argument is that government should not overstretch itself or be involved in too many things in an unfocused manner and should concentrate on what it does best. This too has been widely criticised, based as it is on a simplistic notion of states and markets.
 In low-income countries, some states are so weak in capabilities that such a policy would mean that they did not carry out even core functions.

WB reports often treat policies in isolation from the context in which they occur. Privatisation usually forms part of a programme of structural adjustment measures which have an interactive effect on investment, incomes, savings and expectations. In these circumstances, it is questionable whether privatisation and other adjustment policies should be implemented simultaneously or whether some sequencing could be more appropriate.
 

4 Privatisation and development: the fundamental flaws

This section considers some of the central themes of privatisation in a realistic and objective fashion. We show that the analytical framework applied by the WB is internally inconsistent. Further, the policy is based on an assumed context in which linkages are required, given that the overall goal is poverty eradication. These linkages are often weak or absent in many developing countries.  As a result, we show that implementation has often been problematic and privatisation has the potential to affect development negatively. 

4.1 Fiscal impact

Privatisation is promoted by the WB as a means of improving a fiscal position, as governments receive revenue from the sale of parastatals, receive tax revenue on the profits from the privatised enterprise and no longer have to support loss-making enterprises.

However, this paints an artificial picture of false hope. The reality is less attractive. Not surprisingly, investors are not that interested in loss-making businesses. Governments find it difficult to sell these enterprises while profitable enterprises are easier to shift. In Africa, enterprises sold to end of 1995 were not a financial drain on government resources according to a World Bank sponsored study.
 At a meeting of senior officials from African countries and WB and IMF policy makers, Ben Ibe from Nigeria raised the point that it is difficult to attract investors to buy run-down and indebted enterprises.
  The Zambian government has recently reported difficulties in attracting interest in some its major utilities because of poor enterprise performance. The privatisation programme has run into problems because there are no buyers for some of the government’s largest enterprises, including Zambia Commercial Bank and Zambia Telecommunications.

In the long term this policy could have adverse fiscal implications as governments lose revenue from profitable enterprises, retaining unsaleable loss-making companies. Further, the revenue raised from sales may be less than anticipated. Many enterprises have substantial debts and these are offset against payments (and payments themselves are often on deferred terms). While these debts would have fallen due in the future, privatisation brings forward their settlement. Further the process of privatisation itself puts demands on institutional resources which is costly. While resources are often provided by donors, there is an opportunity cost to this funding which may be better placed to achieve the core objective of poverty eradication directly. 

The fiscal position may be further clouded when concessions are offered to attract investors. For example, in Uganda, a private company has been awarded  a contract to  develop a power plant. However the terms of the concession are such that the government has agreed to buy all the power produced at a price fixed in foreign exchange. This is a substantial financial undertaking for the government, and the private contractor bears very little risk. The plant will produce more power than Uganda requires, and the government is hoping to arrange to export power to Kenya, to cover the financial terms of the agreement with the private contractor. Furthermore, the  contractor (a US company, Allied Energy Systems Corporation (AES)) has asked the Ugandan Government to guarantee prompt reimbursement of its value added tax (VAT) which amounts to about $60m.
 Thus it may be some time before the Ugandan government sees any fiscal benefits from the exercise.  

4.2 Private Sector Development

As stated above, privatisation is a key theme behind private sector development within the WB policy framework. However, it is not clear how exactly this is to be achieved. It is also unclear exactly what is meant by development of the private sector. Presumably a policy aimed at development, will require more than just greater numbers of privately owned firms.
 Also significant will be the capacity of indigenous entrepreneurs to grow and participate in domestic economic development as well as the strength of institutions to provide a stable framework for such enterprises to flourish. 

The Bank literature is noticeably hazy when it comes to how privatisation will develop the private sector but two key themes emerge. Firstly, privatisation is supposed to increase the number of players who have a stake in making sure that the private sector operates effectively.
 However, given that it is the drive for profit which is deemed to make private companies more efficient than the public sector, private firms will have an interest in opposing features associated with a healthy private sector, namely competition and regulation. For example in Senegal, the privatisation programme only got underway when protectionist measures, removed under liberalisation, were reinstated to allow investors to achieve greater profit.
 This is also based on traditional views of governments and investors. While the WB is at pains to promote privatisation in order to ‘lock in’ the gains from enterprise reform, it is precisely the irreversibility of the policy that has deterred some investors in Africa.
 In some cases, governments are looking for less permanent deals with investors such as leasing arrangements to attract investment which may be put off by longer term undertakings.

Secondly, privatisation is supposed to develop the private sector by encouraging investment
 acting as a signal of government support for private-sector-led growth and development.  It is reported that this is the main reason behind infrastructure privatisations in Latin America.
 However, this argument assumes that there are investors waiting for just such a signal. In reality in much of Africa there are few investors in the wings partly for reasons of instability but also because of limited markets. Lack of investor interest has been a major stumbling block in some cases and pursuing privatisation in such circumstances has been difficult, as demonstrated in the case of Zambia, above. Transactions have been painfully slow. Enterprises which have been in a limbo state of ‘being privatised’ for several years have rapidly declined.  

In much of Africa, genuine domestic participation (ie more than a token effort for political expediency) is prohibited because of low domestic savings. Low investor interest raises a number of issues when it comes to privatisation: efforts at competitive tendering fall down with few investors; extensive concessions may have to be offered; tariff hikes may be imposed in an effort to generate a commercial return – none of which is conducive to the development of the private sector. A developed private sector will not spontaneously emerge as a bi-product of privatisation without specific targeting. It is an approach based on the fallacy that sufficient conditions for success will fall into place merely by virtue of their necessity. If the same logic were applied to the private sector, privatisation would never have been conceived in the first place.

4.3 Regulation 

Orthodox privatisation literature tells us that welfare gains from the policy are maximised where the enterprise is in a competitive market. Where this is not the case, appropriate regulation is required. Thus, regulation should be a key part of a privatisation programme. Even WB sponsored research points to the importance of regulation in achieving welfare gains from privatising monopolies.
 Presumably implicit then in privatisation policies is an assumption that there is effective competition or regulation. However, in many developing countries – particularly in Africa - there is virtually no effective regulation, even where a comprehensive privatisation policy has been adopted. The WB has paid little attention to regulation in Africa. The most recent study finds that the lack of regulation and antitrust legislation is ‘surprising’.
  How can the authors be surprised that regulation was not introduced when privatisation was a pre-requisite for loan disbursements while regulation – which would use up institutional and financial resources and might deter investors – was not? 

Regulation is particularly problematic in developing countries. Firstly, the process is institutionally demanding in an environment where appropriate skills are scarce. Secondly, markets are smaller and therefore less competitive, requiring more effective regulation. In most low income countries where there is regulation, it is based on the industrialised country model - the main utilities have specific regulatory bodies. However, where markets are smaller, many more industries, for example, cement distribution or agro-processing, are monopolistic, requiring relevant regulation.  And thirdly, the reality is that - regardless of legal niceties -  the economic significance of privatised companies, coupled with uncompetitive market structures, is such that regulation may well have little effect in low income countries. For example, in Ghana, despite extensive government efforts, only one tender was received for Ghana Telecom.  In such circumstances, the ultimate sanction of the regulator of removing the franchise has little credibility. In Mexico, Telmex, the privatised telephone monopoly is worth nearly 30 percent of the Mexican stock market
 and hence regulation which may negatively affect the performance of Telmex may be treated with caution by the government. 

In Argentina, the break up and privatisation of the national railway network has been beneficial in the short run with major increases in productivity. However, this positive outcome is overshadowed by concerns about the long-term regulatory capacity of the government. The initial regulatory framework was established with extensive external support and expert advice. However, the concessionaires were seeking deviations from negotiated agreements within months when they were supposed to be firm for five years. And the bargaining power of the government has considerably diminished with neither bankruptcy or renationalisation being credible threats to non-compliance of the concessionaires.
 

In Guyana, there is evidence of substantial regulatory capture by the telecoms company.  The stance of the new Guyanese company (GT&T - now a subsidiary of the American owned ATN) is confrontational and uncooperative. There are reportedly numerous examples of illegal and improper activities and in the first five months the company transferred 60 per cent of its revenues to its parent company in the way of unsecured loans.

Thus while the WB may advise governments to devise sectoral policies that introduce and maintain competition and to establish and maintain a sound regulatory framework for the remaining monopolies, public and private (see above), the chances of achieving either of these are slim. There is a major imbalance of bargaining power when low-income country governments are dealing with multinational companies, especially when the pace of transactions are forced by donors. It also seems that international governments further undermine the power of developing countries. In Mozambique, for example, it is reported that the US president put pressure on the government to give a major gas exploration concession to US firm, Enron, hinting that US aid may be affected if this did not happen.
  With such substantial power imbalances, regulatory processes will have little effect. 

In short, taking a wider view, the regulatory capacity required to ensure successful privatisation might be better and more effectively deployed enhancing the capacity of the sector concerned.

4.4 Divergent objectives

Private companies are looking for profit and their objectives may diverge from the public interest. The orthodox approach assumes that state and private sector are substitutable when it comes to provision of goods and services, subject to appropriate regulation. While this may be the case in the majority of products, divergent objectives have been problematic when it comes to delivery of essential services. For example, in water provision, the interests of the service provider (profit) are at odds with social objectives (universal access to clean water). In Zimbabwe, the private sector company, Biwater, recently withdrew from negotiations for water services because it became apparent that local residents would not be able to afford water at a price which brought the desired commercial return for Biwater.

Commercial enterprises by their nature need to make a commercial return which will require price rises in most cases. The WB line is that, for example, in the case of water, by charging commercial rates, the usage (and wastage) of water will fall to reflect its scarcity. What in practice might be expected is that those at the lower end of the income scale will not be able to afford adequate supplies of water. The real danger in all this is that attention is diverted to enticing a foreign investor instead of assessing alternative approaches to improving infrastructure.

4.5 Corruption

Public choice theory - which is a central aspect of the orthodox theoretical framework for privatisation - runs aground in presuming the market does away with bureaucratic self interest. According to the public choice approach, privatisation is necessary because the public sector is staffed by self-interested bureaucrats. However, it is these self-interested bureaucrats who are expected to implement privatisation policy in a non-self-interested way. Privatisation requires an effective public sector and the people who are most threatened by the policy are the ones who are expected to carry it out.

The award of concessions and contracts – and hence the process of privatisation - is a major source of corruption.
 The most celebrated case in Africa at present is the Highlands water project in Lesotho where more than a dozen international companies and individuals have been charged with bribing the former top official of the Lesotho Highlands Water Project. In Uganda, privatisation was temporarily halted in August 1998 due to allegations of corruption and the president’s brother resigned after his involvement in the sale of the Uganda Commercial Bank caused an outcry. 

Thus it is evident that the staff of both public and the private sector enterprises may act in pursuit of their own self-interest. Rather than preventing this, privatisation may provide a fertile breeding ground for such activities.

4.6 Employment 

Privatisation is widely associated with labour layoffs and retrenchments and – contrary to WB objectives - one might expect poverty to increase as a result. If privatisation is not going to increase poverty it must be assumed that either a) there is a labour market capable of absorbing laid off workers and/or b) that such losses are short term and subsequent expansion under private ownership will compensate for initial job losses. Sadly, neither of these seem to apply. In Ghana for example, the ILO estimated formal sector unemployment to be in the region of 70 percent.
 Also in Ghana, the author’s own research indicated that several years after privatisation, employment in enterprises had failed to expand significantly to offset the initial layoffs on privatisation.

World Bank literature establishes a distance between privatisation and job losses differentiating between reform of the public sector and privatisation, arguing that the former (rather than privatisation) is responsible for lay-offs.
 This is an artificial distinction to give privatisation a better press. In reality the two are part of the same process of public sector reform. This is a genuine adverse effect of privatisation and needs to be considered as such. Typically, employees are assumed to be hostile to privatisation because of potential layoffs. Retrenchments in WB literature are described as an adverse political aspect of the policy. Hence unions rarely form part of the negotiation process. In reality where enterprises have been performing disastrously for years, workers who have not been paid for months, or longer, may stand to gain from privatisation.

5 Prognosis

Rather than improving the fiscal position and developing the private sector, the above analysis shows that privatisation may have less positive outcomes. The process is costly, may be slow due to limited investor interest, may increase prices (to generate a commercial return), is likely to be a source of corruption, will probably be uncompetitive without effective regulation. This is not the stuff of poverty eradication nor of private sector development.

Privatisation of small competitive enterprises is relatively straightforward. However the ‘one-size fits all’ attitude to policy design is wearing thin and as, we have shown, is inappropriate in low income countries. For years, privatisation has been promoted on the basis of over-optimistic expectations.

What is needed is a realistic assessment of what privatisation (as opposed to alternative measures for public sector reform) can provide. Clear objectives and evaluation criteria are required. Privatisation might be expected to improve the performance of an enterprise in the narrowest sense of increasing levels of profit (and it may not be the only way by which this is to be achieved). Beyond this, its impact is increasingly sketchy. When it comes to long-term developmental objectives, the impact of privatisation is ambiguous at best. Privatisation is not the only way of dealing with state enterprises. As with other policy options, there are costs and benefits and these will change for each enterprise. Thus the merits of privatisation need to be considered on a case-by-case basis.

There was recently some grounds for optimism that the apparent evangelical faith of the WB in privatisation has been waning. There has been talk of a sea-change in the WB with the emergence of the post-Washington consensus (PWC). The central core of the PWC derives from the speeches and writings of Joseph Stiglitz, former Chief Economist of the World Bank. The PWC has been celebrated for shifting to a more realistic policy framework whereby aspects of the real world (for example, market imperfections) are central to analysis rather than deviations from an unattainable equilibrium.
 When it comes to privatisation, the central theme of the PWC is that competition may in fact be more important than ownership. 

However, while the PWC has been heralded as a departure from traditional orthodoxy, close scrutiny reveals that there is little to distinguish PWC when it comes to policies. The PWC is welcome in that it calls for regulation at least to accompany privatisation. However, the PWC is limited in that enterprises are still discussed in terms of the public versus private dichotomy and private still seems to be infinitely preferable with little apparent reasoning, although market structure and regulation get more attention.   Furthermore, regardless of rhetoric, it seems that the PWC has yet to even scratch the surface of WB policy design and implementation. 

Stiglitz has been highly critical of the way that privatisation has been adopted in transitional economies. For example on Russia, Stiglitz says privatisation was less transparent than if the government had simply given the nation’s assets to its friends.
 The reality is that privatisation in Africa and in transition economies is still pushed at the policy level with little regard for fundamental issues such as market failure. It may be that Stiglitz’s increasingly vocal criticisms of what remains core policy in the Bank were responsible for his final departure.
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