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Foreword

In the past fifteen years, there has been a major shift in thinking about
the appropriate role of government in the economic sector. Divestiture
of publicly owned enterprises has been at the heart of this shift. From the
early privatizations in the United Kingdom and those in developing
countries, to the more recent mass sales in the countries emerging from
socialism, divestiture of public enterprise hlas been at the forefront of
the policy debate. Although the literature on the subject is extensive, it
is by and large theoretical and descriptive. Untilnow, there has been little
empirical work across countries addressing some of the major policy
questions that have made privatization controversial in the past-who
gains and who loses from divestiture, does it benefit owners and man-
agement at the expense of workers and consumers, are privatized firms
more efficient?

This study addresses these very difficult questions. Through the use
of detailed case studies and carefully constructed counterfactuals, the
study identifies the winners and losers from divestiture and estimates
gains and losses of sellers, buyers, consumers, workers, and even com-
petitors. This detailed economic analysis moves the divestiture debate
beyond theory and anecdote to empirical rigor. The results are in some
cases what might have been expected and in others surprising. On the
basis of these findings, the book provides concrete policy advice.

Because of the detailed and necessarily focused nature of the analysis,
the findings cannot be mechanically transposed to different settings. To
do so would misuse the rich detail the study uncovers and, more impor-
tant, obscure the fundamental links that the book documents between
ownership, market structures, institutions, and outcomes. In particular,
the analysis, which focuses on one industrial country and three middle-
income countries, may not completely reflect factors that have important
influences in low-income countries and countries in transition. Never-
theless, the study finds in all but one case that divestiture has provided
net welfare gains and that in no case did workers lose out. The study
shows that ownership matters but also demonstrates that the accompa-

vii



viii Foreword

nying policies have an important influence on the likelihood and mag-
nitude of the benefits from privatization. It offers one of the few instances
in this vast literature in which policy advice is based on what demon-
strably works and does not work. In doing, so, it sets the standard for
research in this area in the future.

Michael Bruno
Vice President and Chief Economist

Development Economics
World Bank, Washington, D.C.
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Introduction and Methodology



1. Divestiture: Questions
and Answers

What happens as a result of public-enterprisel divestiture 2 in mixed
economies,3 and why? We attempt in this book to artswer this basic
question empirically through twelve case studies in four countries
Chile, Malaysia, Mexico, and the United Kingdom-and to draw policy
implications.

The importance of the question follows from a ftundamental change in
the revealecd preferences of the world's governments. There has been a
marked discontinuity in postwar world economic history: from World
War II through the 1970s, and in most subperiods of that era, the
public-enterprise sector either expanded or remained the same size in
almost all countries; conversely, in the 1980s and early 1990s the sector
either contracted or remained the same size in almost all countries.4

This change has not gone unnoticed; indeed there is already a bum
geoning literature on the subject. Most of this literature, however, is
either based on theoretical or political arguments (what the authors
predict will happen) or merely descriptive (how the deed was done or
could be done). Our approach, in contrast, is resolutely and comprehen-
sively quantitative, derived by comparing the performance of individual
enterprises before and after divestiture. We thus complement, but do not
replicate, existing empirical work, which is either cross-sectional (com-
paring different public and private enterprises' performance at a partic-
ular point in time) or partial (giving selected indicators of performance),
or both (see our survey of tl he literature below). Chapter 2 elaborates our
methodology in some detail, but first we provide an overview by ex-
pandcing on our basic question.

The Basic Question and Its Subsidiaries

Our basic question is simple: is a country better or worse off when its
government divests itself of a pubic enterprise? That is, what happens

3
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as a result of the divestiture: who won, who lost, and how much? In
particular, how much does each of the parties affected-the public seller,
private buyers, enterprise employees, consumers, and competitors-
win or lose? A comprehensive answer is not at all simple, since it requires
answers to four subsidiary questions:

* What happened? When one compares the periods before and after
divestitw-e, which significant economic variables are seen to have
changed? This is the problem of the factual
* Why did it happen? To what extent were these changes attribut-
able to divestiture itself, and to what extent to exogenous changes in
the economy or the industry? Or, to put it operationally, what would
have happened if the world had evolved as it did in all respects except
that the enterprise was not divested? This is the problem of the
counterfactual.
* What will happen? Many consequences of divestiture, especially
those involving planning and investment, emerge only with a consid-
erable lag. Accordingly, cost-benefit calculations need to take into
account future differences between actual and counterfactual valua-
tions. This is the problem of projection.
* What is it worth? Change generally involves trade-offs: whether
from the perspective of the buyer or of the seller, divestiture probably
made some tiings better and some tiings worse Dedcding whether
either party was better or worse off therefore requires both a list of the
things each cares about and some weighting system to allow one to
add up the net benefits and costs. This is the problem of valuation.

The tul)k of each of our enterprise case studies will be organized
according to these subsidiary questions. The structure of the book as a
whole is as follows. In the rest of this chapter we introduce our approach
and describe how it relates to the empirical literature. In the next chapter
we describe our methodology in detail. Then follow four sets of case
studies, each set devoted to divestiture in a single country: the United
Klngdom, Chile, Malaysia, and Mexico. Each set of three case studies is
precededby a background chapter that places the individual divestiture
cases in the context of the recent economic history of the country and its
public-enterprise sector. After the three case studies, a summary chapter
draws conclusions about ;.vestiture in the country in question. Thebook
et.ds with two chapters that draw on all twelve cases. The first of these
is a synthesis chapter, which collects the aggregate evidence on the
outcomes of the cases and relates this evidence to some hypotheses
about divestiture and the institutional and market conditions surround-
ing it. The final chapter offers specific policy advice consistent with our
findings.
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This is a policy-oriented book. But whereas most writers on public-
enterprise divestiture start by elaborating on the policies, 5 we proceed
the other way around, analyzing outcomes and then proceeding to
search for the policies that generated them.

Our main findings lend credence to the conventional view that
divestiture is likely to improve economic welfare. However, the
sources and distribution of gains show some surprising patterns. We
also find that partial divestiture can provide gains that equal those of
full divestiture.

Comprehensiveness versus Definitiveness

In framing a study of this sort, one has a choice between makdng trivial
statements with absolute certainty and malkng important statements
withuncertainty.We choosetodoboth(aswellaseverythinginbetween).

The problem can be quickly illustrated. The factual question, "What
happened to prvate profits after divestiture?" can be answered quickly
and definitively bylooling attheenterprise's incomestatement Assume
there was a dramatic increase in profits. This is at best a starting point
for evaluating divestiture, since among other things we also need to
know the foilowing

* Towhatextentwasthe increasein profitsdue toexploitationof market
power, and to what extent to improved efficiency? We can begin to sort
this outby separating out price and quantity effects, but this is subject
to empirical data problems and tlheoretical indexing problems.
* Assume we condude that the increase was primarily due to a more
generous regulatory pricing regime. Might this price change have
occurred even without divestiture? Perhaps, in a liberalizing environ-
ment regulators move toward higher efficiency prices for public and
private monopolies alike. The determination hinges on a detailed
institutional knowledge of the country's political economy and neces-
sarily involves considerable subjectivity.
* Assume we condude that the change would not have taken place
without divestiture. Then we need to ask to what extent the gains to
the producing enterprise were offset by losses to consumers. This
requires the determination of demand elasticties, whose measure-
ment will be highly uncertain, as well as controversial judgments on
the meaning of consumer surplus.
* Assume we make suchjudgments. We then need to kno. to what
extent the changes observed will persist into the future. Will the
regulatory envirorunent change? Will additional profits mean more
investment, relaxation of a capacity constraint, and heightened bene-
fits to consumers in the future? How will demand grow with divesti-
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ture, and how would it have grown without divestiture? In short, we
need to project an uncertain present into an uncertain future, with
attendant potential compounding of error.

Although we ourselves are heroic enough, or foolish enough, to
attempt to answer all such relevant questions, many readers may be
more judicous. Accordingly, in presenting each case we proceed from
the least controversial (the actual) to the more controversial (the coun-
terfactual and projections). In the process we will be moving from
measuring the wrong iting perfectly to measuring the right thing im-
perfectly. Readers who prefer low-variance answers to the wrong ques-
tion over high-variance answers to the right question may stop at any
point. Comprehensiveness has its price.

We now turn from what we did to whomn we did it to.

The Sample

We began our selection of cases with some definite preferences about the
kdnds of enterprises and countries we wished to investigate. However,
these theoretical prderences had to be modified in practice.

Sample Selection in Theory

In a world of abundant resources and a large population of divesti-
tures to choose from, we would have selected a stratified random
sample of cases. Unfortunately, neither condition was met On the one
hand, intensive case studies are expensive, and the resource con-
straint limited us to a dozen enterprises. This is much too few to
represent adequately even a fraction of the many potential country
and enterprise strata. On the other hand, the population from which
we had to draw our dozen enterprises was also limited. Divestiture is
a comparatively recent phenomenon: many countries had announced
divestiture programs by the mid-1980s, but few had executed them to
any great extent at the time of our study. Furthermore, none of the
countries that had acted had divested a representative sample of their
public-enter?rise set. For all these reasons, our sample is small and
nonrandom by default.

To tease causality out of the limited data, however, we initially
planned to:6

* Include one industrial country and three developing counitres at
different levels of income and geographic dispersion, the goal being
to see how the results varied with country characteristics
* Within countries, indlude cases of enterprises operating in both
competitive and noncompetitive market structures, to see to what
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extent the nature of markets makes a difference to the success of
divestiture
* Across countres, examine enterprises within a single sector, to
minimize the effect of variations in technology on outcomes
* Select the remaining enterprises so as to reflect variance in other
potential causal variables such as size of the enterprise
* Select enterprises divested prior to 1986, since only they would
have a sufficient postdivestiture history to analyze.

Sample Selection in Practie

In the end we selected the United Kingdom as the sole industrial country
to be examined and Chile, Malaysia, and Mexico to represent the devel-
oping countries. Contrary to our intentions, the three developing coun-
tries are very similar. As table 1-1 shows, all three are middle-income
countries with, in fact, virtuallyidentical GDPs percapita Allwere quite
well managed in the postdivestiture period. We selected such a nonran-
dom sample because these were virtually the only developing countries
that had actually divested significant numbers of public enterprises by
the mid-1980s.Y

In each of the four countries we then selected three enterprises, whose
primay characteristics are shown in table 1-2. In each of three of the four
countries we were able to select one telecommurications enterprise and
one airline (in one country, Mexico, a second airline was also chosen);
the remaining cases include two enterprises from the electricity sector,
one trucking enterprise, one gambling enterprise, and one contaner
port With only three exceptions, the market structures in which the
enterprises operated were noncompetitive. Their size varied widely
from 400 to 240,000 employees. Their dates of divestiture also varied
widely, with the U.K. cases being the oldest and the Mexican cases in
particular being more recent than we would have liked.

Table 1-1. Selected Characteristics of the Countries in the Samnple

Population, GNPpercapita, GDPgrrtk
1983 1983 _ rfte, 1980-90

Current Percent
Country Millions Rank3 US dollars Rank' per year Rankb

United Kingdom 563 15 9,180 17 2.5 33
Malaysia 14.9 48 1,870 42 2.5 33
Mexico 75.0 11 2,180 36 -0.9 100
Chile 11.7 54 1,890 41 1.1 77

a. Out of 128 countries.
b. Out of 140 countries.
Sourcc World BankAlas, various issues.
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Table 1-2. Selected Characteristics of the Enterprises in the Sample

Size
Country and Market (numberof Yearof
cofnpany Sector or acivity share? employee) divestiture

United Kingdom
BritishTelecom Telecommunications 97 235,000 1984
British Airways Airline 39 40,800 1987
National Freight Truck transport 10 24,300 1982

Chile
CHmLGENR Electricitygeneration 13 791 1987
ENERSIS Electricitydistribution 95 2,495 1987
Compaiiua de

Tdldfonos de
Chile Telecommunications 95 7,240 1988

Malaysfa
Malaysian Airline Airline 60 10,632 1985
Kelang Container

Terminal Container port 55 797 1986
SportsToto Lottery 5 400 1985

Mexico
Tel6fonosde

M&dxico Telecommunications 100 50,000 1990
Aeromdxico Airline 50 11,500 1988
Mexicana de

Aviaci6n Airline 50 12,700 1989

a. Revenue-weighted market sbare of the divested enterprise in the year prior to
divstitue.

b. Inrteyearpriortodivestihtre-
Souc Enterprise data.

Sample Limitations

Notwithstanding our attempt to select a sample that represents the
universe of divested enterprises, the sample is limited in several import-
ant ways:

* Itdoesnotincludecountrieswith relativelylow percapitaincomes,
highly distorted markets, and relatively weak institutional capacity
(for example, many of the African contries)29
a As already noted, it covers only three cases m relatively competi-
tive markets; it also lacks enterprises producing tradable goods.
* It indludes enterprises that were divested very recently.
* In two countries we were congenially but effectively denied access
to data for some enterprises that we would otherwise have included.
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The first limitation cautions us against applying our findings directly
to low-income countries, although many of the results could still carry
over. The second limitation may be less problematic, because if divesti-
ture works in noncompetitive markets, it ought to work in competitive
ones. In noncompetitive markets there is the potential for positive gov-
ernment intervention, via public ownership or regulation of private
owners, to prevent the exploitation of consumers, and it is art open
question which of these is superior. In truly competitive markets, in
contrast, itis hard to make a case that divestiture can make things worse,
and the primary question is then how much can it make things better.
The problem is that even if output markets are competitive, the labor,
capital, and intermediate input markets may not be. Thus, deleterious
welfare effects could still accompany divestiture even into competitive
output markets. Precluding enterprises that were divested very recently
is problematic to the extent that systematic differences exist between
these enterprises and the ones that we selected. Finally, the selective
denial of access to enterprise data could have precluded our observing
more negative results.

In sum, because our sample is relatively sma and nonrandom, sweep-
ing genetions should be avoided. However, given that many coun-
tries and enterprises around the world resemble the cases analyzed, our
hope is to shed some light on the folowing questions:

* What can be expected from making the divestiture decision?
* Under what conditions would such a decision be advantageous to
ety7

In sum, while selection biases may preclude sweeping predictions
about what wil happen elsewhere, they do not preclude policy prescrip-
finns about what to do and what to avoid.

Does Ownership Mailer? A Survey of the Literature

This volume is part of a long tradition that attempts to ascertain the
differece between public and private owneship. In is section we review
this volumimous literature in order to carify the nature of our own contn-
bution. We begin with &teory and proceed to several different dlasses of
empirical attempts to determie whether or not ownership matter

Tohemy

Thereis ahugetheoretical literatureonpublic-privatedifferences, draw-
ing on the property rights, transactions costs, contract theory, and public
choice traditions, among others?'c By way of overview, hypothesized
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differences between public and private enterprises can be assigned to
one of two categories:
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future (Levy, Esfahan, Galal Vogelsang, and Spiller forthcoming). Fur-
ther, even an unregulated private monopolist could reasonably be ex-
pected to take some of the enterprise's profits in the form of increased
leisure, thus creatingcost inefficiencies aldn to thoseinpublicenterprises
(Leibenstein 1976). One must therefore ask, How much of the problems
of public enterprises are due to state ownership and how much to their
monopoly positions?

A related element that must be held constant is the size of the enter-
prise and its ownership structure. In private firms in which ownership
is divorced from control, many efficiency-enhancing mechanisms break
down (information becomes impacted, incentives are difficult to assign,
mechanistic and bureaucratic management is difficult to avoid, capital
market monitoring becomes less effective, etc.).13 Once again we must
ask whether the problems of public enterprises are due to their owner-
ship or to their size.

A subjective synthesis of tiis theoretical literature leads to the follow-
ing condusions about the effects of public-private differences:

* Small private enterprises facing competitive output and input
markets are unequivocally superior to large public enterprises facing
monopoly markets.
* Small public enterprses facing competitive output and input mar-
kets can do no better than private enterprises in the same circum-
stances, but can do considerably worse.
* In large monopoly markets the preditions of theory are ambigu-
ous, depending on the institutional details assumed (how the private
sector is structured and regulated, and how the public sector is man-
aged and motivated).

The first statement is of course irrelevant for policy purposes, because
it does not reflect a true choice. For the same reason, evidence or
arguments in favor of private enterprise that amount to proving this
prop osition are equally irrelevant The second proposition justifies mass
privatization programs in formerly socialist economies (where one starts
with, say, 80 percent of the economy in public hands) but is of minor
import in most mixed economies, where the vast bulk of public-
enterprise output is sold in imperfect markets (and only 10 percent or so
of cDP is in public hands and can potentially be divested). In such
economies it is the last condusion that is critical But because here the
theory is ambiguous we must turn to empirical work.

Public versus Private Comparisons

The oldest and largest body of empirical literature compares different
public and private enterprises. At first glance the most strildng charac-
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teristic of this body of work is its almost laughable diversity of results.
Broadly speaking, two sets of conclusions emerge. The first finds private
enterprises clearly superior:

[There is] robust evidence that state enterpris and mixed enterprises
are less profitable and less efficient than private corporations. (Board-
man and Vining 1989, p. 17)
There is virtually universal consensus that privatization improves
efficiency. (Boycko, Shleifer, and Vishny 1993, p. 1)
Without exception, the empirical findings indicate that the same level
of output could be provided at substantially lower costs if output were
produced by the private rather tian the public sector. (Bennett and
Johnson 1979, p. 59)

A second body of literature draws rather different conclusions. The
earliest (to our knowledge) and most influential formulation is that of
Caves and Christensen (1980, p. 974).

Contrary to what is predicted in the property rights literature, we find
no evidence of inferior efficiency performance by the government-
owned rai]road. . .. public ownership is not inherently less efficient
than private ownership ... the oft-noted inefficiency of government
enterprises stems from their isolation from effective competition
rather than their public ownership per se.

This basic insight on the need to adjust for market structure has since
been elaborated on and extended by a large number of autiors of
individual studies and surveys3l4 Three of the more recent works may
be cited as representative:

The empirical evidence ... lends only limited support to the hypoth-
esis that SoEs [state-owned enterprises] are less efficient than private
firms. The financial results of SOE's certainly show a dismal picture of
losses. However, these losses may be a result of social and political
demands on the enterprises. In terms of efficiency, these enterprises'
performance is much less bleak. As efficient users of resources, they
may have done as well as private firms producing the same product
in the same country. (Aharoni 1986, p. 215)
[The evidence] suggests an "edge" for the private sector,but the results
vary considerably across sectors. In sectors where there is some evi-
dence of supenor pubLic efficiency (dlectricity and water), there is
limited competition or the private firms are highly regulated. Evi-
dence of the greater efficiency of [private companies] appears to be in
the delivery of services where govemments' subcontracts to the pri-
vate sector and their monitoring costs-for example, for refuse collec-
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tion, fire protection, and non-rail transit-are relatively low. (Board-
man and Vining 1989, p. 5)
There is no evidence of a statistically satisfactory kind to suggest that
public enterprises in LDCS [less-developed countries] have a lower
level of tedhnical efficiency than private firms operating at the same
scale of operation. (Millward 1988, p. 157)

How then are the two sets of condusions tobe reconciled? Quite easily,
we believe. There are three sets of factors involved. The first set derives
from our three theoretical propositions in the previous section. A few of
the studies find private enterprise superior for illegitimate reasons,
because they compare competitive with monopoly enterprises (see our
first proposition). More frequently, they find private enterprise superior
for legitimate reasons because they are comparing reasonably competi-
tive enterprises (see our second proposition). Finally, when public and
private monopolies are compared, the results are all over the map (see
our third proposition).

It is perhaps worth emphasizing that our third proposition does not
so much say how public and private enterprises in such sectors are
efficient, as how they are inefficient. For example, Atkinson and
Halvorsen (1986) estimated cost efficiency for a sample of 30 public and
123 private fossil-fueled electricity generating monopolists and con-
chuded that public and private enterprises did not significantly differ in
costs, but that both had higher costs than necessary.

Note, finally, that when dedcding whether an enterprise is competitive
or not, one must consider all relevant markets, input as well as output
For example, in small monopoly markets it has been shown that cost
differences favor private firms in cases such as refuse collection (Savas
1974, 1977; Stevens 1978) and fire fighting (Ahlbrandt 1973). Here the
monopoly output market is irrelevant, because competitive bidding can
be used to select and motivate low-cost private suppliers.

The second set of reconciliation factors involves the variables being
used to measure performance. Profit measures typically favor private
firms. In part this is due to the public enterprises operating in different
sectors from their private comparators, but it persists even in the monop-
oly enviromnenLt A considerable part of this advantage to private firms
is due to differences in pricing behavior, however. For example, Moore
(1970) found thatprivate U.S. electrical utilities priced more or less at the
profit-maximizing level, while public enterprises were well below dtis
level."5 Productivity measures, on the other hand, do not systematically
favorprivate enterprises but are highlyvariable or ambiguous for larger,
imperfectly competitive industries.'6 This raises the more general point
that there are various dimensions to performance, and (bo our knowl-
edge) no one has systematically addressed global welfare in terms of
both consumer and producer surplus. We shall return to this point later.
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A further measurement problem on the efficiency side is that most
studies measure changes in total factor productivity (TFP). If these are
similar in the public and the private sector, it does not necessarily mean
that the two sectors are equally efficient, but only that whatever differ-
ences exist are neither widening nor narrowing.

The third factor reconciling the various studies of large monopolies is
the small-number problem. A country may have only one telephone
enterprise and one steel milL If these are in the public sector in one
country but in the private sector in another, it will be difficult to ascribe
performance differences to ownership rather than to the different econ-
omies and cultures. One major exception is the electricity industry in the
United States, where there are large numbers of both private and public
enterprises; thus maldng it a fruitful place to search for public-private
differences. An early study of the industry, controlling only for scale of
production, concluded that unit costs were lower by a statistically insig-
nificant amount in public enterprises (Yunker 1975). This was a some-
what counterintuitive result at the time and, as was pointed out, could
be due to omitted variables. That is, public enterprises might be able to
use a lower-cost technology (hydroelectric rather than thermal), receive
lower-cost inputs (especially because of tax and interest breaks), have
a more beneficial mix of generation and distribution, have a higher-
density distribution network or have other advantages. Subsequent
studies tried to correct for these problems, with the result that the public
sector advantage persisted, and indeed became larger and statistically
significant (for a summary of this literature see Aharoni 1986, pp. 196-
97). This literature is widely cited by those who argue that public
monopolies can be superior to private, regulated ones. Skeptics, on the
other hand, can still argue that none of the studies adequately controlled
for everything. The point here is simply that because of the difficulty of
comparing like with like, it is very difficult to prove convincingly the
existence of public-private differentials in the case of large monopoly
enterprises, even if they are there. This is the third reason for weak,
contradictory, or ambiguous results in this realm

The Divestiture Process

If comparisons of public with private enterprises in large, imperfect
markets are thus inconclusive, comparisons of the same enterprise in
public and private hands would thus seem a complementary natural
experiment ]However, this does not remove the problem of comparing
like with like, but only relocates it. Instead of comparing different
enterprises at the same point in time, we are now comparing the same
enterprise at different points in time. Correction still needs to be made
for exogenous differences, in this case in the enterprise's environment as
it has changed over time. The divestiture wave of the 1980s has provided
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a fruitful opportunity for expanding empirical investigations into
public-private differences.

We divide the resulting literature into two parts. The first group
simply describes and analyzes the divestiture transaction. This has
received by far the greater attention (to cite but a few examples, see
Christiansen and Stackhouse 1987; Leeds 1987,1988; Wilson 1987; Cook
and Kirkpatrick 1988; Lorch 1988; and Vuylsteke, Nankani, and Candoy-
Sekse 1988). Typically, this part of the literature describes announced
divestiture objectives and how the divestiture was carried out. The
description often includes what was sold, to whom it was sold (domestic
or foreign investors, workers, the general public, etc.), by what method
(public offering, bidding, direct placement, etc.), for how much, and so
on. Success is declared when the deal is struck.

This par, of the literature is important in its own right; it shows the
administrative and political hurdles that have to be overcome in getting
divestiture goirg, and it advises policymakers on how to implement a
divestiture program, once a decision to divest has been made. However,
it does not attempt, as we do here, to answer the question as to whether
divestitutre improves welfare or not, nor does it base its advice on a set
of empirically tested conditions under which this decision would be
advantageous to society.'7

Partial Measures of Divestiture Success

Several studies have gonebeyond an analysis of the nature of divestiture
transactions (see, for example, Brittan 1984, Yarrow 1986, Bishop and
Kay 1988, Caves 1988, Foreman-Peck and Manning 1988, and Meggin-
son, Nash, and Randenborgh 1992). These may be usefully categorized
according to the base against which they compare postdivestiture per-
formance. That is, performance of a divested enterprise can be compared
with predivestiture performance of the same enterprise, with other
enterprises that were not divested, with other enterprises that were
already private, and with foreign enterprises. All these studies largely
follow the case study approach and rarely use econometric analysis,
because of a paucity of observation points.

Adam, Cavendish, and Mistry (1992) take an intermediate approach
between quantitative and process analysis, using country case studies
from eight developing countries. Their case studies can be seen as
complementing this volume in that they concentrate more on institu-
tional detail but are less quantitative and rigorous. Their comparisons
are largely of the same enterprise before and after divestiture.

Among those making international comparisons, of particular note is
the study by Foreman-Peck and Manning (1988) that compares the
performance of British Telecom with that of five telecommunications
enterprises elsewhere in Europe, using TFP as the basis for the compari-
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son. They conclude that "British Telecom is apparently less efficient ...
than [the telecommunications enterprises in] both Norway [where the
company is state-owned] and Denmark [where ownership is mixed] but
more efficient than [those in] Spain and Italy [where ownership is aLso
mixed]."

Notable among those comparing divested and undivested enterprises
is the study by Bishop and Kay (1988), which compares the performance
of a number of divested enterprises in the shipping, airline, gas, telecom-
munications, oil, and automobile industries with undivested enterprises
in the coal, rail, steel, and postal sectors in the United Kingdom over the
same period. The authors employ several performance indicators, in-
cludingrevenue, employment, profits, profit margins, and TFP. They find
that divested as well as undivested enterprises experienced improved
performance. They leave the question of causality open to include the
business cycle and the threat of divestiture as possible causes.18

Megginson, Nash, and Randenborgh (1992) have analyzed the effect
of ownership change on performance, using a panel of forty-one enter-
prises from fifteen countries. Their sample includes enterprises sold
through public offerings over the period 1981-89, but no control group
of enterprises that stayed in the public sector or were private to begin
witih Comparing pre- and postdivestiture data, they find that the change
of ownership correlates significantly with higher profitability, better
utilization of human and physical resources, enterprise growth, and
greater employment.

These and other studies have contributed to a better understanding of
the effect of the change of ownership. However, they suffer from several
shortcomings. Cross-sectional comparisons are affected by variations in
the market structures, regulation, and technology of the enterprises
analyzed. Time-series comparisons of pre- and postdivestiture data do
not address the counterfactual question. Econometric studies, while
capable of deriving generalizable conclusions, miss rich institutional
details that only emerge from intensive, detailed case studies. Focusing
on historical data, on the other hand, precludes the possibility of captur-
ing the dynamic effects of divestiture, which may accrue only in the
future. In this volume, we address these limitations.

Conclusion

In sum, there is a large and growing literature on public-private differ-
ences in general and divestiture in particular. For larger enterprises
facing noncompetitive markets, this literature gives surprisingly little
support to the conventional wisdom that private enterprises generally
produce more efficiently than public enterprises. It does not prove that
such differences do not exist, but suggests that rather careful method-
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ological techniques are required to reveal them, and then only in the
context of particular institutional settings.

We attempt to extend this literature by performing detailed case
studies with methods that are global (covering consumer and producer
surplus); that explicitly address the distribution of those net benefits to
various groups in society; and that attempt to address the counterfactual
question of what would have happened in the absence of divestiture.
The next chapter explains these methodological features in greater detail.

Notes

1. "Public enterprise" (or state-owned enterprise, or government enterprise,
orparastatal) means public production (thatis, ownership orintemal managerial
control of the enterprise is in government hands) for private consumption (that
is, output is sold in a market).

2. "To divest" is to get rid of, in this case by sale to the private sector.
Divestiture of public enterprises is widely referred to as "privatization." How-
ever, in recent years the latter term has been expanded to include everything
from mixed pubEc-private hybrids (for example, management contracts or leas-
ing) to anything that makes public entities behave more like private ones (for
example, incentive systems), to anything that makes private enterprises behave
in practice more like they are supposed to behave in theory (for example,
liberalization). In its extreme forms, therefore, "privatization' has come to mean
anything that is more private-like, or even (since "private" in this literature is
synonymous with "good") any positive economic reform. To avoid confusion,
we avoid the use of "privatization" in this volume and prefer "divestiture of
public enterprises," or "divestiture" for short.

3. We do not deal with divestiture in former communist regimes, where the
concomitant problem of creating markets to divest into raises issues of another
order.

4. Such a bold statement obviously must admit important exceptions (for
example, thedivestiture of British Steel in 1953 orof KoreanAirlines in 1968) and
qualifications (for example, we restrict the assertion to policy-generated change,
recognizing that the public sector can shrink absolutely as a result of recession,
and relatively when large public-dominated sectors such as oil production and
distrbution are hit disproportionately by recession).

5. Fora comprehensive description and assessment of such policies see Kikeri,
Nellis, and Shirley (1992).

6. For further details regarding the original research plan see Galal (1990).
7. The year 1983 i-s chosen for the comparison as a year shortly before the

big spurt in divestiture.
8. To provide geographic balance we had planned t include Togo rather than

Mexico, but we did not receive clearance in time to go ahead. We hope to rectify
this in a future project.

9. Nor does it include any previously centrally planned economies, but this
was by design, as the problems there are qualitatively different,

10. For comprehensive approaches see Borcherding (1983) and DeAlessi
(1982).
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11. This literature is reviewed in Laffont and Tirole (1993, chapter 17).
12. This is the Averch-Johnson effect. For a survey of this and other problezns

with regulation, see Kahn (1992, pp. 49-55).
13. For a survey in the context of privatization see Vickers and Yarrow (1988,

chapters 2-4).
14. In addition to those cited below see Borcherding, Pommerehne, and

Schneider (1982), Millwaidt (1982), Millward and Parker (1983), Borirs and
Boothman (1985), and Boyd (1986).

15. Other empirical work on pricing by public and private enterprises in
monopolistic industries is sparse. The early work by Peltzman (1971) reaches the
conclusion that price structures of public enterprises are less responsive than
those of private enterprises to the cost of serving specific customer groups.
According to this finding, price structures by public enterprises are bent toward
"postage pricing," that is, uniform prices even though costs differ. Hayashi,
Sevier, andTrapani (1987) find that publicly owned electric utilities in the United
States have generally lower markups than privately owned firms and that they
favor industrial customers (which provide an extemality to the owning munid-
palities).

16. For an example of clearprofitability differentials combined with arbigu-
ousproductivitydifferences, seeHutchinson (1991);seealsoVickers andYarrow
(1988, pp. 141-50).

17. We, too, desibe the sale process in thebackground of eachof our country
and enterprise cases. In addition, we explore the effect of the sale structure on
divestiture outcomes.

18. A further study by Bishop and Thompson (1991) is discussed in chapter 7.



2. Methodology

In tis chapter we outline our methodology for answering the basic
question posed in chapter 1: What happens as a result of public-enter-
prise divestiture, and why?

To study the effects of a new economic policy and to properly attribute
the observed changes to that policy, it would be desirable to have what
statisticians call a "treatment group," in this case of enterprises tat have
been divested, and a "control group," in this case of enterprises that have
not been divested but are otherwise similar to the members of the
treatment group. Because the treatment and control groups would differ
(ideally) only in that one group was divested and the other was not, any
observed differences could, with some justification, be largely attributed
to the divestiture. This option, unfortunately, is not open to us. Public
enterprises being divested seldom have "twins" that are not being
divested; instead they tend to be rater unique-and often monopoly-
enterprises. Thus it is difficult, if not impossible, to find a control group
against which the performance of the divested enterprises could be
compared.

Some might solve this problem by comparing the performance of the
enterprise before divestiture with its performance after divestitwre and
attributing any observed changes to the divestiture. This approach,
however, is applicable only in a stationary environment In reality,
economic conditions are constantly dhanging, and therefore any ob-
served changes in enterprise erformance could be drivenby changes in
the economic environment rather hian by divestiture.

The approach we adopt is to compare the performance of the enter-
prise after divestture with what that performance would have been had
the enterprise not been divested. Thus we construct for each enterprise
a counterfactual scenario that serves as our controL The welfare gain (or
loss) from divestiture that we wiIl report is then the difference betwecn
the level of welfare under divestiture and the level of welfare in our
counterfactual scenario.

19
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Scenarios and Projections

Because these concepts are so central to the analysis, it is worth spell-
ing out the prnciples under which our scenarios and projections are
constructed.

The Actual Scenario

We begin the analysis of each case by comparing actual performance
before and after divestiture. In most cases we cover five years of public
or predivestiture operation and five years of private or postdivestiture
operation. The goal is to see if there were any substantial changes in
performance, and thereby to identify changes in performance that may
have been caused by divestiture. We emphasize "may" at this point
because we are generally not wiling to assume that all the observed
changes were caused by divestiture. We represent this case schemati-
cally in figure 2-1 by the sharp kink in the "actual" tracing following
divestiturm

Figure 2-1. Performance ofa Hypothetia Enterprise under Divestiture
and under Continued Public Ownership

Performance variable

.-N - Year of divestiture

'. ~ ~ ~~~~~.ee.p ..we....e.

deW0~~~~~~1

_ ~~~~~~Diveshire 

Continued public operation*. ~~~(counterfactual)

1981 1983 1985 1987 1989 1991 1993 1995 1997 1999

Note:Dashed extensions of curves represent projections into the future.
Soure: Authors.
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The Counterfactual Scenario

The next step is to move from correlation to causation, from "nay have
been caused' to "was caused." The methodological problem is how to
decide how much of any change was attributable to divestiture, and how
much to exogenous changes in markets or institutions. Given sufficient
data, the right way to sort this out would be by statistical regression
analysis. Again, however, this option is not open to us because the data
are limited. Instead we solve the problem by acquiring a detailed knowl-
edge of each case (induding institutional details of the econormic envi-
ronment) and then applymg our judgment as to the causes of the
observed changes. In general, we adopt a conservative approach in that
observed changes are assumed exogenous unless we have strong reason
to believe otherwise. Because most of the changes are beneficial, this
assumption tends to underestimate the welfare gain due to divestiture,
as it forces some divestiture-induced changes into the exogenous cate-
gory. The set of changes that we deem to have been caused by or that are
otherwise associated with divestiture are then, as it were, subtracted out
to yield the counterfactual scenario, which describes what would have
been the behavior of the enterpdse had it not been divested. We repre-
sent the counterfactualby the lighter tracing in figure 2-1, with a smaller
kink following divestiture, reflectin; the judgment that some but not all
of the change was due to exogenous factors and would have occurred
even without divestiture.

Projections

Our comparison of factual and counterfactual performance over the
three- to five-year period for which we have data is useful, but it is
incomplete for two reasons. First, the benefits and costs of observed
changes persevere into the future and must be considered in any
comprehensive calculation. In particular, because we need to aggre-
gate flow items such as future profits together with once-only items
such as the sale price, a full projection of flows into the future is
essential. Second, many of the benefits of divestiture are dynamic
(e.g., improved investment, marketing, and product quality), while
others take time to manifest themselves (e.g., organizational change
in a large organization), so some changes are not observed in the data
period. For both these reasons, we project into the future both the
factual and the counterfactual scenarios. Schematically, this step cor-
responds to the dashed extensions of the actual and counterfactual
tracings in figure 2-1. These reflect an assumption that (in this case)
the gap will widen at an increasing rate for five years and remain
stable thereafter.
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Comparing the Scenarios

Having defined the twoscenariosinprinciple, the nexttaskis to estimate
the difference in their welfare levels. We do itis by estimating the level
of welfare for all affected classes of economic agents (buyers, govem-
ment, consumers, employees, and competitors) in each scenario and then
taking the difference between the scenarios. This procedure allows us to
calculate not only the aggregate welfare effect from divestiture but also
its distnbution among the different economic actors.

Because of the level of detail involved, this is not a trivial undertakig:
and a complete discussion of the methodological issues involved could
occupy several books the size of this onet This chapter therefore provides
only an overview of the essential features. Additional details are de-
scribed in individual chapters, especially the British Telecom case (chap-
ter 4), which is discussed more fully than the other cases in order to
illustrate the methodology.

Valuation and Distibution

At the center of each scenario is the calculation of social welfare and its
distribution. We begin our detailed discussion, therefore, with our basic
approach to valuatiorL We then provide a more detailed discussion of
its implementation in the different scenarios.

Our valuation methodology is in the tradition of applied welfare
economics as manifested in the project evaluation literatue We apply it,
however, to the disinvestment rather than to the investment decision. A
previous work (Jones,Tandon, and Vogelsang 1990) spells out the details
in an ex ante decisionmaking context Here we apply it in an ex post
evaluatiorn context, but the methodologies are essentially the same. Ac-
cordingly, we provide here only a brief overview of the essentialelemerits.

T7he Basic Divestiture Equation

Our basic approach to the evaluation of divestiture involves calculating
the difference between two critical numbers: the social value of the
enterprise under private operation (i.e., postdivestiture) and the social
value of the enterprise under continued governLment operation (ie., in
the counterfactual scenario). The welfare effect of divestiture consists
largely of this difference. The only remaining effect is the one-time effect
of the transfer of the sale price from the buyer to the seller (ie., to the
govemment).

To calculate the social value of an enterprise under either the actual or
the counterfactual scenario, we first identify all groups of actors who
might be affected by the divestiture of this enterprise. The major groups
areas follows: consumers, the govenmment, any other existing sharehold-
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ers,2 the buyers, employees, competitors, and the public at large (perhaps
in their role as taxpayers). Conceptually, the social value of the enterprise
in any scenario is the sum of the welfare levels of each of these groups,
or rather the sum of that component of their welfare levels that may be
directly influenced by the operations of the enterprise?

In general, the welfare levels under the two scenarios will not be equal
The conduct of the enterprise is expected to change as a result of the sale.
On this, opponents and proponents of divestment can agree. On the one
hand, private management is said to improve static operating efficiency
and dynamic entrepreneurial innovation. On the other hand, private
motivation is said to lead to exploitation of consumers, workers, and the
environment. In short, there is a trade-off between the possibiity that
private objectives are less desirable socially, and the possibility that the
private sector wil pursue these objectives more efficiently. This is what
we have termed the fundamental trade-off of divestiture.

If this trade-off is operating, the welfare levels of consumers and
employees will be higher in the counterfactual than in the factual sce-
nario, while the buyers and perhaps the government will be better off
under divestiture. The net welfare effect of divestiture can then be found
by taldng the difference between the two social values of the enterprise,
which will be the sum of the net changes in the welfare levels of the
individual groups. If we denote this change in welfare as AW, we can
write the preceding sentence in the form of a simple equationr4

(1-1) AW=AS-iM +AL+AC

where AS (for consumer surplus) represents the welfare effect on con-
sumers, An is the effect on enterprise profits (which includes effects on
the buyers, the govement, and any other shareholders), AL (for labor,
its most inportantcomponent) is the effect onprovidersofinputs (which
also include credit, permits, intermediate goods, etc.), and AC is the
welfare effect on competitors. This equation therefore says simply that
thenet welfare impact of divestiture is the sum of the net welfare impacts
on each of the groups affected by divestiture.

The profits in equation 1-1 do not all go to one group but rather are
distributed between the buyer and seller through payment of the price
(which we denote Z) at which the enterprise is sold. Let us consider the
way in which profits are distributed. The welfare level of the private
buyers after divestiture can be taken as the present discounted value of
all future profits of the enterprise that will accrue to them. This amount
will then represent the maximum amount the buyers would be willing
to pay for the enterprise. The buyers gain to the extent that their mati-
mum willingness to pay (Zp) exceeds what they actually pay (Z):

private buyers' share = Zp - Z.
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In the unlikely event that govenmment negotiators drive such a hard
bargain that thebuyers gainnothing beyond the opportunity cost of their
resources, then Z = Zp; in other words, the buyer gets no part of MA and
the government gets it all. To the extent that Z falls short of Zp, the
government's share is reduced, so we can write:

government's share = An - (Zp - Z).

We can see from these last two equations why equation 1-1 does include
the velfare effects of divestiture on both the buyer and the govemment,
because their sum is simply An.

Comnplicaions to the Basic Equation

Equation 1-1 is the basic equation for evaluating the welfare effect of
divestitue, but it needs modification before being applied. The first
modification is to separate out effects that accrue to domestic actors from
those that accrue to foreigners. For example, in several of the cases
studied, the buying group included some domestic and some foreign
buyers. Thus the private buyers' share must be divided into two parts.
The fundamental reason for this is that we assume that the domestic
government does not care about the welfare of foreigners, and so any
welfare effects that accrue to them should be excluded from the net
welfare calculation. The same argument applies to the welfare effect on
foreign consumers (since many divestitures are of enterprises that sell to
foreigners) and on foreign competitors, where there is international
competition in the enterprise's markets. When this is done, we will have
divided up equation 1-1 as follows:

AW = domestic welfare effects + foreign welfare effects.

The next modification has to do with the use of welfare weights. The
moment we have divided the total welfare effect into its domestic and
foreign components, a case can be made that we need different welfare
weights for the different components. Foreign welfare effects should be
assigned a weight of zero, to indicate that we do not care about welfare
effects on foreigners, while domestic effects should receive a normal
weight of one. But we need not stop here. Witiin the domestic compo-
nent of welfare, there are situations in which it can be argued that the
different subcomponents should carry different weights. For example, a
staple of the project evaluation literature is the notion that a dollar of
government revenue may be worth more tian a dollar of the numeraire
consumption good by a factor termed the government revenue multi-
plier N)x What is less widely recognized is that a dollar of profits can
also be worth more than a dollar of consumption, so that there is also a
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private profit multiplier (Ap) that is greater Ftan unity.6 Further, under
certain conditions, each of these multipliers may instead be less than one
(i.e., revenues or profits may be less valuable than consumption). The
fundamental idea here is that, when an economy is highly distorted (as
captured in note 6 by the cases of distortionary taxes and capital market
imperfections), the different components of welfare may require differ-
ent weights, and increasingly so as the level of distortion in the economy
grows. Fortunately, three out of four of our case countries-Chile, Ma-
laysia, and the United Kingdom-have economies that could be deemed
relatively undistorted, and so we have been able to ignore the problem
of welfare weights. The fourth country, Mexico, was in severe fiscal crisis
during the 1980s, and so there was a need to acknowledge this in the
government revenue multiplier. A more detailed discussion of tiis
consideration is deferred to chapter 19.

In most of our cases, therefore, we make one key modification to
equation 1-1, which is to divide the welfare effects into domestic and
foreign components. Computingtheunweightednetwelfare effectgives
us the world welfare effect from divestiture. This gives a measure of the
total gains (or losses) available for distribution. Assigning a weight of
zero to the foreign welfare effects yields the domestic welfare effect,
which may be the key variable of interest to a typical government
policymaker. In each of our enterprise cases we will report separately
the domestic and total welfare effects, plus their distribution among the
different groups of economic actors identified above.

Calcuation of the Components of Welfare

The basic strategy in calculating the different components of welfare is
to construct a simple model for each of the relevant product markets in
which the enterpnse operates and then to calculate eadh of the welfare
components in each market Aggregating the results over the product
markets and across fime (by discounting) gives us the required estimates
for each welfare component

Figure 2-2, which illustrates a simplified version of a market,7 gives
some hint of the process. Assume that the enterprise is eaning revenues
of some particular amount from the sale of the commodity whose market
is being illustrated. The first task is to determine the components of
revenue, namely, the quantity sold and the price. Cost information is
then needed to estimate the profit, which is price minus average cost
times the quantity. This is shown in the figure as "profit of enterprise."
Next the profits of competitors and of foreign producers are similarly
estimated. In this example we have assumed that competitors have
slightly lower average variable costs (AVC) than the divested enterprise.
Similarly, we can estimate the profits of the enterprise and of competitors
in export markets (shown to the left of the vertical axis in the figure).
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Figure 2-2. Welfare Gains and Losses in a Typical Divestiture Scenario
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Included in the cost data is information on the size of the work force and
the average wage paid, which allows us to calculate any welfare impact
on workers.

We turn now to consumers. We use consumer surplus as our measure
of consumer welfare. Therefore, we need to specify a demand curve,
starting with the point on the curve at which consumers presently find
themselves. If the market is free, then total sales and the price at which
those sales are taking place define the relevant pocnt on the demand
curve. If, however, price is regulated (as it is in many of our cases), we
know tat the observed price and quantity do not reflect a point on the
demand curve. We then need to estimate the level of excess demand at
the regulated price to yield a point on the demand curve. Information
on (or informed assumptimo about) the elasticity of demand, combined
with an assumption of linearity, then allowsus, to trace the demand curve
itself. Consumer surplus is then measured by the area below the demand
curve and above the price, as shown in the figure, if rationing is done by
a mechanism that mimics price rationing. In reality, rationing is hardly
likely to be so perfect We have therefore generally assumed random
rationing, which would yield an area slightly different from that shown.
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A note regarding the assumption of linear demand is in order. As is
clear from figure 2-2, the assumption of linearity can significantly bias
the measure of consumer surplus if the true demand curve is not linear,
because consumersurplus underanonlinear demand curve may encom-
pass considerably more (or less) area, particularly in the region close
to the vertical axis. However, because we will ultimately be takdng
the diference in consumer surplus between the two scenarios, the area
of consumer surplus close to the vertical axis will be canceled out.
Thus the assumption of linearity is much more innocuous than might
appear at first glance (and really amounts to a very normal first-order
approximation).

Although the figure does not show any of the flows accuing to the
government, we of course also calculate any tax revenues, whether
indirect (such as excise or value-added taxes) or direct (corporate profits
taxes). In this way we will have calculated the weIfare impact of divest-
iture on all the major groups of economic agents: buyers, competitors,
workers, consumers, and the govemment.

Two further complications deserve mention. First, many public enter-
prises produce a variety of products that are related to one another, and
these interrelationships need to be taken into account To the extent
possible we have attempted to do tiis. Particularly on the demand side,
we model the several markets simultaneously. For example, in the
telecommunications enterprises in our sample (British Telecom,
Tel&fonos de M6xco, and Compaffa de Teldfonos de Chile), the reve-
nues fromrentals and frommetered calls (whether local orlongdistance)
are dearly related. It would be erroneous to calculate consumer surplus
for each of these categories and simply add them up. Rater, we calculate
the consumer surplus from the different categories of calls and then
subtract the payments for rentals The implicit model is one where the
rental activity itself yields no direct utility; utility arises from cals, and
the rental fee is a lump-sum payment that reduces net surplus from the
calling activity. Of course, being able to receive as well as initiate calls
does yield some benefit, and we have accounted for this separately
through an allowance for call externalities. The point is not to review
here all themultiproductdemandadjustmentswehavemade(manywill
be spelled out in individual cases, particularly the British Telecom case),
but only to point out that this is an issue that has received our attention.

On the cost side, we have less success to report. In most cases we have
been unable to separate out the costs of production for the different
products; indeed, typically the enterprises themselves are unable to
effect such an allocation. We have therefore generally ignored multi-
product adjustments on the cost side, instead treating the whole cost
structure as a single activity (with its component parts, of course, such
as labor, materials of various kdnds, and energy).
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The second complication has to do with the dynamic aspects of firm
behavior after divestiture, particularly with reference to projections into
the future. We defer discussion of this until the section on "Projections"
below.

The Actual Scenario

We turn now to a somewhat more detailed discussion of the actual and
counterfactual scenarios and of the projections of both. The actual sce-
nario is the one that actually occurs, that is, the one in which the
enterprise is divested and enters the private sector. We begin each of our
case studies with the least controversial part of the analysis, namely,
comparison of the behavior of the enterprise before and after divestiture.
The objective is to form as complete a picture as we can of the trends
operating in the enterprise prior to divestiture and of the changes that
have occurred since then. To this extent, our approach is similar to the
standard approach adopted in any case study. The difference in our
approach is that the resulting picture of the enterprise is formed not
merely impressionistically, through a series of interviews and perhaps a
limited analysis of published enterprise accounts, but rather through a
highly detailed and exhaustive study of all the quantitative material we
were able to gather on the enterprse. This material natury indudes
the enterprise accounts, but usually we were able to dig deeper and
gather more detail than is typically available in the income statement
and balance sheet. Further, we do not take the published numbers at face
value; instead we translate all enterprise accounts (which follow ac-
countingconventionsand definitions,whichsometimesvaryfromcoun-
try to country) into their economically meaningful counterparts.

We therefore use interviews with enterprise officials (which we un-
dertook in all cases) to help in interpreting the findings of our quantita-
tive analysis, rather than to reach impressions of the enterprise's
behavior. Naturally, interviews are not always reliable, because enter-
prise officials may answer questions strategically rater than straightfor-
wardly. However, because our primary source of information is our
own quantitative analysis, this potential problem is not a problem at all
for us.

In what follows, we provide some detail on our selection of the key
variables to be examined and how information on these variables was
obtained.

From Enterprise to Economic Accounts

The first step in the quantitative analysis of enterprise performance for
each case study is to create a time series of economically meaningful data
for the enterprise. Our strategy is to use the enterprise accoumts them-
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selves to the extent possible, augL 'ent these with exogenous data where
necessary, and then convert the resulting information to economic ac-
counts using national income and wealth accounting methodology.
Using an existing software package,8 we do the following:

* We enter complete income statement and balance sheet details,9
taking care to ensure that the data for each year are internally consis-
tent, and that the data are consistent from year to year. This approach
has obvious advantages in terms of accuracy, but more importantly it
reflects the fact that every entry has economic content that must be
explicitly considered. We exercise quality control by questioning
every entry and ensuring consistency within any given year and over
time.
* We enter additional exogenous data (such as interest rates and
various commodity-specific inflation factors) as weIl as additional
data from the enterprise not usually entered inthe financial statements
(such as prices and quantities of major inputs and outputs). The intent
here is to put more detail and economic content into the data. For
example, the income statement will often simply have an entry for
"revenue," possibly broken down further into a few major revenue
categories. Our goal is to break down total revenue into as many
categories as possible-say, five to ten majorproduct groups. Then we
decompose revenue from any one source-for example, intemational
long distance calIs in the case of a telecommunications enterprise-
irito its price and quantity components. Thus, in this example, we
might have total number of cals placed, or total number of minutes,
multiplied by an average price per call or per minute. The same sort
of price-quantity breakdown is carried out on the input side, including
capital inputs. This step is crucial in constructing constant-price data,
because we then have commodity- or input-specific price series.
* We then convert the enterprse accounts into economic accountsby
mapping all entries in the income statement into a production and
distribution of surplus statement, and changes in all entries in the
balance sheet into an economic flow-of-funds statement, from which
wealth accounts can then be created.

Calculation of Variables

We now explain the methodology behind some of the more important
economic variables thus calculated.

PROFIT: PUBLIC VERSUS PRIVATE. We use the familiar concept of private
profit as a measure of retums to the shareholders of the enterprise. From
the social point of view, however, private profit does not adequately
reflect the performance of the enterprise. For this purpose, therefore, we
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use a modified notion of profit, or quasi rents (the retum to fixed capital),
defined as follows:

public profit = X- -J- W - R - rKw

where X is the value of output, II is the value of intermediate inputs, W
is employee compensation, R is factor rentals, and rK' is the opportunity
cost of working capitaL

We refer to this modified notion of profit as "public profit' (the return
from fixed capital to all of society's claimants) to distinguish it from
conventional private profit (returns to the equityholders only). Public
profit differs from private profit in three ways. First, in addition to
retums to equityholders, it includes returns to debtholders (interest) and
government (direct and indirect taxes); these flows, usually regarded as
costs to the enterprise, are not subtracted out. Second, to correspond to
the economic concept of quasi rents, public profit excludes nonoperating
returns (e.g., from sale of assets) and deducts the opportunity cost of
working capital (interest forgone on working capital used). Third, it is
measured gross of the depreciation allowance, because we are measur-
ing the return to fixed capital and therefore should not consider the cost
of that capitaL

CURRENT VERSUs CONSTANT PRICES. All of the data are presented in terms
of both current and constant prices; the constant-price series is obviously
the key one for performance. Itis here that our careful work in construct-
ing the economic tables of the enterprise pays rich dividends. Whereas
conversion to constant pricesusuallyinvolves deflatingallcurrentprices
by the same consumer price index or GDP deflator, we are able to use
specific price data (inflation adjustors) for each category of output or
input-lo We therefore end up with a far more meaningful set of constant
price data.

FDID CAPrrAL. The stock of fixed capital is measured using the perpetual
inventory method. Annual flows for various asset classesF1 are taken
from changes in the balance sheet and aggregated over time, adjusting
for asset-specific inflation, deterioration, and disposals. Rather than
construct a fixed capital series by deflating the "plant and equipment"
entry in the balance sheet by some easily available deflator, as is usually
done, we painstalingly attempt to reconstruct the entire time pattern of
investment in each of several classes of fixed capitaL Thus, as far as
possible, we divide up each year's investment into each of the asset
.classes and then, for each year, decompose each investment figure into
its price and quantity components. This produces a much more accurate
picture of the "quantity' of each type of capital, prinarily through the
use of deflators specific to that type of capital. Frequently there are quite
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wide differences in inflation rates for different asset classes, and our
procedure captures the effects of those differences.

REAL PUBLIC PROFITABILITY AND PRODUCTIViTY. Having constructed con-
stant-price timc series for all the relevant variables, we are in a position
to examine the performance of the enterprise. We use two measures of
performance, very similar to one another but answering slightly differ-
ent questions.

The first of these, total factor productivity (TmP), is familiar in the
literature. TPM is the ratio of the benefits generated by the enterprise to
its incurred costs, including the opportunity cost of fixed capital (rKJj:

, = benefits x
allcosts II+W+R-+-rIC-+-rK'

The idea here is to divide the quantity of output by the quantity of inputs
(although prices enter in through the weighting mechanism). In the
formula, r is the opportunity cost for both fixed and working capital,
although in practice we generally use different values for r in these
variables. The other variables are as previously defined.

The second measure of performance, which we call public profitabil-
ity, will be less familiar to most readers. It is obtained by dividing public
profit (or quasi rents) by the stock of fixed capital to which it is a return.
Thus, public profitability is a rate-of-return measure. When calculated
in real terms, it is functionally very similar to TFP, as can be seen from its
formula:

i .t benefits - variable costs X - II - W - R - rKI
public profitability = fixed costs Kf

Note that exactly the same variables appear in this formula as in that for
TFP; only their arrangement is different. Public profitability relates net
benefits (in the numerator) to the capital in place that made them
possible, whereas TFP is a ratio of benefits to all costs, including that of
fixed capital. Conceptually, therefore, TFP is a better measure of long-run
performance, when the enterprise is free to choose its level of fixed
capital. Public profitability, however, is a better measure in the shortrun,
when the level of fixed capital can be taken as invariable.12 As it tums
out, it does not matter much on which measure we focus, because, as our
empirical work demonstrates, the two indicators generally tell identical
stories. Our main goal is to estimate the level of operating efficiency in
the enterprise before and after divestiture, and each measure captures
the general trend in this variable.

CONSUMER SURPLUS. Of course, TFP and public profitability capture only
efficiency effects that accrue to the enterprise. From the social point
of view, another important element of performance is the impact of
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the enterprise's activity on consumers, which we measure through the
traditional consumer surplus measure. Consumer surplus is notoriously
difficult to measure, and it tends to be very ilarge relative to the other
components of social welfare if demand is inelastic. For both these
reasons we discuss our methods of calculatingconsumer surplus in more
detail in chapter 4, as part of our discussion of British Telecom, an
enterprise that operates in markets with generally inelastic demand.
Here we note that for most of our analysis we need only consider changes
in consumer surplus for small or modest price changes. In these cases
we either approximate consumer surplus changes by the previous
period's quantity times the price change (this is known as the Slutsky
compensation), or we take a first-order, linear approximation of the
demand curve derived from our knowledge of one point on the curve
and from an estimate of demand elasticity.

OTHER REURNS. Other retums go to other producers or to owners of
inputs. An estimate of the former falls out of our market picture, as was
illustrated in figure 2-2. The latter category of retun, especially rents
accruing to labor, is important but difficult to quantify. Such rents
depend strongly on the current :,tate of the labor market in the country
in question. We have not attempted to derive a unified approach
to measuring these rents. Thus, the method used differs slightly
from country to country and sometimes for different cases within a
country.

T7e Counterfactual Scenario

Recall that our basic approach calls for comparing the actual (and
projected) performance of the enterprise after divestiture with the coun-
terfactual: performance as it would have been observed had the enter-
prise never been divested. In constructing our counterfactual scenario,
our basic approach has been to assume that it willbe similar to the actual
scenario unless we have strong reasons to believe otherwise. The key
therefore is to search for apparent differences in performance between
the divested enterprise and its undivested counterpart

In other words, whereas thus far we have looked for correlations
between conduct and divestiture, the next step is to look at the causation
of those correlations, so as to exclude from the counterfactual those
aspects of the behavior of the enterprise that may be attributed to
divestiture. For example, how much of any improvement in labor pro-
ductivity is due to exogenous changes in technology and the economy,
and how much to changes in decisions that would not have been made
in the absence of divestiture? Ideally, with abundant data one would use
econometric analysis to answer this question. Such an approach, how-
ever, is out of reach for our purposes given the multitude of dependent
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variables and the small number of observations. In its place we have
adopted a case study approach, using judgment to construct scenarios
of what would have happened in the absence of divestiture. Given our
goal of evaluating net benefits, it is both necessary and sufficient to
answer the above questions by comparing the counterfactual with the
actual.

Determining causation is harder than determining correlation, to say
the least. Accordingly, our methodologies become considerably more
heterogeneous, varying from country to country, from enterprise to
enterprise, and from variable to variable. One common thread is that we
do not try to estimate a bottom-line counterfactual (such as public
profitability) directly. Rather, we work with subsidiary variables, esti-
mating prices and quantities of outputs commodity by commodity and
estimating costs by type, and then letting these accumulate to the bottom
line. Aside from this, our sample enterprises and industries vary so much
in detail that we have had to customize our detailed approach for each
case. Accordingly, here we only outline the general approach and leave
the details to the cases themselves:

Ideally, one would like to be able to compare similar divested and
undivested enterprises in the same industry in the same country,
thereby eliminating cross-country and cross-industry effects. Such
comparators, however, are generally not available.
w Instead we look at similar enterprises in other countries (particu-
larly for evidence on technological change). An example of this is
comparing telecommunications enterprises both witiin and outside
our sample of case studies.
* We also look at dissimilar enterprises (undivested public enter-
prises) in the same country for evidence on counterfactual behavior.
For example, the financial constraints on British Rail and the UKC
electricityrindustry after thedivestiture of BritishTelecomcanbetalcen
as prima facie evidence of the kind of financial constraints that British
Telecom might have faced in he absence of divestiture.
* We compare predivestiture with postdivestiture trends of various
variables and try to relate the observed changes to conditions other
than divestiture. In particular, we try to make adjustments for chang-
ing macroeconomic conditions (especially by adjusting demand
trends).
* We use information on specific variables, such as demand elastici-
ties or technical coefficients (input-output ratios), to calculate the
counterfactual from our factual observations.
* We take guidance from findings by others on empirical regularities
and from enterprise insiders about specific events that may have
shaped outcomes. Forexample, suchinformationhas helped us decide
whether the expansion of investment by British Telecom after divest-
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iture was due to overcapitalization or to the previous suppression of
needed replacement and modernizationm

To summarize: any observed change in the conduct and performance
of an enterprise can have many causes, divestiture being only one of
them. We construct counterfactuals in order to isolate the effect of
divestiture from all other effects. The counterfactual, in effect, compares
the divested enterprise with itself, butin its undivested form. In addition,
the number of case studies in this volume permits us to compare the
divested enterprise with other divested enterprises in other industries in
the same country and with divested enterprises (possibly in the same
industry) in other countries. Whereverpossible, we also draw upon data
on enterprises remaining in the public sector. These comparisons with
other enterprises are partly done in each individual case study and help
us construct counterfactuals; more comprehensive comparisons are
done across all the cases in chapters 23 and 24.

It is important to raise a caveat here. Because of the way they are
constructed, the counterfactual scenarios are necessarily subjective and
therefore open to criticism and even disbelief. Their subjectivity cannot
be helped; it is inr the very nature of the case study approach. Obviously
we believe in each case that the counterfactual we have constructed is
the most reasonable one possible, and we are willing to defend it vigor-
ously. In particular, we base our subjective judgments not merely on a
couple of interviews but also on a thorough quantitative analysis of as
much relevant data as we could find. Nevertheless, to allow for the
possibility of errors of judgnent, we perform sensitivity analysis on all our
assumptions. This takes two forms. First, we exdmine the sensitivity of
our results to changes in assumed values of all the relevant parameters,
such as demand elasticities and discount rates. Second, and perhaps
more important, we examiine separately the impact of each of our key
assumptions on what defines the counterfactual. For example, perhaps
the "true' counterfactual involves slower labor productivity growth, a
lower rate of investment, and lower prices. We separately calculate the
finalwelfare effect of eachofthese key differences. This allowsthe reader
who believes, say, that the assumption of lower prices is unreasonable
to then arrive at a bottom line free of that assumption. In this way,
different scenarios for the counterfactual can be examined easily.

Projections

The world does not end at the termination of the data period, and
therefore neither can our story. The benefits and costs of divestiture
continue into the future and must be incorporated into the analysis. In
particula, the welfare effect of divestiture consists of a combination of
one-time effects, such as the payment of the purchase price by thebuyers



Methodology 35

to the government, and flows that continue indefinitely into the future,
such as profits, tax payments, and consumer surplus. We are interested
not only in adding up these different effects to get a single estimate of
the welfare impact of divestiture, but also in comparing the sale price
with the stream of future retums in order to examine whether the sale
price was at least equal to the discounted net present value of future
dividends and taxes had the enterprise not been sold. To cut off the
analysis at some arbitrary pointin time, whetheritbe thepresent oreven
live or ten years into the future, would render meaningless any attempt
to add up such effects or to make any judgment on the adequacy of the
sale price. Incorporating the future is therefore inescapable.

One way to incorporate future effects would simply be to assume that
the situation in the last year of our data period wil persist indefinitely
into the future. If all the relevant variables have converged to steady-
state equilibrium by the end of the data period, this is perfectly appro-
priate, and the projections will simply be the end-of-period flows
divided by an appropriate discountfactor. However,itishighly unlikely
that the system will have reached equilibrium so quicldy. Actually
projecting the future is therefore essentiaL

There are two quite different future effects that need to be captured:

* Behavior may change: like battleships, enterprises with tens of
thousands of employees and millions of dollars worth of fixed capital
do not tum on a dime. Some of the benefits of divestiture may take
years to manifest themselves.
* The world may change even if conduct is unchanged, changes in
the economic environment may exacerbate preexisting cost-benefit
differentials. Forexample, differentials in costefficiencybecome more
expensive if demand accelerates.

Thus our task in projecting the future costs and benefits of divestiture is
to project as realistically as possible how the world might change over
the foreseeable future, how behavior might be different in the divested
enterprise, and how these changes add up in determining the net effect
of divestiture on the enterprise and on the economy.

Obviously, projecting the future is a risky business at best We cannot
hope to make precise and accurate predictions over any significant
length of time. We attempt no predictions at all of future changes about
which only speculation is possible at present Rather, we do perform
trend extrapolations of the relevant variables, such as inflation and
discount rates, real demand growth, and productivity growth. Combin-
ing these in an essentially linear model of the enterprise allows us to
capture future effects of divestiture that are small now but may grow
over time. Thus the basic strategy of the projections is to identify the
forces that were already in place at the end of our data period and then
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to project their effects into the future so as to allow their interactions to
play themselves out

As with the data period, we need both actual and counterfactual
numbers for the projection period; thus both scenarios are projected out.
Again we use the conservative assumption that any differences between
actual and counterfactual trends require a specific justification.

Although all our projections are done in terms of economically mean-
ingful variables and the aggregate welfare change is thereby determined,
in the end it is necessary to reconvert to standard (accounting) enterprise
accounts to obtain insight into the distribution of the welfare change. For
example, fixed capital formation is typically a function of an incremental
capital-output ratio and the quantity of output, with capital measured
using the perpetual inventory method. For welfare purposes, this is all
we need to know to determine the capital cests of future expansion.
However, the owner' share is further dependent on the tax deductibility
of depredation and interest, whidh transfers some of the cost of the
investment to the govemment in the form of reduced tax revenue. To
capture these effects it is necessary to translate the projected economic
variables into projected balance sheets and income statements. This we
do for both scenarios. Although the projections must etend conceptually
far into the future, as a practical matter we introduce a time horizon of
eitier five or ten years, assume that the system is in equilibrium at that
point, and then use simplified shortcuts to capture further effects.

The Bottom Line

Our basic approach, therefore, is to project how the enterprise will
perform in the future and how it would have performed had it not been
divested. We combine our prcjections with the observed data and the
simulations for the countrrfactual for the data period. This gives us a
complete time series for boti scenarios, strting at divestiture and ex-
tending into the indefinite fture. The difference between the two time
series then gives us the effect of divestiture. We follow the methodology
outlined under "Valuation and Distribution" above to obtain all the key
variables of interest In particular, we estimate the total welfare impact
of divestiture and then decompose this estimate in two important ways:
first between domestic and foreign actors, and then, withi each of these
categories, between the different classes of actors, such as consumers,
buyers, the government, workers, competitors, and others. In this way,
we are able to identify who gained and who lost by divestiture, and by
how much.

By and large we have tried to be conservative in our assumptions so
as to provide a lower bound on the welfare effect of divestiture. For
example, we are conservative in our growth estimates. Insofar as private
output exceeds public (as it usually does), underestimation of growth
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rates would tend to lead to an underestimate of the benefits of divesti-
ture. Similarly, when we observe a change in the behavior of the enter-
prise following divestiture, we attribute that change to divestiture only
if we can argue with reasonable certainty that such an attribution is
justifiable. Again, because most observed changes tend to be beneficial
ones, this leads to an underestimation of the benefits of divestiture.

One final word about the use of hypothetical counterfactuals and of
projections. Critical readers may be tempted to dismiss the results as
having too little basis in hard data. We can be sympathetic to this
argument, but we cannot accept it As we argued in the introduction to
this chapter, the use of a counterfactual is the dosest we can get to a
sound methodology; comparing the divested enterprise with totally
different nondivested enterprises or with itself prior to divestiture
would be simply unacceptable. Similarly, as we have argued, not to use
projections, thereby ignoring future effects, would be a far greater sin
than any we are guilty of. Thus we have attempted to do as good a job
aspossiblein anenvironmentwith just afew datapoints; thealternatives
were worse. And we offer the skeptical reader, through our sensitivity
analysis, the option to pick and choose among our assumptions. Ulti-
mately, of course, it is for the reader to decide what there is to leam from
our case studies, to which we now turn.

Notes

1. In a number of cases, the govenmuent was not the sole owner of the
enterprise being divested but only a majority shareholder.

2- We use the word "directly" hee to emphasize that we calculate only
direct or first-round effect. In the economics jargon, our approach is a partial-
equilbriumone.

3. For simplicity we use single-period notation. Each term should be thought
of as the discounted net present value of a stream. Far the ugly way of doing it,
see Jones, Tandon, and Vogelsang (1990).

4. The argument is relatively straightforward. Assume that public goods or
other targets of government expenditure exist and must be financed by taxes.
Taxes impose a deadweight welfare loss or excess burden, meaning that at the
margin a dollar of taxes results in a loss of consumption of more than one dollar.
Therefore, any revenue to the government that allows taxes tobe reduced by one
dollar restores more than one dollar of consumption, and Xis greater than unity.

5. Assume that capital income is taxed or hat othfer distortions in markets for
capital or entrepreneurship drive a wedge between the return to capital and the
present value of the consumption stream it generates. Then, insofar as profits are
used for investment, X, also exceeds unity.

6. We leave out nonprice rationing, indirecttaxes, shadow prices, and the like.
For these details see Jones, Tandon, and Vogelsang (1990) as well as some of the
case studies.

7. The package we used is the Public Enterprise Performance Informnation
System (nFs), originally developed and used in performance contracting in
Pakistan, the Republic of Korea, Venezuela, and India.
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8. Including supporting statements such as details of sales, cost of sales, and
other supporting tables. This corresponds to a thirty- to forty-page financial
statement circulated internally rather than the two or three pages usually pre-
sented in aTnual reports, and it includes such esoterica as adjustments for
previous years and transfers to other accounts.

9. Technically, we have used discrete Divisia indexes withcontinually chang-
ing weights.

10. These typically include buildings, civil works, machinery, vehicles, and
furnishings and fixtures.

11. Alternatively, public profitability could be used to evaluate the perfor-
mance of public-enterprise mnanagers who do not have discretion over the level
of fixed capital at their disposal, for example because investment decisions are
made by the central government.
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United Kingdom:
Selling the Crown Jewels
of an Industrial Economy



3. Divestiture in the United
Kingdom

During the 1980s the United Kingdom under the govemment of Prime
MinisterMargaretThatcherimplemented an extensive and highly influ-
ential program of public-enterprise divestiture. Although the share of
GDP divested was less than in some other Western countries, such as
Chile, and fat less than that now being attempted in Eastem Europe, the
U.K divestiture program has provided a role model for other countries
to follow. The U.K divestiture program is large both in absolute scale
(involving over 6 percent of GDP) and in terms of the size of the enter-
prises divested, which indude British Airways, British Gas, British Pe-
troleum, British Telecom, and the regional electricity enterprises. The
range of assets divested has also been wide, involving such diverse
activitiesashousing,manufachuringenterprises, transportservice enter-
prises, energy industies, telecommunications, and catering services,
among others. Divestiture has also been accompanied by deregulation
and the implementation of innovative regulatory instruments.

The U.K divestiture program has been described and analyzed in a
number of books1 and in many joumal and newspaper articles. Our
approach differs from all of these in that we try to perform in-depth
quantitative analyses of individual divestiture cases. Out of the many
U.K divestitureswehave chosen three:BritishTelecom,BritishAirways,
and National Freight.

These three divestitures are fairly well spread across the history of the
divestiture program to date. National Freight's divestiture in 1982 was
among the very first; British Telecom's occurred two years later, and it
was the first large utility to be sold; British Airways was sold in 1987,
although its divestiture had been planned early on. We chose not to
examine any more recent divestitures because we wanted to have
enough data in each case to be able to observe the performance of the
enterprises following divestiture.

41
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Our case studies also span a fairly wide spectrum in terms of size and
market structure. National Freight is the United Kingdom's largest road
freight business and operates in competitively structured markets. How-
ever, National Freight is small compared with British Telecom, which
still holds a virtual monopoly in U.K. telecommunications network
services. Brtish Airways lies between National Freight and British
Telecom in size and market structure. Nevertheless, it is one of the
world's larg ; airlines and has market power in all routes involving the
two major London airports.

In this chapter we continue with a description of the general features
of public enterprises and their divestiture in the United Kingdom. In the
next section we briefly discuss U.K. government control over public
enterprises from the time it emerged in the mid-1960s to the beginning
of the divestiture program. We then describe the origins of the divesti-
tare program under Prime Minister Thatcher. Next we provide an
overview of the U.K. economy during the 1980s, intended as a backdrop
to the divestiture program, which is analyzed in the final section.

Government Control of Public Corporations

In the United Kingdom there are three main types of public ownership.
First, an enterprise may be operated as a department of state, directly
controlled by the central government as part of the cvil service. Second,
an enterprise may be organized as a company as defined by the
Companies' Acts but have all or the majority of its shares owned by the
central government, as, for example, in the case of Cable and Wireless
before 1983. Third, an enterprise may have the intermediate status of a
public corporation, owned enthely by the state but a legal entity in its
own right A public corporation differs from a civil service-controlled
entity in that it is allowed to borrow from private sources on its own
account and to maintain its own reserves.

A public corporationis answerable to Parliament and ultimately to the
voters. The senior management or board of each public corporation is
appointed by the relevant minister of state. Before 1979 policy guidelines
for public corporations were contained in a number of White Papers and
acts of Parliament The common theme of both is that public corpora-
tions, induding the postal service, should act in the interests of the
public.

The main guidelines affecting the behavior of the nationalized indus-
tries in the United Kingdom were set out in the 1967 and 1978 White
Papers. Among other things, the guidelines spelled out financial targets,
investment criteria, and pricing rules. Additional operating rules came
from the introductio of exteral financing limits (EELS)2 in 1975. The
relationship between the public corporations and the government
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evolved, over the late 1960s and through the 1970s, from one of relatively
decentralized control trough arm's-lengti regulation to one of more
centralized control. This centralization arose because of the increased
emphasis the government began to place on macroeconomic stabiliza-
tion. As the government was experiencing serious fiscal difficulties in
the mid-1970s, the prospect of greater control over the expenditures of
the public corporations, which form part of the U.K. govemment ac-
counts, became very attractive. The confficting priorities between micro-
economic and macroeconomic objecives seemed to contribute to the
difficulties of managing public corporations. By the end of the 1970s,
however, the mood had changed, and the Conservative government
elected in 1979 called for radical reform.

The Conservative Government of 1979

A Conservative government was elected in May 1979 and committed
itself to a radical reshaping of the U.K economy. Foremost on the agenda
was to "rollback the frontiers of the state," to quote a party slogan of the
1979 campaign. In fheir manifsto the Conservatives promised to under-
talke some divestiture of state assets. Three enterprises would be dena-
tionalized British Aerospace, British Shipbuilders, and the National
Freight Company.3 The manifesto also stated that the Conservatives
would liberalize the workings of the bus industry. Rather surprisingly
in retrospect, the party placed little emphasis on the denationalization
and liberalization proposals in the manifesto.

The Conservative govemment strengthened the monetarist policies
initiated by the previous, Labour govemment and embarked upon
polides aimed at encouraging private enterprise and reducing the scale
of state intervention. At the beginning of the 1980s privatization itself
was not high on the government's agenda, but it is clear from the
following statement that the government was nevertheless unfavorably
disposed toward the nationalized industries

We have to manage the nationalised industries thatwe have inherited.
We have to reduce the range of such industries by selling part of the
shares of some to the public . . . [W3e should wherever possible
introduce competition into the nationalised industries. (Sir Keith
Joseph, speech at the October 1979 Conservative party cornference)

In the early 1980s the govemment honored the divestiture pledge in
its 1979 manifesto; this marked the beginning of what was to become
known as the privatization program. Privatization was seen as having
two prncipal components: denationalization, which we call in this
volume divestiture; and liberalztion, which means exposing enter-
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prises to more competition. Conservative governments and politicians
over time developed a strong set of arguments in support of privatiza-
tion. These included, in particular, expanded freedom of choice for
consumers, increased economic efficiency, breaking the power of public
sector trade unions, improved government finances, broader share own-
ership, and increased employee interest in the well-being of their di-
vested enterprises.

The Performance of the U.K Economy during the 1980s

To get a better understanding of the performance of the divested enter-
prises during our observation period, 1980 to 1990, we need to analyze
the performance of the U.K economy over the same period.4 Economic
policy in the United Kingdom since May 1979 has been designed by a
succession of Conservative goverments. AR of these govemments have
been strident advocates of the free market, and their economic policy has
been aimed at lowering inflation while at the same time promoting
conditions designed to stimulate growth in output and employment The
policies have largely been medium-term in scope and have been sped-
fied annually. In the early 1980s the emphasis was on reducing the
growth rate of the money supply, by targeting broad money aggregates,
and on lowering public sector borrowing. More recently the focus has
shifted toward nominal GDP growth and the exchange rate.

The policies have been partly successful, as can be seen from table 3-1.
Initially, in 1980, real GDP increased by 2.3 percent, but the next year,
following the imposition of stringent monetary growth targets, there
was a dramatic fall in real GDP of 3.9 percent Over the period 1980-90,
growth in real GDP averaged a little over 1.9 percent per year. After the
recessiom year of 1981, growth in real GDP averaged a little over 3 percent
per year for the remainder of the decade. This represented the United
Kingdom's longest sustained period of economic growth since the 1960s
and reversed the deterioration experienced throughout the 1970s. The
growth in GD? occurred largely in the services sector, whereas manufac-
turing output initially declined, only reattaining its 1979 level in 1984.
Since 1984, manufacturing output has experienced relatively high rates
of growth, but in 1990 growth declined significantly. Average armual
growth in manufacturing output over the whole period was about 1.2
percent.5

Retail price inflation jumped at the beginning of the period from 9.7
percent in 1979 to 19.1 percent in 1980. This jump was caused mainly by
an increase in the value added tax (VAT) from a range of 10 to 12 percent
to anew uniform rate of 15 percent. Inflation declined from 1980 onward
to a low of 2.4 percent in mid-1986 but thereafter followed an upward
trend: from 3.8 percent in 1988 to 5.2 percent in 1989 and 5.4 percent in
1990. Over the period, government borrowings gradually fell, and be-



Table 3-1. Clhnges in Selected Economic Indicators, United Kingdotti, 1979-90
(percent per year)

Outptut per persoe_ Rate of returnll
Services Wlwle Manufafc- No,:- All Teleconz-

Year GDPa RPIb earnings5 PPd econony turhng GDCF1 Baserateg tmanufacturin2g' iniduistries1 munication"k BT'

1979 - 9.7 - - - - - -- 16.5 -
1980 2.3 19.1 - 14.6 1.5 1.7 3.2 14.9 - 13.6 - 14.2
1981 -3,9 12.7 - 2.3 -1.6 -4.1 -8.6 15.3 - 13.9 21.4 17.7
1982 2.0 11.0 10.5 13.1 3.9 9.3 -6.3 13.3 - 13.8 18.3 21.2
1983 3.1 5.0 9.8 5.1 4.7 7.9 7.5 11.1 13.2 15.4 22.5 20.2
1984 3.1 5.2 5.1 7.2 2.6 6.9 4.8 9.3 14.2 16.6 18.4 17.7
1985 3.1 5.5 7.3 9.6 1.5 4.0 8.7 10.8 15.3 17.3 19.5 18.3
1986 1.6 2.8 7.7 -5.5 0.0 0.3 0.0 12.0 16.1 17.9 21.3 19.5
1987 3.8 4.0 7.7 4.1 0.7 6.6 2.6 10.5 16.4 - 21.5 20.0
1988 5.8 3.8 8.8 1.8 3.4 6.3 13.6 9.3 15.5 - 24.2 20.7
1989 3.0 5.2 6.3 6.4 3.0 5.5 14.1 11A - - 39.7 20.8
1990 1.6 5.4 8.9 2.9 - 0.8 1.5 14.4 - - - 21.2

Averagesm

19804 1.3 10.6 10.2 8.5 2.2 4.3 0.1 12.8 13.7 15.0 20.1 18.2
1985-90 3.2 4.4 7.8 2.5 1.7 3.9 6.8 11.4 15.8 17.6 24.2 20.1
1980-90 1.9 7.9 7.6 5.2 1.9 4.2 3.7 12.0 15.1 15.6 23.0 19.2

- Not available.
a. At factor cost; average estimate in first quarter (Q2) 1985 = 100; b. Retail Price Index, all items, 1985 (QI) = 100; c. Average real eamings in the services

industries, 1985 (Q1) = 100; d. Producer Price Index of materials and fuel purchased by manufacturing industry, 1985 (Q1) = 100; e. 1985 (Ql) = 100; 1. At
1985 (Ql) prices; g. Average short-tenninterestrate at Londonclearingbanks; the minimum was 7.5 percent in May 1988 and themaximum l7percentbetween
November 1979 and june 1980; h. Rates of retum arecomputed ona historical cost basis before interest and taxation; i. Nonmanufacturing; based on a sample
of the United Kingdom's 500 largest firms; J. Excluding oil and gas; k. Telecortununications (British Telecom, Cable and Wireless, and Racal Vodaphone;
1987 figure is an estimate); I. British Telecom; rates of return are calculated by averaging the figures appearing in company reports published over the calendar
year. All the figures are evaluated over the financial year (second quarter to first quarter); m. Averages are calculated omitting unavailable data points.

Source: Banlk of Englanid Quarterly Bultdin, November 1987; Business MontZ;or, Department of Trade and Industry; Datastream; Economic Trends Annual
Supplement 1989 and June 1990.
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tween 1987 and 1991 the fiscal accounts were in surplus. In 1990-91,
however, the size of the surplus fell dramatically.

The annual rate of growth in real earnings in the service industries
over the period 1980-90 averaged 7.6 percent, Growth in labor pro-
ductivity over the whole 1980-89 cycle was relatively high in compar-
ison with the 1970s but was broadly in line with the long-term trend.
For the economy as a whole, productivity growth averaged 1.9 per-
cent per year between 1980 and 1989, and in manufacturing the figure
was 4.2 percent. It has been estimated that growth in total factor
productivity was more than double that of the 1970s, reaching a rate
of about 1.5 percent per year in the later years of the period. Unit labor
costs for the whole economy rose on average by 5.8 percent per year
between 1980 and 1989.

Gross domestic capital formation (CDCF) grew in real terms by 3.2
percent in 1980, but during the recession of 1981 it fellby 8.6 percent; this
deterioration continued in 1982, when GDCF fell by a further 6.3 percent.
From 1983 onward GDCF growth was usually positive, except possibly
in 1986, and it reached a peak of 14.1 percent in 1989. Most investment
took place in the services sector, and it was only toward the end of the
1980s that investment in manufacturing increased appreciably.

Profitability, measured as rate of return on a historical cost basis, was
relatively low from 1980 to 1982, averaging 13.6 percent for all industries,
excluding oil and gas. The latter figure is lower than that attained at the
depth of the last serious recession in 1975: for the years 1974-76 the
average rate of return for all industrials was 16.7 percent. After 1982
profitability improved: between 1983 and 1986 it averaged 16.8 percent
for all industrials, and for the largest nonmanufacturing firms it aver-
aged 15.1 percent between 1983 and 1988. Profitability continued to
increase throughout the latter half of the 1980s but began to slow down
markedly at the end of the 1980s.6

Other fratures of the UK. economy over the period are as follows. In
the early 1980s there was a sharp rise in the number of unemployed, but
from 1987 until 1989 unemployment dropped sharply. It then increased
slightly in 1990-91. The balance of payments on the current account was
in surplus until 1987 but substantially in deficit thereafter.

Overall macroeconomic policy was deflationary in the early 1980s,
and economic growth deteriorated. From about 1982 onward the state
of the economy gradually improved. Between 1983 and 1989 growth was
relatively rapid, averaging 3.4 percent per year. Growth reached a peak
of 5.8 percent in 1988, coinciding with a preelection period during which
monetary policy was relaxed considerably, with the base rate (the aver-
age short-term interest rate offered by London clearing banks) falling to
7.5 percent for a while, its lowest level in the 1980s. This relaxation in
policy precipitated excessive growth in expenditure, and the economy
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began to overheat and inflation to accelerate. In response to the increase
in inflation, monetary policy was tightened, and the base rate was
increased to 15 percent. Economic growth subsided at tle end of the
198 Os, and in 1990 it stood at only 1.6 percent In effect, 1980-90 followed
a cyclical pattemr with a severe recession in 1981, relatively rapid growth
between 1983 and 1989, and a sharp reduction in growth at the end of
the decade. A severe recession set in again in 1990.

U.K. Divestiture since 1980

The range of enterprises held by the U.K. public sector at the beginning
of the 1980s was rermarkable. Besides operating a number of enterprises
with natural monopolistic characteristics, such as gas distrbution, elec-
tricity generation and supply, rail transport, and water supply, the
govemment owned enterprises manufacturing ships, steel, computers,
silicon chips, offshore oil ngs, airplanes, automobiles, and electronic
goods; it operated bus services, postal services, airlines, coal mines,
ports, and specialist medical financial services, and it managed health
and education services. This shows that the scope of the govern-
ment's interests within the U.K. economy was extremely wide. Many of
the enterprises owned by the govenmuent participated in fragmented
markets.

The divestiture of many of these public enterprses during the 1980s
was dramatic. Since the election of the Conservative govenmaent in 1979,
the policy of privatization has changed the ownership structure of the
U.K. economy markedly. By 1990 over thirty major enterprises valued
at over $27 billion and employing nearly 800,000 people (around 3.3
percent of the work force) had been transferred to the private sector
(Parker and Hartley 1.991). A total of seventy-five enterprises had been
divested by the end of 1990. Th- share of GDP generated by state-owned
enterprises, whichhad stood at 115 percent in 1980 (Vickers and Yarrow
1988), was down to less than 5 percent in 1990. Only a handful of
enterprises remained fully in the public sector at the beginning of the
1990s, the most prominent being the postal service, British Coal (coal
extraction), and British Rail (rail and parcel delivery services). Neverthe-
less, all of the latter have experienced some deregulation and exposure
to competition.

The UK privatization program gathered momentum in the early
1980s, following the divestiture of British Aerospace in February 1981.
Between December 1979 and the divestiture of British Telecom in No-
vember 1984, the government realized £2.9 billion in gross receipts from
the divestiture of nineteen enterprises. Of these, twelve were sold
privately rather than through public offerings. The divestiture of two
enterprises alone accounted for around 32percent of gross sales receipts;
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these were Britoil (first issue November 1982, for £549 million) and
Enterprise Oil (in June 1984, for E392 million), both of which were sold
by tender and were undersubscribed. The British Aerospace offer raised
less in gross receipts (£150 million) than the sale of either oil enterprise,
but it was seen as a success by the Conservative government because the
issue was oversubscribed. The British Aerospace divestiture convinced
the Conservative government that a massive privatization program
could reap substantial political benefits.

Following the divestiture of British Telecom, the U.K government
realized that size and monopoly power were not obstacles to the
success of a privatization program This led the govemrment to em-
bark on a vigorous divestiture program-L The major sales in the second
half of the 1980s (excluding second and third issues of previously
divested enterprises such as British Telecom) were British Gas (£5.4
billion; all figures are in gross terms) in December 1986, British Air-
ways (£900 million) in February 1987, Rolls-Royce (£1.4 billion) in
May 1987, British Airports Authority (BAA) plc (£1.3 billion) in July
1987, British Steel (£;2.5 billion) in December 1988, the ten water
holding companies of England and Wales (£5.2 billion) in November
1989, and the twelve regional electricity enterprises (£5.2 billion) in
November 1990. These sales put the grand finale on a decade of
public-enterprise divestiture.

Notes

This chapter was written by Christopher Doyle and Ingo Vogelsang.
1. Most notably by Kay and Thompson (1986), Vickers and Yarrow (1988),

and Bishop and Kay (1988).
2. An EFLplaces a constraint on the annual change in thenet indebtedness of

a public corporation to the govemment; it is therefore a way of controling the
cost of new capital investnent and working capital increases not financed by
internally generated revenues. Ens are still imposed and are typically set about
eighteen months prior to the end of the financial year to which they will apply.

3. The term "denationalization' refers specifically to the disposal of state
assets to the private sector. By the nLid-1980s the term "privatization" was being
widely used to encompass both denationalization and liberalization. This is
discussed further in the next section.

4. Data in this section are from the Economic Trends Annual Supplement 1989,
Economic Trends June 1990, Green (1989), Maynard (1989), and the country
econonmc surveys of the United Kingdom prepared by the Organizatio. for
Economic Cooperation and Development (1987/88 and 1988/89). The data are
for financial years, that is, from the second quarter of one calendar year through
the first quarter of the next. Some additional data are contained in the appendix.

5. This is the view expressed by the Organization for Economic Cooperation
and Development (see note 4) and by Maynard (1989).

6. See Bank of England Quarterly Bulictin, May 1989, and issues of Business
magazine from the period.
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7. We have ignored the divestiture of British Petroleum (83P) in these statistics.
That divestiture stretches across two political regimes, and for consistency we
are focusing on the Conservative regime only. The first tranche of issued share
capital was divested in June 1977 by a Labour govemrnent, for financial rather
than ideological reasons. The Labour goverunent, however, retained a 51 per-
cent holding in the enterprise. The Conservative government divested a further
5 percent of the issued share capital in November 1979 (raising £290 million
gross) and a further7percent in September1983 (generating£566 million gross).
The remaining govemrnent-held shares were divested in October 1987, raising
£72 billion gross.



4. British Telecom

There are several reasons why British Telecom (BT) makes an excelent
basic case study to illustrate our methodology.

* Timing. The enterprise was divested in the winter of 1984, long
enough ago Lo have generated several years of performance data since
divestiture, but not too long ago to make it impossible to find perfor-
mance data for the period before divestiture.
* Telecommunications. This is an industry of prime importance
throughout the world. All countries that have not yet done so are
confronted with the decision as to whether to divest their telecommu-
nications sectors.
* Polcy issues. Brs divestiture was accompanied by an interesting
set of regulatory policies that other counties may consider adopting
in one way or the other.
* Success story. The BT divestiture is a celebrated case that has been
criticized and analyzed by others. This allows us to contrast our
methodology with other analyses.

The Conventional Wisdom

Around 1980, BTwas seen as an overstaffed and badly organized public
enterprise, using technologically and physically outdated capital equip-
ment, short on investment, and with long sts of new customers waiting
for phone connections. Divestiture, market liberalization, and a new
regulatory scheme were al proposed as ways of substantially improving
wrs performance. It was hoped that after divestiture sr would become
highly profitable, become more responsive to customer needs, slash
costs by reducing its work force by 5,000 per year (1Beesley and Laidlaw
1989), increase investment, and be forced to lower prices for long dis-
tance (including intemational) services. Other government objectives
included a reduction in the public sector borrowing requirement (xsnR),'
a widening of share ownership, increased employee participation, and
better labor relations.

51
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BT's performance since its divestiture has been analyzed by a number
of economists, politicians, regulators, and financial analysts, who largely
agree on the following

E BT has been fairly successful in terms of financial performance,
although it has so far not been very lucky in its acquisition and
diversification policy (including its acquisitions of Mitel and McCaw
Cellular Communications Inc.). The U.K. director general of tele-
communications found that ET's overall rate of return after 1984
was increasingly on the high side compared with other industies.
As a consequence, he tightened the price regulation formula Rpi - X
(the retail price index minus a productivity adjustment factor) in 1988
by successively increasing X and by increasing the scope of price
regulation.
* BTs princpal U.K competitor, Mercury Communications, by con-
centrating on a small market niche and by taldng a long time to install
capacity, has for a number of years been less of a challenge to BT than
most observers had expected. In line with this initial disappointment,
the half-hearted UK. approach to competition in telecommunications
has been heavily criticized by Beesley and Laidlaw (1989) and Vickers
and Yarrow (1988).
* For the first five years after divestiture, BT kept general price levels
for its regulated products below the legal limit (Johnson 1989).
* BThas rebalanced its rates by increasing local rates, access charges,
line rentals, and private circuits relative to long distance and interna-
tional rates. Although this seems to have come as a surprise to the
general public, it was fully in keeping with the expectations of experts
such as Littlechild (1983).
* There were some initial problems with the quality of Ws services.
Both Bfs management and the U.K Office of Telecommunications
(OFrEL) attributed these to labor unrest, but others (e.g., Vickers and
Yarrow 1988) pointed to a link between tight RPI - X regulation and
product quality. The problems have also been attributed to reductions
in the labor force in 1980-84 (J. Wilby, British Telecom, personal
communication)3
* Beesley and Laidlaw (1989, p. 40) have argued that, as late as 1989,
Err still had 75,000 too many employees (by intemational standards).
This observation seems in line with BTWs chief executive's own assess-
ment in 1990, when he initiated a major reorganization and layoff
program.
* BT's improvements in financial terms and in productivity perfor-
mance (total factor productivity, or TFP) started to materialize around
198243, before divestiture. This tunaround has been explained by
the general change in the U.K business climate around that time; a
general perception among public enterprises in the United Kingdom
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that they had to shape up for eventual divestiture? and liberalization
in the U.K. telecommunications sector, which preceded divestiture by
two years.

Although our quantitative analysis is compatible with these findings,
we hope to surprise the reader by shedding new light on the sources of
Brs change and on the total value of BrTs divestiture and its distribution.

Baclcground

Telephone services firstbecame available in the United Kingdom in 1878,
provided by private companies and municipalities To create an inte-
grated national network, in 1912 the govemment granted the PostOffice
a statutory telecomrlmunications monopoly. In 1969, in an attempt to
promote decentralized decisionmaldng, the Labour govemment con-
verted the Post Office into a public corporation. In 1980 the Post Office
renamed its telecommunications division British Telecom and started to
publish completely separate accounts. In 1981 BTwas formafly vested as
a public corporation in its own right Following an announcement of its
intentions injuly 1982, the governmentsold5l percentof the enterprise's
shares to private shareholders in November 1984.

Simultaneously with the corporatization and eventual divestiture of
Ir, the govenmuent was also loosening its monopoly position. In 1981,
three important steps were taken:

* Firms were allowed to compete with BT in the customer premises
equipment market
* Finns were permitted to provide value added network services on
lines leased from sT.
* Other companies were invited to apply for licenses to build and
operate alternative networks.

In 1982, Barclays Merchant Bank, British Petroleum, and Cable and
Wireless formed a consortium called Mercury Communications, which
subsequently obtLined a license to provide competing telecoinmumca-
tions services. Mercury, which became a wholly owned subsidiary of
Cable and Wireless in 1984, has since built a small network and is
increasingly providing competition to BT, particularly in the business
sector. Er and Mercury enjoyed a govemment-sanctioned duopoly from
1983 to 1991. As a result of a government review of the duopoly policy
in 1991, other consortia have been awarded licenses to operate new
mobile and cordless telephone services in the 1990s.

Despite all this, BT still dominates the U.K market. Its share of reve-
nues from operating switched services was an estimated 962 percent in
1989, having declined only slightly from the 1980 figure of 99.8 percent
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In other network services BT had an estimated revenue share of 95.5
percent in 1989, whereas the figure in 1980 was 99.8 percent

Telecommunications Economics

Br is a multiproduct firm. Its main outputs, comprising over 90 percent
of its total revenues, are telecommuniications network services. In addi-
tion, it sells (or rents out) customer premises equipment, such as tele-
phone sets and private automatic branch exchanges, and a variety of
other outputs related to communications, such as consulting services
and telephone directories. We have aggregated Br's different outputs
into the following major categories:

* Business rentals
* Residential rentals
* Local calls
* Long distnce calls less than 56 kilometers
* Long distance calls over 56 kilometers
* International outgoing calls
* International incoming calls
* Apparatus supply
* Private circuits
* Miscelaneous outputs.

Quantities for business and residential rentals are the numbers of
rented connections as published in es annual reports over the whole
period 190-90. The revenues and derived prices, however, include a
share from connection charges incurred by moving or receiving the
initial connection.

For all the call categories, business and residential customers are com-
bined. Prices for domestic local and long distance telephone cals can
moveindifferentdirections.Thereis astandardpriceperunitfor alltypes
of calls. This unit price buys a specific length of callng time differentiated
by time of the week and distance of calL Thus, ST can change its calling
prices by adjusting the price per unit or by adjusting the length of calling
time allowed per unit. The interaction of these types of price changes
makes it difficult to calculate price changes for distance categories, where
cals within these categories differ by length and time of the week. Thus,
we have had to construct a composite commodity for each of these
categories. Prices have been calculated for such a composite "representa-
tive telephone callf from disaggregated published price data.

We have differentiated between outgoing and incoming international
calls because BT adds the full revenues that it receives for incoming calls
from foreign telephone carriers to its international telephone revenues
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and claims its payments (known as accounting rates) as costs of outgoing
calls.

The category "apparatus suppl/' refers to terminal equipment. Ap-
paratus is a set of very heterogeneous and differentiated products (do-
mestic private automatic branch exchanges and telephones, sales,
maintenance, and rentals). Until 1981, BTenjoyed a dominantposition as
a buyer of such equipment from manufacturers and as a retail supplier
to its customers. Part of this retail supply was donejointly with exchange
line rentals. Since 1981 other suppliers have entered the market,
gradually weakening wr's dominant position. We judge the apparatus
market today as quite comparable to that for computers and consumer
electronics.4

The "pvivate circuits' category has been one of the fastest-growing
services in telecommunications. Private circuits consist of lines leased
from BT by business customers. The "misoeHlaneous outputs" category
includes all other sources of revenue, including domestic telegraph and
telex,cellularservice,directories,valueaddednetworkservices,consult-
ing, and Mitel (which manufactures private automated branch ea-
changes). Intragroup sales are also netted out here

Demand for most of R's telecomminications services is fairly price-
inelastic However, the elasticities differ distinctly for different services.
They tend to be lowest for rentals and local telephone calls. Within the
caIling categories, elasticites tend to increase with distance (and price).
Elasticities for private rcuits appear to be quite high, in part because the
public network is a close substitute. For many of Ers services, demand
curves shift outward substantially over time, as consumer incomes in-
crease and new telecommunications applications are introduced.

Consumption extemalities are important in telecommunications. Pos-
itive externalities are associated with the fact that a call provides poten-
tial benefits to both the caller and the person called. For example, the
addition of new subscnbers to the network increases the usefulness of
the system to existing users, who do not, however, have to pay for this
added benefitL These same new subscribers cause negative externalities
if the additional calls result in network congestion.

We have no good cost information on any individual telecommunica-
tions services. Hence, we refrain from making specific cost assignments.

PricingPolicy

Before divestiture, BT followed govemment pricing policies, which
meant that prices had to reflect long-run marginal costs and cover
accounting costs, including the opportunity cost of capital. For the main
network services, ar used two-part tariffs, consisting of a quarterly rentral
charge for a connection and a user fee. Peak-load pncng was used to



56 Welfare Conseqiw:ences of Sellig Public Enterprises

reflEctl n/erdemand in theeveningsand on weekends Residentialusers
paid lower prices than business users, to. encourage more subscribers.

Following the oil price shock of 1973, the government attempted to
control inflation by holding down prices, but the resultant losses were
deemed intolerable. In 1975 telephone charges were raised an average of
75 percent, and BT returned dramafically to profitability. The steep price
increases were met with criticism, however, as they were interpreted as
indicating the exploitation of monopoly power. When investments were
dearly needed in the early 1980s, the government believed that the only
effective response was the eventual abolition of the monopoly and the
divestiture of BT.

In light of this concern with monopoly pricing, and despite the fact
that new entry of telecommunications providers was contemplated, it
was recognized as essential that BrTs prices be regulated after divestiture.
The United States was seen as the only country with experience in
regulating pri rately owned telecommunications comparies, and regu-
lation there l.ad taken the form of a ceiling rate of retum. The UX.
government, I owever, rejected this form of regulation as too difficult to
implementan(tprone tocostinefficencies. Instead,aformof directprice
regulation was adopted, which has come to be known as the RPI - X form
of price cap regulation.

Price cap regulation puts a ceiling on the average price increase for a
certain basket of services. The services originaly included in the basket
were those in which BT enjoyed a complete or effective mortopoly:
exchange line rentals for business and residential users, and all dialed
calls originating and terminating in the United Kingdom. In 1984 these
two categories yielded approximately half of in's revenues. Exduded
were connection charges, apparatus, callsfrom public callboxes, private
circuits, data communications services, and international services. The
indlusion of private circuits in 1989 and international services in 1991
increased the scope of price cap regulation to two-thirds of BT's revenues.

Under the regulation, the average price for the basket of included
services is to rise by no more than the retail price index (RFI) minus a
factor designated X, to be determined by oFra, to reflect the long-term
declining trend in costs due to technc.-logical progress in the telecommu-
nications industry. For the years 1984-89 X was set at 3 percent per year.
For 1989-91 it was increased to 4.5 percent per year. The inclusion of
international services in 1991 brought it to 6.25 percent, and for 1993 to
1997 it has been set at 7.5 percent per year (for the separate basket of
"private circuits" X was set at zero from 1989 onward). Thus, at an
inflation rate of about 4 percent, B? was actually obliged to reduce prices
for 1992-93 by more than 2 percent on average. Within the basket, until
1993 BT was free in principle to rebalance prices. It formally agreed not
to raise rental charges more than 2 percent per year above the rate of
inflation.
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Investment and Borrowing

At the end of fiscal 1970, the telecommunications division of the Post
Office had outstanding loans of £1.76 billion, against fixed assets whose
net book value was £2.14 billion. Heavy borrowing continued through
the early 1970s, as is seen in table 4-1, with the self-financing ratio
reaching a trough in 1974 at 36.9 percent By 1977 outstanding loans
stood at £3.88 billion.

During 1978-83 BT had failed to meet government targets for reduc-
tions in the real cost of production. Acco:ding to Beesley and Laidlaw
(1989) these targets had been set at 5 percent per year, whereas real cost
reductions of only 2.8 percent were achieved. On the other hand, ET met
the financial targets set for 1977-84 in all years but 1980 and 1981.

In thelate 1970s and early 1980s uTrs investmentpolicy apparentlywas
crippledby external financing limits (Ens) that were imposed on BT and
other public enterprises in order to reduce the PSBR. In 1979-81 BT
invested US$2,746 millionper year, compared with US$5,190 million by
the (equally large) France Tel&com and US$5,091 million in tele-
communications investments by the (slightly larger) Deutsche Bun-
despost (Organization for Economic Cooperation and Development
1988). What is not clear is whether the financing limitations reduced or
increased B's real unit costs of output at that tim EE:Ls may have
increased unit costs because modem, cost-saving capital equipment
could not be purchased. Or EFts may have reduced unit costs because
excess capacity during the 1979-81 slump was less severe than other-

Table 4-1. Changes in Indebtedness, British Telecom, 197243
(millions of pounds sterling)

Self-financing
Gross Net mtio

Year borrowing Repayments borrmwuing (percenges)

1971 221.9 295 192.4 51.0
1972 277.7 29.5 2482 53.7
1973 405.0 29.5 3755 38.6
1974 322.9 29.5 293A 36.9
1975 565.4 29.5 535.9 39.8
1976 302.7 32.7 270.0 92.4
1977 244.8 36.6 2082 1092
1978 0.0 48.1 -48.1 113.9
1979 112.0 284.9 -172.9 106.1
1980 59.1 237.5 -178A 79.2
1981 94.9 170.3 -754 111.9
1982 302.3 174.7 127.6 88.8
1983 43.0 184.0 -141.0 125.0

&w= rr data.
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wise. Almost certainly the EFLS had adverse long-run effects on unit
costs.

It is worth noting why the investment constraint on BT may have been
particularly damaging to its efficient operation. Because of miistakes or
miscalculations made many years earlier, Br was in need of extensive
modernization. During the 1970s, as telephone capacity in the United
Kingdom was being doubled, 57 percent of new exchange capacity used
the totally antiquated Strowger technology, and 28 percent used the
also-obsolete Crossbar technology. It was only in 1976 that the first
semielectronic exchange was installed. Thus at this point there was an
urgent need to undertake large-scale investments to upgrade the capital
equipment of BT, but the enterprise was constrained by the newly im-
posed EFLs.

The pressure to reduce the PSBR was cted as one of the justifications
for divestiture. Divestiture was beneficial in this regard in two ways.
First, the sale proceeds reduced the need to borrow. Second, the future
borrowings of the divested enterprise would no longer be induded in
the PSBR It appears that the removal of the EELs on BT was one of the most
significant effects of divestiture on the enterprise.

In the early 1980s, under pressure from BT, the government agreed to
allow the enterprise to issuebonds. However, this initiative ran into legal
and other problems in distinguishing the bond issue from public bor-
rowing In 1982 the issuing of the bonds was overshadowed by the
intention to divest BT.

Labor and Labor Relations

At the end of 1970, BTs approximately 240,000 workers were represented
by seven unions, the largest of which was the Post Office Engineeig
Union (POEU) with 118,000 members. BT's management was under pres-
sure to cut costs, because of the generally tight budgetary situation and
because of criticisms t;hat BT was less efficient than its international
counterparts. However, little headway toward reducing staffing was
made in talks with the unions. In 1981, management unilaterally an-
nounced a plan to reduce the work force by 15,000 over a five-year
period. This plan was put into effect in 1982, and by 1985, through
attrition and voluntary retirement, the work force had been cut from
250,000 to 233,000.

Divestiture has not changed the basic structure of labor relations.
Workers continue to be represented by several unions, with tie POEU,
which changed its name in 1985 to the National Communications Union
(NCU), stil in the lead. Bargaining between the company and the unions
remained difficult, and there has been at least one industrial action (in
1987). Nevertheless, agreements have been reached calling for large
wage increases, in return for changes in working practices that allow the
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company greater flexibility in labor allocation decisions. Thus it appears
that progress has been made in adapting the work force to changed
practices in the telecommunications industry-something Br had been
unable to achieve prior to divestiture.

What Happened?

In tis section we try tofind outwhatchanged in the course of (as distinct
from "as a result of") divestiture by examining various partial indicators
of enterprise performance. The analysis is partial in hiree distinct ways.
It is partil temporally in that it only examines an eleven-year period
(1980-90), covering five years before divestiture and six years after. It is
partial methodologically in that it only considers what actually hap-
pened, ignoring what would have happened in the absence of divesti-
ture. Finally, it is partial analytically in that it looks at a hodgepodge of
costs and benefits without specifying the trade-offs necessary to reach a
summary judgment of performance.

Each of these three limitations will be removed in subsequent
sections. In the process, we will be moving from measuring the wrong
thing perfectly to measuring the right thing imperfectly. This section,
therefore, although intended as a starting point for the analysis, may
also serve as an ending point for those who prefer low-variance
answers to the wrong question over high-variance answers to the
right question.

Profit and Proitability

PuBLIc AND PRivATE PRomrI. A natural place to start is with the bottom
line of the income statement, which we callprivate profit (dividends plus
retained earnings). As shown in figure 4-1, private profit was roughly
£soo million in 1980 and 1981, then doubled to about £1 billion, wherc it
remained nearly unchanged through 1985, after which it rose smootily
to £1.9 billion in 1990. There are thus two tuming points to ey'lainr one
corresponding to the announcementof divestiture and the other lagging
its implementationbyone year. Looking onlyatprivate profit, one might
conclude that the announcement of divesture caused a one-time jump
in performance, whereas its execution initiated a dynamic process of
steady improvement in a previously static world. Such a conclusion
would be unwarranted.

Although private profit is a useful measure of return to the equityhol-
der, we are interested in the return to all of society's resources, which we
call public profit. As also shown in figure 4-1, public profit tells a quite
different story, showing essentially a continuous linear trend with no
pronounced flattening across the pre- and postdivestiture periods. Why
is the public profit trend unchanged when the private profit trend shows
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Figture 4-1. Public and Private Profit at Current Market Pices, Britis
Telecom, 1980-90

Billions of pounds sterling
7

Year of divestiture -*
6

5

4

3

2 .Private after tax

1 _re,, we;,,,j. ,tq,.Ir..Ue "

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Sourc:Autors' calculation from Er annual reportk.

a kink? The answer is that the total size of the pie (public profit, or quasi
rents) has grown fairly smoothly, but its distribution has not This can
be seen in figure 4-2, which decomposes the total surplus (or return to
capital). The discontinuity in private profitin 1984-85 was obviously due
pmarily to the introduction of direct taxes, which in turn was due not
to divestiture but to alterations in the national tax code. The 1982
discontinuity is explained by two factors:

* In 1982 the total surplus rose by £694 million; two-thirds of this
increase was passed through to private profit (interest and deprecia-
tion were essentially fixed, and only indirect taxes rose proportion-
ately). The 30 percent rise in total surplus thus translated into a 131
percentrise inprivateprofit,onthe usualresidualmultiplierprinciple.
* In 1983 a £257 million rise in public profit was more than eaten up
by increases in other distributions. In particular, a rise in the impLicit
depreciation rate from &8 percent to 10.6 percent chewed up £193
million. A 9.3 percent rise in total surplus thus translated into a 3
percent fall in net return to equity. This demonstrates why private
profit is not a good performance measure.
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That is, in 1982 there was an exceptionally large increment in the
size of the pie, and equityholders got the biggest piece of that incre-
ment. In 1983 there was a normal increment, but this was absorbed
elsewhere.

In sum, inspection of current profit and its distribution yields three
discontEnuities accompanying divestiture. Two of these clearly cannot
be attributed to divestiture, namely, the effects of the introduction of
direct taxes and changes in average depreciatii -t rates. The third-the
high rate of growth of public profit in 1982-remains a candidate for
further investigation.

CURRENT AND CONSTANT PROFIT. Figure 4-3 shows public profit and its
derivation at constant market prices. Two points are noteworthy. First,
there is an intriguing tnd change: at constant prices public profit
declines somewhat from 1980 to 1982, then rises at a fairly steady rate
through 1990. Second, this trend change was not due primarily to a
change in output (which grew at a more or less constant rate over the
entire period), but to a change in costs. From 1980 through 1982, both
intermediate inputs and labor grew slightly faster than output There-

Figure 4-2. Return to Capital at Current Market Prices, British
Telecom, 1980-90
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Figtre 4-3. Public Profit at Constant Prices, British Telecom,
1980-90
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after, intermediates grew at about the same rate as outputs, but through
1990 the quantity of labor input stayed more or less constant 6

In sum, there was a major discontinuity in performance in 1982, due
primarily to an increase in real output per worker and secondarily to a
stabilization of intermediate requirements per unit of output. These
results are important and will be elaborated upon below. Consideration
of return alone, however, is misleadingwithout simultaneous inspection
of that to which it is returned, namely, capital stodc.

FXED CAPfTAL. In contrast to the inconspicuous changes in profit, the
discontinuities in fixed capital formation (figure 4-4) are dramatic.7 At
constant prices fixed capital formation was essentially stable in the
predivestiture period, but it rose at an average rate of 16 percentper year
thereafter.

The impressive discontinuity in the flows naturally gets diluted in the
corresponding stock of fixed capital, which is ten times larger and also
includes deterioration. However, at constant prices, there is still a hefty
difference between the predivestiture annual average growth rate of 4.7
percent and the postdivestiture rate of 7A percent'8 This upward shift in
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fixed capital formation is potentially an extremely important change in
conduct accompanying divestiture, and the reasons behind it will be a
focus of our analysis below.

PROFITABILITY AND PRODUCTIVrrY. Combining the numerator (profit)
and the denominator (capital stock) yields the true bottom line of this
section, namely, return to fixed capital, or profitability. As figure 4-5
shows, although the private and current price public versions diverge,
neither shows any marked upward trend change around the time of
divestiture. The constant-price story is considerably more interesting.
Here there is a dramatic tuming point, but it occurs in 1983 rather than
1985. That is, from 1980 through 1982 public profitability at constant
prices decreased (fromn about 12 percent to about 11 percent); thereafter
it increased steadily by almost 1.5 percent a year to a 1990 level of about
20 p,.rcent.

As explained in chapter 2, the purpose of the constant-price public
profitability measure is conceptually identical to that of the total factor
productivity (TFP) indicator. They differ only in specification: that is,
what goes into the numerator as opposed to the denominator, how
variables are measured, and which numeraire is selectedc

Figure 4-4. Gross Fixed Capital Fonnation, British Telecom, 1980-90
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Figure 4-5. Private and Public Profitability, Brtish Telecom, 1980-90
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In the present instance the technical differences are secondary, and the
two indicators tell essentially the same story. Public profitability is
considerably more volatile,9 because it is the difference between benefits
and costs rather than their ratio. However (as can be seen most clearly
in figure 4-6), both series rise and fail in tandem (except in 1985 and 1986,
when one shows negligible growth and the other is stable). Further
discussion ofFp thus adds little to the earlier discussion and is presented
oriy to comfort those more familiar with this indicator and to facilitate
comparison with other studies. Four observations are in order:

F First, the sharp reversal of theprofitability trend in 1983 is an import-
ant result if the change can be attributed to divestiture, it is dramatic
support for the hypothesis that divestiture improves effidency.
* Second, in order to attribute this event to divestiture, it has to be
argued that what matters in changing behavior-at least in a partial
divestiture such as wr's-is not the act of divestiture itself (in BT's fiscal
1985) but the announcement of it (in 1982).
* Third, in order to attribute the kink to the announcement of divest-
iture, it would be comforting to have a somewhat longer prekink time
series (see below for evidence extending the time series).



British Telecom 65

* Fourth, in order to see the kink it was necessary to eliminate price
effects and focus on real or quantity effects. The fact that prices and
quantities move differently will surprise no one, but it does suggest
that there may be a positive return to further investigation of price
versus quantity effects.

PRICE ANED QUANTITY DECOMPOSmION. Table 4-2 decomposes changes in
public profit (and its components) into price and quantity effects. For
each variable, the table reports three pieces of information: how much
the value of the variable itself changed over the previous year (in
absolute rather than percentage terms); how much of that change would
have occurred if only prices had changed; and how much would have
occurred if only quantities had changed.' 0

For example, consider the 1989 public profit triplet near the lower
right-hand comer. Public profit rose by £173 milion between 1988 and
1989, but prices moved against BT to such an extent that it would have
lost £299 million had quantities not changed in the company's favor to
the tune of £472 milliom Contrast this with 1981 (in the lower left-hand
corner), when prices moved overwhelmingly in T's favor, offsetting

Figure 4-6. Year-to-Year Changes in Total Factor Productivity and Real
Public Profitability, British Telecom, 1981-90
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negative quantity effects. These two extreme differences suggest an
important trend accompanying the announcement of divestiture. That
is, public profits increased every year both before and after divestiture.
However, this was accomplished by quite different mechanisms: in 1981
and 1982 it was due priimarily to favorable price effects, and thereafter
to positive quantity effects.

Where did these changes in the bottom line originate? Table 4-2 shows
that the change dearly stems primarily from output pricing. Output
price increases generated roughly £800 million for BT in both 1981 and
1982-that figure is double the highest leveL and quadruple the average,

Table 4-2. Decomposition of Public Proft Trend into Price and Quantity
Effects, British Telecom, 1981-90
(millions of 1985 pounds sterling)

Year 1982 1982 1983 1984 1985 1986 1987 1988 1989 1990

Output
Price 766 814 182 -35 242 187 194 209 126 369
Quantity 229 341 487 534 535 547 843 690 747 891
Value 949 1,155 669 449 777 734 1,037 899 873 1,260

Less intermediate inputs
Price 36 163 223 29 106 -104 -91 10 -4 119
Quantity 239 222 112 154 212 58 437 157 223 272
Value 275 385 335 183 318 -46 346 167 219 391

Value added
Price 730 651 -41 -64 136 292 285 199 129 250
Quantity -10 119 376 380 323 488 406 533 525 619
Value 720 770 334 316 459 780 691 732 654 269

Less wages
Price 407 176 177 166 143 389 163 324 293 182
Quantity 80 55 -19 -6 -42 -32 40 -35 67 87
Value 487 231 158 160 101 357 203 289 360 269

Less rentedfactors
Price 0 0 0 0 4 1 7 10 10 4
Quantity 0 0 0 71 6 23 17 -18 6 19
Value 0 0 0 71 10 24 24 -8 16 23

Less opportunity cost of working capital
Price -23 -8- 5 10 54 -70 -17 28 125 40
Quantity -15 2 82 20 29 53 26 1 -20 -21
Value -38 -6 -3 30 84 -17 8 28 105 20

Publicprofit
Price 346 483 -132 -239 -66 -28 132 -163 -299 23
Quantity -75 62 311 295 330 43 325 585 472 535
Value 271 546 179 56 264 416 457 422 173 557

Source Authors' calculations from sT data.
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seen in subsequent years. In contrast, intermediate inputs exhibit no
discernible trend, with price changes paralleling the general rise of
wholesale prices, and quantities increasing at a somewhat more modest
rate than output.

The labor trend ("Wages" in table 4-2) is distinguished for its lack of
dramatic kinks. Representatives of labor often oppose divestiture as
inimical to the interests of workers, but this result is not apparent in the
Br record. To be sure, the largest wage increment was in 1981, and both
1981 and 1982 saw significant work force expansions; however, 1986,
1988, and 1989 all saw substantial wage increases as well, and the work
force eXpanded in 1987 and 1989.

In sum, what needs to be explained here is not the existence of a kink
but the absence of one. In both periods, rising labor costs-due much
more to increased wages than to increased employment-added consid-
erably to BT's costs, typically consuming about half of the surplus geri-
erated at the value added level.

Rented factors are negligible at WT and may be ignored. The exogenous
price component of working capital moves both with the interest rate
and with the general price index. The quantity component of working
capital exhibits no notable trend.

In sum, both before and after divestiture BT generated substantial
additional revenues from sales each year, and it used those funds for
roughly equal increments in intermediate inputs, labor, and profits. The
major difference was that, before the announcement of divestiture, the
revenue boost came primarily from raising prices; thereafter it came
primarily from increasing real output

Finance

By 'financial" behavior we refer primarily and conventionally to the
way in which investment is financed and to the differential returns
(costs, from the enterprise's point of view) to the various sources of
funds-that is, with the liabilities and net worth side of the balance sheet,
and associated flows. In fact, because we are looking for evidence of
change, we will concentrate on the flows in the form of sources of funds.
We also indude secondarily, and less conventionally, the management
of nonoperating assets (these are quantitatively negligible at BT, pealdng
at £166 million pounds, or 1.4 percent of total revenues, in 1988). We
begin v -ith a description of the one major financial event-the restruc-
t-.ing of the enterprise prior to sale.

Divestiture is often facilitated by financial restructuring or "cleaning
up the balance sheet." Usually, this takes the form of a debt-equity swap
in which the govemment takes some debt off the enterprise's accounts
and thus raises the net worth of the enterprise by the same amount. The
government's debt portfolio falls, but, as a first approximation, its equity
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portfolio rises by the same amount (assuming no behavioral change in
the firm and 100 percent government debt and equity positions). How-
ever, and also as a first approximation (abstracting from uncertainty,
interest rate differentials, and tax considerations), private wilingness to
pay will rise by the same amount, and if this increase is actually extracted
in the sale price, the government is made whole. Viewed in this light, a
debt-equity swap is nothingbut a little accountingjuggling, which raises
the sale price to a politically acceptable level without major economic
consequences.

Prior to the sale of BT, a number of actions were taken which, taken as
a whole, amounted to such a debt-equity swap:

* Debt for debt The government wrote off a £2.79 billion loan
and forgave a pension fund obligation of £1.25 billion. In return,
the government received two pieces of paper £2-75 billion in "unse-
cured loan stock' and £0.75 billion in "preference shares." We treat
both as debt instruments, because they eam a fixed rate of return,
convey no voting rights, and are senior in claims on earnings to equity
shares.
* Debt for equity. When the four debt-for-debt transactions are
netted out, Uts debt fell by £540 million, and owned reserves rose by
an equivalent amount
* Equity for equity. The government was issued £15 billion worth
of shares-a paper transaction that reduced one component of net
worth (reserves) while raising the other (paid-in capital) by an equiv-
alent amount.

Figure 4-7 gives a breakdown of total sources of funds, which reveals
the following points:

* One obvious change associated with divestiture is 1985's debt-
equity swap, which appears as a £540 million equity inflow offset by
an equivalent debt outflow. The two flows cancel, as there was no net
inflow of funds in this period.
* A second change is the jump in the use of the non-interest.-bearing
debt in the three years following divestiture. This is due to the intro-
duction of direct taxation and dividends and the need to build up a
year-end reserve to pay those obligations.
* An important nonchange is that (except in 1985) the preeminent
source of funds was internal (retained earnings and depreciation
allowance). That is, both before and after divestiture, BT was able to
more than finance its growth from sale revenues. In fact, in four of the
ten years the enterprise actually retired more debt than it acquired,
and in the other years net debt acquisition did not account for more
than 20 percent of total sources of funds.
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Figure 4-7. Sources of Funds, British Telecom, 1981-90
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* Another nonchange, which follows directly from the first, is a

precipitous decline in the debt-equity ratio.

Fiscal Effects

The impact of the divestiture of BT upon the U.K.treasury can be divided
into two parts. First is the price receivedl-t the shares it sold. Our
calculations show that the net price for 51 percent of the enterprise (in
March 1985 pounds sterling) was £3,588 millon. Second, an impact that
has received much less attention but is potentially more imnportant is the
flow of funds to the treasury that occur on an ongoing basis. TIhe

prnial components of this flow are taxes and the goverinment's share
of BiTs dividends. Also induded are interest on and repayment of gov-
ernment loans and transactions relating to the government's preference
shares. The net imnpact of this flow is sizable. Our calculations show a
sharp jump in flows to the treasury, from about the £450 million level to
approximnately the £1,500 million level withiin less dthan three years after
divestiture (detail is provided below). We discuss first the sale transac-
tion itself and then its fiscal effect
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Nominally, the sale of 50.2 percent of BiTs issued share capital con-
sisted in the U.K. govemment offering for sale 3,012 million shares (out
of a total of 6,000 million) at a price of 130 pence each. This made the
value of the share offering 53,916 million. Choosing March 1985 as the
reference point, we have calculated the net sale price in present value
terms as £3,588 million for 51 percent of the enterprise (3,059 million
shares).'1

The following points are important in arriving at this figure:

* Payment for the shares was to be made in three installments: 50
pence per share at the time of application in November 1984,40 pence
payable in June 1985, and the remaining 40 pence payable in April
1986.
* Employees of the enterprise were offered 54 shares each free. A
total of 12 million shares were distributed under this offer.12

* Employees were further offered two shares free for every share
they bought, up to a maximum of 154 free shares. Another 27.6 million

shares were distributed free under this offer.
* Employees were offered a 13-pence (10 percent) discount on any
additional shares they bought up to a maximum of 1,600 shares. The
reduction was to be applied to the final payment due in April 1986,
whichwould accordinglybeonly27 pence. Underthisoffer,84million
shares were sold at the discounted price.
* As an incentive to buyers to hold their shares long-tenn (thereby
minimizing downward pressure on the stock price), two schemes
were offered. Buyers could choosebetween asharebonus scheme and
a bill voucher scheme. Under the share bonus scheme, investors
holding their shares for three years would receive one free share from
the govemment's holdings for every ten shares they held, up to a

maIMUM of 400 free shares per investor. Under this scheme, 47
million shares were distributed free by the govemment in December
1987. These were in addition to the 3,012 million shares in the public
offering and caused a reduction in the government's holding from
2,988 milion shares to 2,941 million. Under the bill voucher scheme,
investors who held their shares for certain specified periods received
vouchers worth £18 each that could be used toward their telephone
bills. About 1.1 million vouchers were issued, mostly in 1985. These
vouchers amounted to a cash payment from the government to the
investing public totaling about £21 million.

Thus, of 3,059 milion shares sold (3,012 million shares in the initial
offering and 47 milon pursuant to the bonus share scheme):

* 39.6 million were distr5buted free in November 1984.
* 84 million were sold at a 10 percent discount.
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* 2,888.4 miion were sold at full price.
* 47 million were distributed free in November 1987.

Aggregating the various receipts, we find the government received
£3,842 million net. Subtracting the transactions costs yields £3,693 mil-
lion net These nominal receipts took place over a period of three years.
Discounting at a nominal rate of 12 percent yields a net present value of
receipts in March 1985 of £3,588 million.

In the five years prior to divestiture, the only flows of funds occurring
between BT and the treasury were interest on loans held by the Secretary
of State (roughly £300 million annually), the occasional repayment of
part of the prncipal, and value added tax. The company was paying no
corporate income tax, nor was it paying any dividends. Leaving aside
the value added tax (which has a very stable trend; see table 4-3), the net
annual flow to the treasury was on the order of £450 million (table 4-3
and figure 4-8).

After divestiture there were two dramatic changes.'3 The first is that
BT started paying sizable amounts of corporate income tax (in the range
of £750 milion to £850 million). This change is due at least in part to a
change in the tax law in 1984 that reduced the deductbility of deprecia-
fion as an expense, and in part due to the increased profitability of te
company. To what extent the jump in tax payments is attributable to
divestiture is therefore not endrely clear. The second dramatic change is

TabL? 1-3. Fiscal Flows, British Telecom, 1980-90
(millions of pounds sterling)

Flow 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 2990

Direct taxes 0 0 0 0 0 535 743 754 833 858 767
Government

share of
dividends 0 0 0 0 0 117 224 252 279 309 350

Preferred shares
redeemed 0 0 0 0 0 0 0 250 250 250 0

Preferred
dividends 0 0 0 0 0 41 63 57 38 2 0

Intereston
govenment
debt 295 285 298 307 290 337 336 328 321 318 307

Repayment of
government
loans 182 11 -107 112 154 44 61 53 23 85 92

Total 477 296 191 414 4441,074 1,427 1,6941,7441,8221,516

Value added tax 338 434 536 588 636 705 777 842 916 9961,155

Source: AuthonW calculations from Br data.



72 Welfare Consequences of Selling Public Enterprises

that the company paid steadily increasing dividends (of which the
treasury receives just under half). In 1990 the treasury's share of divi-
dends was £350 million. In short, the fiscal flow to the treasury went up
dramatically after divestiture, by roughly £1 billion per year. This com-
bined effect of taxes and dividends therefore is much larger on a present
value basis than the sale price for the company.

The bottom line on fiscal flows may be summarized as follows:

* The government received £3,588 million (in March 1985 present
value terms) in sale revenues.
* In addition, actual annual cash flows from BT to the treasury
increased dramatically after divestiture.
* However, the bulk of the increase was due to an exogenous tax
increase, and the remainder derived from changes in productivity and
in pricing and investment decisions described earlier.

In sum, there is no evidence of change in conduct in the fiscal flows.
Nor is there evidence (yet) that the government on balance came out
ahead fiscally. To reach that conclusion one has to consider the flows

Figure 4-8. Fiscal Flows, Brtish Telecom, 1980-90
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Note: A positive flow is from BT to the governnent.
ourve. Authors' calculations from aTdata.
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forgone: the £540 million in debt forgiven and the dividends, interest,
and taxes tat would have accrued to the governmuntt in the absence of
divestiture.

Effects on Consumer Welfare

How have consumers been affected by the divestiture of BT? The simplest
way to answer this question is to look at relative prices. As we have
already seen at the aggregate level, relative output prices rose in 1981
and 1982 and fell thereafter. Accordingly, it comes as no surprise that
consumers were worse off (as measured by changes in consumer sur-
plus)14 in 1981 and 1982 and better off in each year thereafter (see the
bottom line of table 4-4).

As usual, disaggregation yields a rather more complicated story, with
some changes helping consumers even in 1981-82 and some hurting
them even in later years (table 4-4). In particular, the relatively small
positive aggregate effects in 1983 and 1985-87 are due to a mixture of
positive and negative effects, with the latter slightly predominating,
whereas for 1987-89 a moratorium by sT on (nominal) prioe changes in
the Rpi - X basket resulted in more uniform consumer benefits across
services. To make sense of this diversity, consider figure 4-9, which
divides Bl's revenues into two categories. long distance services (domes-
tic calls at distances greater than 56 kilometers, and all international calls,
totaling approximately 40 percent of revenues),15 and all other services
(including especially rentals,'6 local calls, and miscellaneous outputs,
totaling approximately 60 percent of revenues). The assumption in
aggregating these two groups is that uithin them prices move almost
in the same proportions." As can be seen, between the categories
pices behaved similarly in 1981 and 1982 but diverged thereaftler.
The change in consumer surplus in long distance services tumed
positive a year earlier (in 1983) and remained positive at a quite stable
level thereafter. "Other services' shows a much more variable behavior,
with consumer surplus actually declining in 1986 and 1987. In fact, for
these other services the good years did not fuIly offset the bad years until
1990.

In sum, to the extent consumer surplus can be used as a measure of
consumer welfare, consumers in the aggregate have done better every
year since the announcement of BT's divestiture, but consumers of long
distance services have done considerably better in all years, whereas
consumers of local and other services have barely broken even over the
whole period. This price restructuring in favor of long distance service
in the wake of telecommunications reform will look familiar to observers
of the breakup of American Telephone and Telegraph Co. (AT&T) in the
United States. Whether or not the causation is similar will be discussed
in the next section.



Table 4-4. Ctanges in Consumer Stirplus, Britishl Telecot, 1980-90
(millions of pounds steeling)

Type of service 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Business repitals
Real price 64.0 76.4 96.0 105.9 99.2 96.2 100.0 103.0 100.0 93.0 90.0
Change in price n.a. 12.4 19.6 9.9 -6.7 -3.0 3.8 3.0 -3.0 -7.0 -3.0
Change inconsumersurplus n.a. -43,6 -69.9 -36.0 25.4 12.2 -16.9 -14.0 15.0 36.7 16.8

Residential rentals
"N Real price 47.3 52.8 57.6 59.5 56.5 55.0 57.1 58.9 57.4 53.4 51.6

Change in price n.a. 5.4 4.8 1.9 -2.9 -1.6 2.2 1.8 -1.6 -4.0 -1.7
Change in consumer surplus n.a. -79.9 -72.9 -29.4 46.9 27.4 -39.y ?l 6 30.4 82.3 37.9

Local calls
Real price 6.1 6.7 7.3 7.9 7.6 7.6 7.6 7.9 7.6 7.0 6.6
Change in price n.a. 0.5 0.6 0.7 -0.3 0.1 0.1 0.3 -0.3 -0.5 -0.5
Change in consumer surplus n.a. -90.0 -104.6 -115.4 54.5 15.3 -12.6 4.1 82.0 138.0 126.4

Long distance calls less ttanii 56 kilomtieters
Real price 21.9 24.4 24.5 24.2 23.3 24.0 25.4 26.9 25.3 23.5 21.9
Change in price n.a. 2.5 0.1 -0.3 -0.9 0.7 1.5 1.4 -1.5 -1.8 -1.7
Change in consumer surplus n.a. -28.6 -0.9 4.1 12.0 -9.8 -24.8 24.9 31.5 42.5 46.3

Long distanice calls over 56 kilometers
Real price 71.8 79.4 83.2 69.7 65.9 61.0 56.3 47.8 43.0 40.0 36.8
Change in price n.a. 7.A 3.8 -13.5 -3.9 -4.9 -4.8 -8.4 -4.8 -3.0 -3.2
Change in consumer surplus n.a. -165.6 46.1 319.8 99.8 135.1 148.3 89.8 185.6 131.2 155.3



Inteniatiomal outgoing calls
Real price 7.1 6.8 6.4 5.4 4.7 4.6 4.7 4.7 4.5 4.1 3.8
Change in price na. -. 4 -0.4 -1.0 -0.7 -0.1 0.1 -0.0 -0.2 -. 4 -0.3
Change in consumer surplus n.a. 41.8 51.7 148.4 125.2 28.0 -22.7 7.0 47.8 122.6 121A

lInternational inIcoming calls
Real price 2.2 2.0 2.7 3.3 3.0 2.8 2.4 2.2 1.9 1.5 1.5
Change in price n.a. -0.2 0.7 0.6 -0.3 -0.1 -. 4 0.2 -0.3 -0.3 -0.0
Change in consumer surplus n.a. 23.9 -101.2 -100.2 61.6 27.1 101.3 1.5 95.9 108.9 8A

Apparatus
Real price 9.9 11.3 12.8 13.3 12.9 12.9 13.4 13.8 13.7 13.2 13.0
Change in price n.a. 1.3 1.5 0.5 -. 4 -0.0 0.5 0.4 -0.1 -0.5 -0.3
Change in consumer surplus n.a. -93.1 -123.5 48.5 43.3 0.9 -52.1 36.6 5.4 41.1 21.4

Private circuits
... > Real price 83.7 88.6 99.7 110.5 106.0 108.4 119.7 132.3 143.9 133.9 133.0
ILn Change in price n.a. 4.9 11.0 10.9 4.5 2.4 11.2 12.6 11.7 -10.0 -0.9

Change in consumer surplus n.a. -12.7 -29.8 -29.7 14.7 -7.8 -38.8 -60.3 -57.0 60.1 5A

Miscellanteoads?
Real price 98.9 104.7 107.8 106.5 106.0 107.5 107.7 107.4 107.2 106.2 104.0
Change in price n.a. 5.8 3.1 -1.3 -0.5 I.S 0.2 -0.3 -0.3 -0.9 -2.2
Change in consumer surplus n.a. -16.0 -10.5 4.7 2.1 -6.3 -1.1 2.2 2.2 7.7 20.3

Total change in consumer surplus ra. -463.8 -547.8 117.8 485.4 221.9 41.6 127.0 440.7 771.4 559.5

a. Indudes telex, cellular records, yellow pages, etc.
Source: Authors' calculations from PT data.
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Figure 4-9. COranges in Consumer Surplus, British Telecom, 1981-90
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&ouunr:Authors' calculations from sr data.

Consumer surplus alone, however, does not tell the whole story. The
most important consumer concemr, besides price, is quality of service.
Quality has many dimensions, not all of which are quantifiable. There
canbeno doubt that,because of tecnical improvements, telephone calls
have become d.earer in recent years, calling connections have become
faster, and many new services have been added on. However, the most
essential and quantifiable aspect of quality continues to be availability
of service. Availability is impaired when a call does not get through,
when a line or a telephone needs repair, when there are no functioning
public pay phones around, or when a customer cannot subscribe to the
service at all. The last of these appears to be the most important in terms
of variation over time and in some sense is the most important aspect of
quality. We therefore concentrate on this aspect of BT's senr ice quality.'8

Table 4-5 provides the relevant data. The first data column shows the
number of customers waiting for a telephone connection at the end of
BTss fiscal year (the bacldog),'9 and the second the average waiting time.
From these two series of numbers it appears that ibis dinension of
quality was at its worst in 1980, improved steadily to 1984, and then
suffered a decline to 1987, followed by a recovery that has once again
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brought BT close to the best levels of 1984. This picture agrees with the
popular perception that quality suffered a decline for several years
following divestiture.

Whether this view of company performance is entirely appropriate
can be questioned. In particular, the backlog and average waiting time
do not make any adjustment for the level of demand. The "peak perfor-
mance" of the mid-1980s is at least partially explained by the fact that
demand was relatively low in that period. By the same token, the very
large backlog in 1980 was due at least in part to very heavy demand in
the period 1978-80. To try to quantify this idea, table 4-5 also lists the
number of new connections or installations made each year, as well as
the sum of the backlog and new connections, which we label "demand."
The demand column thus reports the total number of installations that
could have been made in that year had connections been provided
instantaneously. We see that, at its trough in 1983, demand was half the
level of 1989. The last column of the table calculates the proportion of
demand that was actually met This shows the same basic trend as our
earlier crude quality measure: improvement from 1980 to 1984, some
deterioration to 1987, followed by recovery to 1989; however, the adjust-
ment for the level of demand makes the swings less dramatic and
indicates that performance in 1989 actually surpassed its previous peak
in 1984.

In sum, there is some parallel between our relatively crude quality
measures and consumer surplus movements for local services. We do
find some deterioration in quality in the early years alter divestiture,
followed by improvements that have offset the bad years.

Table 4-5. Demand and Waiting Timejfr New Connections,
British Telecom, 1980-89

Backlog Average New Proportion
(thousandsof waitingtime connections Demand satisfied

Year connections) (days) (thousands) (thousands) (percentages)

1980 550 71 1,231 1,781 69.12
1981 342 51 821 1,163 70.59
1982 185 28 ';53 738 74.93
1983 153 21 459 612 75.00
19R84 90 12 626 716 87.43
1985 140 18 692 832 83.17
1986 200 26 733 933 7856
1987 220 29 647 867 74.63
1988 210 26 949 1,159 81.8
1989 125 15 1,089 1,214 89.70

Source: Authors' calculations from Ur data.
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Summary

Our search for quantifiable changes associated with divestiture yields
four primary conclusions:

* Quantity effects. Global measures of real quantitative or produc-
tivity effects (i.e., real quasi rents per unit of capital and TFP) show a
distinct turnring point from decline to improvement after 1982 How-
ever, the origins of this discontinuity were localized, being largely due
to a sharp and continuous increase in output per worker.2 0

* Price effects. In 1981 and 1982, improvements in nominal quasi
rents were overwhelmingly due to favorable relative price move-
ments. Thereafter, price effects were eiher negative or small and
positive. Once again, this global change can be traced to a single
primary source, namely, the level and structure of output prices.
o Investment effects. Realgross fixedcapital formationwas stagnant
through 1984 and then took off, suggesting a release in an investment
constraint.

En short, the quantitative evidence suggests only three clear and
significant behavioral changes associated with divestiture, namely, in
output pricing, labor productivity, and fixed capital formation. Al-
though these changes are important, so also is the complementary
proposition:

* Noneffects. For most primary variables, the story is one of conti-
nuity before and after divestiture. That is, most things either did not
change significantly or changed as a result of factors clearly exogenous
to the divestiture exercise.

If these results are accepted,tn we have simplifiedour taskconsider-
ably. In the difficult task of searching for counterfactuals, we need only
worry about three variables. Furthermore, while we must still project
all variables (under both factual and counterfactual scenarios), our re-
sults will not be very sensitive to projections that apply to both sides
equally.

Why Did It Happen?

The causes of two of the correlations to be explained-prcing and the
investment constraint-are readily traceable to govremment policy deci-
sions, so that we need 'only" specify what policies would have been
pursued had divestiture not gone trough. There being no purely objec-
tive way of answering such a question, we attempt to tell a reasonable
counterfactual story and then rely on sensitivity analysis to establish its
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robustness. In explaining the 1982 discontinuity in productivity, in
contrast, we have to ascertain causation as well as quantify it.

In the remainder of this section we deal with the three discontinuities
in turn. Although we assume that nothing else changes independently,
everything changes dependently: price changes result in changes in
output, intermediate input levels, profits, retained earnings, borrowing,
interest payments, and so on. Chapter 2 specified the assumed technical
relationships governing these dependent reactions and thus completes
our description of the counterfactual

Investment Effects

Investment is the simplest part of our counterfactual story. The change
here was due to BT being released from constraints imposed by the PSBR
during a period of fiscal stringency. In the absence of divestiture, the
constraint would eventually have been relaxed in any event, as the fiscal
situation improved and deteriorating service led to the exercise of polit-
ical voice. An analysis of borrowing behavior at other U.K public
enterprises that were not divested (notably the electric power sector and
British Rail) leads us to assume, in our base coumterfactual, that the
constraint would have been relaxed two years later than it actually was.

We have discussed in some detail the impact of the PSBR and the
associated EiES on BT's investment program. The budgetary crunch in
the mid-1970s led to the imposition of limits on the amount public
corporations could borrow. sT tured from heavy borrowings in the
period 1970-77 to a situation where it was borrowing less itan it was
repaying on earlier loans (see figure 4-1). This was at a time when sTs
investnent needs were growing more critical, as its capital stock was
severely antiquated and in need of modernization.

The pressure to modernize had grown so great that in 1981 the
government agreed in principle to permit BT to issue performance-
related bonds-the so-called Buzby bonds-and in 1982 it allowed BT to
raise funds by issuing a telecommunications bond in returr. for keeping
price increases below the rate of inflation. Thus it is possible that the EFL
constraint would gradually have diminished. We observe, however, that
BT did not vigorously seize this opportunity to embark on its modern-
ization program. It could be argued that, because divestiture was also
announced in 1982, management was distracted by this major restruc-
turing, and that the investment program might have been initiated
otherwise. However, we do not see any evidence that the kind of invest-
ment program actually undertalcen by the newly private BT fromn 1985 on
would in fact have occurred under continued govemment ownership.

In short, there is persuasive evidence thatdivestitureled to an effective
relaxation in the investment constraint Quantification is a bit more
difficult, involving three separate issues: first, how long would the
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investment constraint have persisted? second, how quckly and com-
pletely would investment have recovered? and third, how would other
variables have responded to differences in fixed capital formation? We
consider these in turn.

Several facts are germane to the persistence question. First, the U.K
fiscal deficit turned to a surplus in 1987-88. Second, investment at other
U.K public enterprises, such as those in the electric power sector, began
to recover in 1989. Third, in our counterfactual run, BT is able to pay
dividends to the treasury from 1985 onward. These amounts could have
been invested instead. Fourth, BT spent £80 million on the acquisition of
Mitel in 1986-87, which it most likely would not have done under
continued public operation. Accordingly, we assumed an initial two-
year lag, with fixed capital formation unchanged at real 1985 levels
through 1987. However, this created substantial output constraints,
which we hypothesize would have led to sufficient public outcry that
theconstraintwouldhavebeenreleased. Accordingly,weimposeamore
modest investment counterfactual at approximately 50 percent of the
difference between the 1985 level and the actual private levels achieved
in 1986.

Thenext issue is, How long would the adjustment process have taken?
Would a hypothesized public UT have immediately made a huge invest-
ment and caught up with the actual divested BT Or would it have
adjusted over several years? Or would it have maintained the previous
level of investment and never caught up? We assume that, once the
constraintwasreleased,BTwouldeventuallyhave made the investments
necessary not to let supply fall further behind demand. This means that
only part of the loss associated with the constraint persists beyond 1986
and 1987. We believe this is a fairly conservative estimate: in fact, under
continued government ownership investment might well have lagged
considerably more.

The final question is whether other variables would have been af-
fected. For example, if capital investment is labor saving, then keeping
the investment constraint in place would have resulted in higher labor
costs in 1986 and 1987. However, the trend in labor productivity does
not show any clear impact of the investment constraint, so we eschew
any such effect in our base run.

Price Effects

In 1985 the Rpr - X pricing formula was imposed on Br. This leads us to
pose three counterfactual questions:

* Would the mPi - X formula have been imposed in the absence of
divestiture, or would it have been business as usual?
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* f the formula had not been imposed, how would the levl of prices
have differed from that under divestiture?
* For a given level of prices, would the structure of prices have
differed because of differing incentives and realms of discretion?

The answer to the first question is easy. No other U.K publicenterprise
has thus far had price cap regulation imposed on it For the U.K. electric-
ity generation and distribution industries, similar reforms were adopted
only in conjunction with divestiture plans in 1990. We conclude tat the
RP - X formula would not have been adopted in the absence of divesti-
ture. Nor (and this is of relevance to the "realmof discretion' issue raised
below) would OFrEL have been created.

Before 1985, prices for all of sT's outputs were constrained either by
market forces or by political considerations. BT had financial targets but
no official rate-of-return bands tat would have triggered automatic
price increases if targets were exceeded, or decreases if there were
revenue shortfalls. However, prices were generally increased after Br
had achieved low rates of return for some fime. Between 1960 and 1984
such changes occurred about ten to fifteen times for most of the services
that are currently under price caps. The price changes were generally
clustered in particular years, notably 196768, 1972-73, 1975, and 1980-
81. This indicates that price changes were generally made when achieved
rates of return were getting substantially out of line with target retums.
In addition, adjustments often did not succeed all the way, so that
repeated price changes occurred within a year. Divestiture in connection
with the pi - X price regulation seems to have made price changes much
more regular.

Further, the X in the RPI - X formula is likely to change every three to
five years. These changes will at least in part be influenced by any
difference between BT's actual rate of return and the cost of capitaL The
main difference between RPI- X regulation and rate-of-return regulation,
then, is tat the former allows for a longer regulatory lag. With the RPI
adjustment, the regulated firm can for some time cope with input price
inflation. With the X adjustment, consumers can stay happy even if
nominal prices increase?21

We conclude that the counterfactual story is one of less frequent price
changes, which, for a given cost structure, would have been close over
time to the RPI - X average. However, the less frequent price changes
impose an economic loss, because consumers would have been equating
marginal benefits to prices that were too high in some periods and too
low in others.

As explained below, it is our view that BT's price structure has moved
in the direction of more efficient (and profit-maximizing) price ratios.
Prices of service elements where demand elasticdty is low (such as rentals



82 Welfare Consequences of Selling Public Enterprises

and local calls) have been raised relative to service elements where the
demand elasticity is higher (such as long distance calls).

flow does BT's pricing compare with telephone rates charged abroad?
A comparison with the United States for 1989 yields the following
picture. In the United States, quarterly rental charges are about the same
as installation charges, whereas BT's installation charges are about four
times as high as its quarterly rental charges. In the United States, local
call rates are very low compared with long distance rates. Withdin long
distance rates, distance-related rate increases are very low. For BT, the
difference between local and long distance rates is much less pro-
nounced than in the United States, whereas witiin long distance the
difference between shorter and longer distances is greater. Differences
due to peak-load pricing are more pronounced for ST than in the United
States. The two last effects are probably due in part to the distortionary
local access charges in the United States and in part to excess capacty in
the U.S. trunk networks. In total, call charges for BT are probably slightly
lower relative to fixed charges than for the United States. Overall, one
may conjecture that Bts price structure is currently more efficient than
the U.S. price structure?

Other than for the United States we have little information about
actual foreign rate structures as opposed to changes in rate structures.
However, with the possible exception of Greece, the United Kingdom
(that is, BT) was the only one of the twelve European Community
countries that made a major move toward a more efficient telephone
price structure during the 1980-87 period. sT increased local call rates
and installation charges, kept monthly rentals and calls of intermediate
length about constant, and substantially reduced long distance and
international rates. Almost all other countries underwent the opposite
structural change with respect to installation charges and rental rates
(Mansell 1990), increasing the latter relative to the former. BTs direction
of change from local to long distance rates was followed by five coun-
tries, whereas five other countries actually increased long distance rela-
tive to local rates.

To what extent is BT's change in rate structure attributable to divesti-
ture? It has been suggested to us in personal communication and by the
literature (e.g., various OFrEL pubLications and Vickers and Yarrow 1988)
that under continued public ownership there would probably have been
much less of a tendency to increase local and reduce long distance and
international rates. Against this view one could argue that BT might well
have restructured its telephone tariffs under continued public owner-
ship in a manner similar to that under divestiture. The basis for this
conjecture lies in BT'S pricing history from 1960 to 1980 and thereafter.
During the 1960-80 period ST's residential connection charges inceased
by 450 percent, quarterly rental charges increased by 217 percent, local
call rates by about 750 percent, and long distance call rates by about 330



British Telecom 83

percent. The last of these increases is probably exaggerated, because it is
for operator-assisted longdistance calls only. Thenumbers do, however,
clearly indicate that ST did some restructuring of tariffs during the
1960-80 period and that this followed the same basic pattem as from
1980 to 1987. In particular, 8T increased charges for local calls relative to
long distance cafls and relative to rental charges. In the early 1980s,
before divestiture, BT continued this restructuring. This may have oc-
curred in anticipation of emerging network competition that would
probably have forced BT sooner or later to further reduce long distance
rates relative to local rates?

BT would probably have kept international rates about where they
were at the end of our observation period. There are three reasons for
this: competition from Mercury, international trends, and fairly low
political priority for reducing rates on international calls. Because of
political opposition to such steep increases, rental rates and prices for
private ccuits would probably nothavebeenincreased as much as they
were.

Our pricing counterfactu therefore reflects the following assumptions:

* There are some outputs for which sr sets prices according to the
market (apparatus and miscellaneous services) or in an unconstrained
profit-maximizing fashion (international outgoing and incoming
calls). For all these services we assume that actual and counterfactual
prices coincide.
* Prices for private circuits actually increased dramatically in the
1984-89 period. The main reason is that they were previously subsi-
dizedbut thereaftercouldbe priced freely. Here we assume thatunder
continued public operation BT would have attempted to increase
prices, but that consumer lobbies would have reduced the actual
increases to 7 percent per year.
* All other prices fell under the original RPI - X formula. For the
counterfactual we assume instead that the level of these prices would
have been adjusted downward if BT's overall rate of return on fixed
assets (at book value) exceeded 20 percent These prices would have
been adjusted upward if BT's overall rate of return on fixed assets fell
below 16 percent. In the counterfactual run the first price increase was
triggered in 1987 and was immediately followed by a price decrease,
and then steady prices for a five-year period.
* Under the counterfactual we assume no price restructuring among
the basic service categories. There are two reasons for this. First, lss
actual price restructuring resulted in consumer outrage, which is
easier for a divested enterprise to deal with than for the government
as the owner of a public enterprise. Second, other European countries
were not doing this kind of restructuring at that time. Hence, there
was no foreign example to point to.
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* Constraints on pricing accompanied by constraints on capital for-
mation are likely to lead to excess demand. We assume that excess
demand occurred, in particular during 1986-87 but to some extent also
thereafter. This was most pronounced for telephone line rentals and
for the various caUling categories, where we would predict congestion
to continue to some extent.
* Under the counterfactual we expect that sT's market share would
have declined by more than in the actual case for apparatus, private
circuits, and miscellaneous services. These are the areas where sT as a
public enterprise would have had a distinct disadvantage)14

Quantity Effects

In the previous two subsections the cause of the kink was clear and we
had only to quantify the counterfactuaL In the present case, however,
the causation is in question. Recall from figure 4-6 that TP declined in
1981 and 1982 but thereafter improved in every year, albeit at a decreas-
ing rate. Was this change endogenous, due to the announcement of
divestiture freeing and/or motivating employees to work more effi-
ciently, or was it exogenous, due to economic recovery returning the firm
to a long-rn steady-state rate of technological progress? To answer this
question, we examine time-series and cross-section data in turn.

EvDENCE FROm Brs HISTORY. The question is whether 198243 marked
a major tuming point or the end of a little bump. Part of the answer
obviously resides in what went on before. Unfortunately, a time series
linldng the 1970s and the 1980s is difficult to construct because of data
incompatibilities. Before sT's separation from the Post Office in 1980, the
two institutions' accounts were commingled, and therefore it is not
possible to put together a complete and reliable time series. Getting a
handle on intermediate inputs and capital stock is particularly difficult,
on outputs and labor less so. Accordingly, we proceed from consider-
ation of highy imperfect measures of the right thing (TELP) to orly
moderately imperfect measures of the wrong thdng (labor productivity).

Several other studies of Tm' at sT have been performed, but none
overlaps the 1970s and 1980s. The best available study prior to the 1980s
is that of Foreman-Peck and Manrnng (quoted in Kwoka 1990), whose
1965-80 time series is linked to ours and displayed with the GDP growth
rate in figure 4-10.25 To the extent tiis linkage is justifiable, note the
following6

* TFP growth rates are, on average, not wildly dissimilar in the two
periods: 1.65 percent from 1965 through 1980 (Foreman-Peck and
Manning 1986) versus 2.05 percent from 1981 through 1990 (our
estimate).
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Figure 4-10. Year-to-Year Clanges in Overall Productivity, British
Telecom, and Gross Domestic Product, United Kingdom, 1965-89
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v During the earlier period there appears to have been an increase in
the variance around a clearly declinting trend, whereas in the latter
prod the varance decreased around a stable or slightly dectining
trend.
* However, both the variance and the trend in P growth rates in
both periods correlate highly with the GD[P growth rate, with te
former leading the Iatter by one period and with greater varace.27

Viewed in this light, the 1982 tuming point no longer looks like a
structura response to institutional change but appears to be part of
normal historical variation. One obvious hypothesis is that BT appears
to lose mnore than proportionally going into the recession and gain more
U-Lan proportionally coming out.

To gerterate a more consistent and longer time series of performance,
we corsstructed three different indices of labor productivity, each using
the same measure of labor input;8 but different measures of output. Our
own measure of real output per worker uses the quantity index of output
from our study but is available orLIy for 198G-90. The "cals per worker"
measure uses the total numober of ilad caUs as the measure of output
Since long distance calls, intemnational calls, and other services have been
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growing faster than inland calls, inland calls tend to grow more slowly
than real output. Accordingly, we include a comprehensive indicator,
which we call "deflated revenue per worker," using deflated nominal BT
revenue.2

Figure 4-11 shows that the levels of the three measures are not dissim-
ilar, and all grow significantly faster than the economy as a whole. As
expected, things are somewhat messier in terms of rates of change,
shown in figure 4-12. There are a number of anomalies in the data,
especially in the earlier years. In the first half of the 1970s we find very
little correlation between output per worker and calls per worker,
whereas in the second half of the 1970s the correlation between the two
series is quite strong. Under both series it is hard to escape the condlusion
that the changes in labor productivity experienced during the 1980s are
not very different from the changes that occurred during the 1970s. Nor
is the post-1982 level of changeshigher than that experienced in 1976-78,
nor does the 1983 recovery appear to have been more dramatic than the
1976 recovery. Thus, the major result of the previous section is clearly
reinforced. That is, the sharp improvement in the early 1980s at first
glance appears much more like a recovery from recession than a change

Figure 4-I. Trends in Labor Productvity, British Telecom, and Gross
Domestic Product, United Kngdom, 1970-90
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Figure 4-12. Year-to-Year Changes in Labor Productivity, British Telecom,
and Gross Domestic Product, United Kingdom, 1971-89
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in structure associated with divestiture However, the link between real
GDP and BT'S labor productivity changes over the whole period is stats-
tically very weak In particular, contrary to our expectations, the change
in BT's number of calls has been quite unrelated to C;D growth ratios.
Examdnation of the internationalexperience will shed additional lighton
this relationship.

EVIDENCE FROM ABROAD. Even if perfonnance were unchanged before
and after divestiture, one could still argue that livestiture was successful
if it avoided what otherwise would have been a decline. This would be
the case, for example, if opportunities for productivity improvement
have dwindled over time, as technological change has slowed or as some
stock of potential improvements has been exhausted. One way to exam-
ine this hypothesis is to look at BT's productivity performance from a
comparative cross-company or cross-country perspective.

Alas, no very good comparator is available: there is notiing else in the
United Kingdom of comparable size (Mercury had less than 2 percent of
UT's sales in 1989), and cross-country comparisons are fraught with
incompatibilities. We will nevertheless compare BT with AT&T and
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Deutsche Bundespost (DBP), bearing in mind the many intervening
economic, historcal, and institutional differences. As usual in intema-
tional comparisons of this sort, we hope that most of the country-specific
differences are reflected primarily in the levels of our variables, so that
their rates of change will tell us something about telecommunications in
general. In particular, we hope it will reveal something about the rate
and nature of technological progress and the impact of macroeconomic
variables. At best, the resulting comparisons must be interpreted with
care, because the methodological differences described above are even
more dangerous when one looks across countries. With these caveats in
mind, we look at both partial and total factor productivities in intema-
tional perspective.

DBP provides an interesting comparison with BT because its size is
comparable 34 and it has not undergone any major institutional restruc-
turing during the period of observation. It stayed a traditional posts
and telegraph operation until 1989, when telecommunications ser-
vices were separated from posts and banking services, a step that had
occurred in the United Kingdom ter years earlier. However, as with BT
prior to 1980, accounting methods allow separation of telecommunica-
tions from postal operations, subject to the usual joint cost allocation
problems.

In contrast, AT&T is interesting because it underwent a drastic
institutional change in 1984. Previously a unified private regulated
company, it was split up into eight separate companies. AT&T also differs
from BT in having been vertically integrated into the manufacturing of
telephone equipment and inhaving faced competition atan earlier stage.
The pre-1984 AT&T was many times as large as BT, with four times the
number of employees and ten times the assets by value. After 1984 AT&T
consisted of the former equipment manufacturing arm, long distance
telecommuniucations services, and Bell Laboratories. This is still a larger
and rather different animal than BT. In addition, there are seven regional
Bell operating companies, each of which is somewhat smaller but still
quite comparable to BT in size and type of operations. Our data cover the
combined total, equivalent to the old AT&T.

Figure 4-13 displays TEP changes for BT, AT&T, and DBP from 1965
onward?' An immediate impression is that volatility in productivity
changes is not a function of institutional change. BT's volatility was
already apparent from our prior exposition, but table 4-6 shows that the
U.S. company's volatility has been nearly as pronounced, and DBPs even
greater. Crandall (1989) reports a deterioration of U.S. productivity in
19845 as a result of AT&T's divestiture. We suspect that part of this
trough is a measurement artifact due to nearly US$5 billion in write-offs
of telephone equipment (telephones) by AT&T. Since 1983 DBP appears to
haveexperiencedcsomewhatlower TPincreasesthanBT,but thefiveyears
reported after 1982 are too few to make much out of this observation.
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Figure 4-13. Year-to-Year Changes in Total Factor Productivity, AT&T,
British Telecom, and Deutsche Bundespost, 1965-89
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Sourre.Authors' calculabtions from sr data; Christensen (1981), Crandall (1989), and
Elixmnau (1989).

Intrestingly, DBPs productivity shows the same trough as BT's around
1980. However, this does not correspond to German recession or even to
world recession, and the AT&T series is also not obviously correlated with
US. macroeconomLic activity The hypothesis of sr productivity correlating
with macroeconomic activity is therefore weakened. Further, BT output
changes do not correlate with changes in U.K GDP.

In short, the intemational data suggest a high degree of volatility in
TFP', a lack of correlation with macroeconomic activity, an apparent
absence of any strong nonstationary trend, and a virtual coincidence of
the averages in TFi changes aaoss these three countries over a period of
more than twenty years. This would further confirm the hypothesis that
the productivity changes observed for sT as a result of divestiture are
insignificant, or at least not demonstrable from the quantitative record.
In addition, long-run TFP changes in this industry across countries are
lkely to be caused by the same factors. We conjecture that these factors
relate to tecbnical change and induced changes in consumer demands.
However, from changes in IFP that follow equal stationary trends we
cannot infer 1FF levels BT may have higher or lower Tn' levels &k;an the
others to begin with.

EL1P



Table 4-6 Enplaoyment antd Ouitpiut, Deutsclie BRiijdespost anid Britishl Telecom, 1979-6 $

Quantity 1979 1980 1981 1982 1983 1984 1985 2986 2987 1988 1989

Nn?)lber of employees (thousands)
Deutsche Bundespost 190 195 200 204 205 208 212 214 216 216 216
British Telecom 246 231 252 246 241 235 236 234 237 244 246

Num tiber of ines (rniliotts)
Deutsche Bundespost 19.23 20.85 22.99 23.03 23.86 24.92 25.91 26.72 27.56 28.41 29.40
British Telecom 17.38 18.20 18.75 19.21 19.84 20.55 21.26 21.91 22.16 23.95 25.01

Nuinber of inland calls (billionis)
Deutsche Bundespost 19.10 20.95 22.50 23.85 25.08 26.06 27.19 28.52 29.72 29.82 31.00
British Telecom 19.86 20.18 20.81 21.40 22.69 24.50 26.22 28.05 30.30 33.63 36.98

Note; Figures for Deutsche Bundespost are by calendar year; those for British Telecoin are by fiscal year minus one (e.g., "1979" is April 15,1979 to April 4,
1980).

Souirce: Deutsche Bundespost and BT data.
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Although some cross-country comparisons of TFP levels are available
(Foreman-Peck and Manning 1986), the comparability problems for
inputs and outputs are formidable. Easier comparisons are possible in
terms of simple input and output data. These allow us to derive some
simple partial productivities.

Table 4-6 compares personnel in telecommunications services at
DSP with 3T'S personnel for 1979-89. Although the personnel level at
D1P remained below that at BT in all years, the difference shrank over
time. If we relate personnel to output variables, we see that the
number of telephone lines supplied by DBP was about 20 percent
higher on average, but the lead first expanded and then shrank. The
total number of inland calls at DBP was higher than at BT until 1987,
but BT built a lead of nearly 20 percent in 1988-90. Thus, based on
numbers of calls, laborproductivity atDBP appears to have been about
25 percent higher tharn at BT in 1980, but this difference shrank to zero
by 1989. As usual, partial productivities are only part of the story.
From the investment patterns over the last fifteen years it appears that
BT has been using less (or less costly) capital inputs than DBP. Capital
inputs are hard to measure and difficult to compare across countries.3 2

It may well be that DBP had to pay higher prices for the same capital
equipment. This is quite likely to hold for standard equipment and
for labor-intensive construction work3 3 At the same time the larger
number of lines supplied by D3P is a sign of genuinely higher capital
intensity than at BT. Overall, the labor productivity trends for 1980-89,
showing higher increases after 1982 for Er than for DBP, are in line with
the TFP trends.

Summary

BT shows a clear improvement in productivity at the time of the an-
nouncement of divestiture. However, time-series and intemational com-
parisons of telecommunications productivity performance both cast
strong doubt on the hypothesis that this improvement was due to
institutional change. We conclude that there is no convincing quantita-
tive evidence that BT productivity has been enhanced by divestiture
through 1990 (improvements since 1990 will be discussed below). Ac-
cordingly, in our base counterfactual run we assume no behavioral
change in technical coefficients.

Given the primary changes noted above, most of the derivative
changes follow from basic economic and accounting identities. One
other change worth noting is that we assume BT would not have acquired
Mitel under continued government ownership. As a result, BrTs miscel-
laneous outputs (and their export share) are larger under the actual than
under the counterfactual scenario. Our bottom-line evaluation is hardly
affected by this.34
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What Will Happen?

The telecommunications industry is undergoing such massive changes
in technology and market organization that the only certainty about the
future is that dramatic changes will occur, dooming to failure any
attempt at accurate prediction. In our projections, therefore, we have not
attempted to forecast how markets or technologies are going to change.
Rather, we have taken the existing frameworks used to analyze the data
period 1980-90 and have made assumptions about growth rates and
parameter values that seem reasonable. In other words, we have pre-
pared our projections as ifno dramatic changes were going to take place,
on the theory that how the divested enterprise and the undivested
enterprise might react differently to such changes is impossible to
predict.

Our approach, is therefore as follows. For each output category, we
have made assumptions about how demand will grow over time. To
capture the effect of divestiture, we have assumed that demand growth
is outside the control of sr. However, BT's response may be quite differ-
ent under private than under public ownership (for example, because of
different pricing strategies). Therefore, the prices and quantities sup-
plied may be different. These projections yield estimates of revenues for
the actual (private ownership) and counterfactual (continued public
ownership) cases. We also make assumptions about how unit costs will
change over time, resulting in projections of costs for the two cases. We
then summarize the resulting trend in quasi rents.35

Revenues

Besides assuming demand growth to be exogenous, we have assumed a
constant 6 percent inflation rate in the projection period, so that nominal
demand for each type of output grows by that factor also. The projection
period starts in 1991 because our data input for actual data was termi-
nated in 1990.

For real-demand growth we assume that traditional net v% 3rk services
reach a steady-state growth rate by 1995, whereas new services, such as
value added network services and cellular telephones, are assumed to
grow at faster rates.

We assume that some differences between the public and private cases
creep in with respect to market shares. We assume tha, in all rental and
calling categories, market shares remain unchanged.36 However, for
apparatus we assume that Br's market share declines at a 4 percent rate
under private operation and at a 5.88 percent rate under public opera-
tion. These rates correspond to a reduction in BT's market share by 2015
to 22 percent under private operation and 15 percent under public
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operation. The difference is due to the assumed greater aggressiveness
of the private enterprise.

Finally, we needed to make assumptions about the levels of capacity
for the various outputs in the two cases. We assume essentially no
capacity constraints in either case. However, we assume that the slight
excess demand existing in 1991 will persist throughout the projection
period. In relative terms this assumption carries less and less importance
over time.

For our price projections we were initially constrained in the private
case by the implications of the RPI - X price cap with X set at 4.5 percent.
In 1991 (fiscal 1992), BTreceived a new price cap with X set at 6.25 percent,
good until 1993 (fiscal 1994). The new cap now includes international
telephone serv5ces, whose prices are initially reduced by 10 percent. As
for the regulated network outputs, for 1991-95 we have applied a plau-
sible version of X = 4.5 with a subsequent switch to X = 6.25. Firom 1996
onward we assume real rental prices remain unchanged, while real
prices in the various calling categories decline at 3.5 percent per year.37
We have made plausible assumptions for the other categories, with
technological progress and competition pushing real prices down.

For the public case our projections are a hybrid of two mechanisms.
In part, prices are assumed to adjust to meet the profitability targets, as
for the period 1985-90. In part, prices also reflect competitive pressures,
in which case they match the prices in the private case.

Costs

For both the private and the public cases we assume that nominal input
prices will rise by 6 percent per year (in other words, zero real change).
We assume that the loan rate, the opportunity cost of workin, capital,
and the discount rate remain constant at 15 percent (9 percent in real
terms).

The driving force behind input requirements is technological progress,
which we believe to be primarily of the labor-saving and the capital-
saving variety. We have assumed that per unit requirements of interme-
diates, inventories, and worling capital remain unchanged throughout
the period, for both cases. Changes have been assumed, however, for the
capital and labor requirements. The incremental capital-output ratio is
assumed to decline by 1 percent per year in both cases, reflecting contin-
ued technological progress in the telecommunications industry.

The change in labor productivity is a key assumption. In 1991 BT

announced its intention to reduce its work force by 30,000 by 1994. That
this reduction in work force did not come sooner is explained by the
argument that it took management some time after divestiture to plan a
reorganization. We assume this reduction in work force to be feasible
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without any adverse effects on output.38 Further, we assume that no
corresponding work force reduction would have taken place Lin the
counterfactual case. This may be regarded as an extreme assumption,
but it seems justified in light of the fact that BT management before
divestiture had repeatedly attempted, without success, to reach agree-
ments with the labor unions that would have introduced greater flexi-
bility in labor allocation. After divestiture, however, management was
able to reach such agreements quickly (see above).

Although the quantity of labor does not decline dramatically in the
public case, we do implicitly assume some partial improvement in the
labor efficiency parameter. We assume that labor productivity improves
by 5.3 percent per year throughout the period in both cases. In the private
case the irnpact of the work force redaction is to reduce labor costs per
unit of output during the first three years by 11.4 percent, or roughly 4
percent per year. After 1993 the labor cost per unit then increases at a
rate of 0.7 percent per year.

Summary

The revenue and cost projections come together in our projections of
quasi rents. Annual quasi rents in the private case are projected to grow
from £3.8 billion in 1990 to £21.2 billion in 2015, for an annual nominal
growth rate of 7.1 percent. Quasi rents in the public case are projected to
grow from £3.4 billion in 1990 to £18.3 billion in 2015, for an almost equal
nominal growth rate of 7 percent per year.

Projections of all other variables also follow from the projections of
basic prices and quantities. Thus, for example, the price and quantity
projections for outputs give rise to projections of consumer surplus. The
profit projections yield projections of direct taxes and dividend pay-
ments. Dividend payout rates have been assumed to maintain relatively
stable debt-equity ratios. All of these derivative projections are discussed
in the next section.

Finally, a word on robustness. Making projections is more art than
science. Thus it might be thought that these estimates of ftture variables
are not terribly reliable. Although this may hold for the raw variables, it
is less important a reservation for the variables we are most concemed
with, namely, the differences between revenues (consumer surplus, etc.)
in the private case and in the cotmterfactual case. These differences will
be much less sensitive to our specific assumptions, and we therefore
place a correspondingly greater reliance on them.

What Is It Worth?

In the previous sections we observed that as a result of divestiture some
variables went in one direction and others in the opposite. Here we net
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out these differences to determine the bottom line. Were the net benefits
positive or negative, and how were they distributed? Our answers can
be summarized in five propositions (table 4-7 and figure 4-14):

* Although not much changes as a result of divestiture, what does
change is sufficient to make the world better off by about £10 billion
and the United Kingdom better off by £9 billion (all figures are net
present values in 1985 pounds sterling). This is less than 2 percent of
the total discounted wvelfare generated by BT, but it is about two-thirds
of BT's private value.
* Private buyers do well for themselves, paying £3,750 million
(£1.19 per share) for stock worth about £7,470 million (£2.85 per
share), for a net gain of £3,720 million. Out of these total gains, £1
billion goes to foreign shareholders, leaving £2,720 million for U.K.
nationals.
* Government is less of a winner, coming out £2,250 million ahead.
* Consumers, on the other hand, are better off by £4,150 million.39

Although this is a large number, it is only about 0.8 percent of the total
discounted consumer surplus generated by UT's outputs.
* Br's erstwhile competitors lose from divestiture, although the
amount is relatively small (£120 million) and not terribly robust.

Table 4-7. Distribution of Welfare Gains and Losses from Divestiture,
Britislh Telecom
(millions of pounds sterling)

Private Public
Economic actor operation operation Difference

Government
Taxes 12,135 10,131 2,004
Net quasi rents 7,146 10,493 -3,348
Net sale proceeds (cash) 3,592 0 3,592

Total 22,872 20,625 2,247

Employees 0 0 0
Private domestic shareholders

Diverse 2,722 0 2,722
Concentrated 0 0 0

Foreign shareholders 999 0 999
Competitors 963 1,083 -121

Subtotal 27,556 21,708 5,848

Consumers 511,589 507,438 4,151

Total 539,145 529,146 9,999

Source: Authors' calaclations.
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Figure 4-14. Distribution of Welfare Gains and Lossesfrom Divestiture,
Britisht Telecom

Billions of pounds sterling
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Source: Authers' calculations.

* In terms of intertemporal distribution of welfare effects, the actual
data period (1985-90) comes out with a modest net gain (D705 millon).
The first five-year projection period (1991-96) shows a large posi-
tive balance of £2,855 million as the increase in labor efficiency kicks
in. The final period shows the greatest effects in total (fi6,595 mil-
lion), despite discounting. However, since this period is ffiree times
as long as the previous one, the annual effect is less than half that
for 1991-96.

In short, the BT case does not really illustrate what we have elsewhere
termed the fundamental trade-off of divestiture in a noncompetitive
market (Jones, Tandon, and Vogelsang 1990, pp. 74-75). That is, on the
one hand, the divested firm operates with greater efficiency,"0 producing
benefits for society. On the other hand , constrained by the RPI - X formula,
it does not exploit market power to a greater extent. In the present case,
the benefits outweigh the costs.

These bolk assertions are of course subject to many qualifications,
whidh we will enumerate in the balance of the chapter.
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Change in Profit

The change in profit from the divestiture of BT may be summarized as

follows:

2985 present value
(millions of poutnds sterling)

Net change in welfare 9,999

Plus tamnsaction costs 158

Gross change in welfare 10,157

Less change in consumer welfare 4,151

Change in producer welfare 6,006

Less change in aompetitors' profits -121

Change in BT profits 6,127

This change in profits is distributed as follows:

Private Public Total

Profits after tax 7,471 -3,348

Plus taxes o 2,004

Plus/less sales price -3,750 3,750

Net profits 3,721 2,406 6,127

Percentage share 61 39

Note the following major points:

* As a result of divestiture, profits in the telecommunications indus-

try rise by about £6,000 million, but about £120 million of this comes

at the expense of BT's competitors, creating a £6,120 profit increment

for BT.
* If one looks at profits only, the government suffers a net loss of

£1,344 million, while £7,470 million goes to the private buyers. Note

that this only applies to the postsale flows.
* The sale price (£3,750 milion), however, reverses the sign, with the

government now getting a positive share (f2,406 million).

In short, the structure of the deal gave the private buyers the rights to

120 percent of the ensuing incremental cash flows. However, after pay-

ing the government £3,750 million for the right to this stream, they netted

about 60 percent of the profit increment whereas the government got

about 40 percent The private buyers may have been overcompensated,

but the government certainly did not do badly.
We noted above that BT's oligopolistic competitors suffered a small

but significant loss from divestiture. How did this come about? In seven

sectors the market was assumed to be either monopolistic or perfectly
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competitive, and in neither case could BT behavior alter the retums to
other firms in the same market. However, BT operated in three oligopo-
listic markets: apparatus, private circuits, and miscellaneous outputs. 4 '
In such markets BT's behavior can affect competitors in two different
ways. First, there is a market share effect: reduction in BT's market share
can lead to a reduction in ST's quasi rents but (at the same market price)
to an increase in quasi rents accruing to VTs competitors. The amount of
the latter is affected by the difference in costs between BT and the
expanding competitors. Second, there is amarketprice effect: BT'sdivest-
iture could raise the market price, reducing consumner surplus but at the
same time increasing the quasi rents of BT's competitors (at given market
shares).

For all three sectors the market share effect dominated. As a result of
divestiture BT retains a higher market share than under continued public
operation. Hence, oligopolistic quasi rents enjoyed by BT's competitors
would have been higher in the counterf actual tian in the actual case.

Change in Consumer Surplus

Consumers as a group, as we noted earlier, are the big winners from the
divestiture of BT. In present value terms they are better off by about
£4,150 million (in 1985 pounds sterling).

Although this potential improvement is attributable to more aggres-
sive cost reduction by the divested BT, matters are not as simple as the
Introductory Economics monopoly diagram would suggest For one
thing, many of BT's product prices are regulated by the RPI - X price cap.
In fact, this type of regulation produces a differentiated result in terms
of protecting consumers.

Almost all the consumer surplus change comes from three product
categories: business rentals, residential rentals, and long distance calls
greater than 56 kilometers 542 But whereas consumer surplus losses from
rental charges are very much higher in the private case, consumer
surplus increases for the long distance category are also very much
higher. Note that all these prices are within the RPi - X basket, and in that
sense they are all regulated. But because BT is permitted, under the
regulatory rules, to restructure prices within the basket, our estimate is
that substantial restructuring has taken and will continue to take place.
The rental category, characterized by very inelastic demand, suffers
substantial price increases, whereas the long distance category (with
greater elasticity and subject to competition) enjoys price decreases. On
balance, we find that the effects on consumers of price decreases domi-
nate the effects of price increases as ST moves to being a more profit-
oriented firm.

If we believe thatbusiness users account for somewhat more than half
of all long distance calls, so that somewhat more than half the consumer
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surplus derived from that category accrues to them, then we can con-
clude that business users as a group are affected less in a welfare sense
by divestiture than are residential users. The reason is that the loss in
consumer surplus for residential rentals is very much greater than the
loss from business rentals, whereas the gains from lower long distance
prices are divided more in favor of business users. Thus, the average
residential consumer is quite possibly a net loser from divestiture. In this
light, the decision by the Thatcher government to widen share owner-
ship to all sections of society could be seen as a mechanism to compen-
sate consumers and encourage their acquiescence in the divestiture and
the price changes that resulted.

Change in Labor Rents

We have no hard quantitative evidence that rents to labor (if any existed)
changed with BT's divestiture. There are three potential sources of
changes in labor rents. First, UT could have hired (or laid off) more
employees than otherwise, and there is a rent differential between work-
ing for BT and not Second, eT could have paid its workers more (or less)
for the same amount of effort after divestiture than it otherwise would
have. Third, BT employees could have received special deals in BT shares.
There is some quantitative evidence on all hree of these sources.

First, in 1990 BT started to reduce its work force substantially, in
particular by laying off managers. Severance pay, however, made all this
redundancy voluntary, so that we do not see any measurable loss in labor
rents here. Second, there has been a slight increase in pay per BT em-
ployee relative to U.K wage and salary trends in generaL The difference,
however, is too small relative to plausible increases in the average
qualfication of BT workers to allow the conclusion that rents to labor
increased.

Third, BT employees received £56 million in share discounts and free
shares. In addition, employees gained £1.66 per share on 84 million
disrnunted shares purchased. Employees also bought an undocumented
number of undiscounted shares. Thus, employees bought substantially
more than five times as many shares as did the average U.K. citizen.
Because it is unclear how many of these they would have purchased had
they not been employees, we can only conjecture that BT employees
gained £150 million to £209 million by becoming Err shareholders.

Sensitivity Analysis

Two general principles underlie our sensitivity results. The bad news is
that our welfare measures are rather small residuals of rather large
numbers. For example, weLfare changes by about £10 billion on sales
whose 1985 net present value totals nearly £150 billion. Relatively small
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differences in the big primary numbers can result in quite large differ-
ences in the small residuals. Conditions such as this tend to provoke

sensitivity avoidance behavior.
The good news is that for our most important results we are differenc-

ing Vspagainst V.,,, and that most changes that have a big effect on one

also have a big effect on the other and so net out. Accordingly there are

two distinct sets of sensitivity variables: those that have a symmetrical
effect on the actual and the counterfactual, and those that have an
asymmetric effect. In the important latter group are our three base

counterfactual assumptions. In the unimportant former group are prac-

tically all the other variables.
How much of the welfare change is due to each of the three principal

behavioral changes? Our answer to this question can be summarized as

follows:

* The change in the pricing regirme with the private exploitation of
market power has almost no net effect on consumer welfare. In con-

trast, there is a large transfer to the government due to additional taxes

and a smaller loss of quasi rents. This says that RPJ - X pricing improves

efficiency over cost-plus pricing.
* The investment constraint, in marked contrast, is considerably less
important. Consumers are hardly better off by the expanded output,

but the public benefits through the network extemality.
* Enhanced labor productivity has a substantial positive welfare
effect by itself (E6,885 million) because of the reduced costs.
* In addition, enhanced labor productivity is responsible for a

substantial cross-product term with pricing, which primarily benefits

consumers (£3,570 miion). That is, lower labor costs, with some prices
being cost sensitive, yield lower prices, which benefit consumers.
Adding the effect of enhanced labor productivity to the effect of

pricing (or vice versa) reduces the net incremental effect of each of

these by more than 50 percent.
* Interacting investment constraints with pricing also primarily

benefits consumers but has a small incremental effect over pricing
alone.
* The investment constraint has almost no additional net effect when

added to the combirned effect of labor productivity and pricing.

As discussed in an earlier section, telephone line rentals may be

viewed as services in their own right or as inputs to calls, which then are

viewed as the only services desired by consumers. Under the first view

(which in practice is followed by BT and OFTEL), one can argue that there

is a separate consumer surplus derived from installing and renting a line

and that this consumer surplus is in addition to the consumer surplus

from making calls. Under the second view, the fee for line installation
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and the rental fee are simply the fixed part of a two-part (or nonlinear)

pricing scheme for telephone calls. Calculating and adding up consumer

surpluses for rentals and calls then involves double counting. Instead,

one should either count only the consumer surplus for rentals (which

takes into account the expected costs and benefits of calling) or the

consumer surplus for calling minus the rental charges.
Of course, in a perfect quantitative analysis both views have to

yield the same result. The first view is correct as long as the cross-

elasticities between rentals and calls are accounted for. The second view

is correct if option demand and benefits from incoming calls are ac-

counted for.
Since we have highly incomplete information about demands, we

have tried to make calculations incorporating both views. In our base

case we totally ignore the consumer surplus from rentals but deduct

rental charges from the total consumer surplus for calls. We also add the

50 percent externality to the cor,sumer surplus for calls (including a 0.5

weight for incoming international calls). In a second run we treat de-

mands for calls and demands for rentals as separate commodities with

additive consumer surplus and add the network extemality of 50 percent

of consumer surplus for rentals. This has two major effects. First, the size

of consumer surplus is increased by about 90 percent and the externality

by about 150 percent under both the actual and the counterfactual.
Second, the difference (the discounted welfare gain from divestiture) is

reduced by nearly £3,000 million. The net consumer surplus change

remains positive, however. The main reason for the difference is that, in

the base case, price increases on rentals and connection chaiges under

divestiture only count with their expenditure and not with an additional

loss of Harberger triangles.
We have also analyzed the sensitivity of our results to other parame-

ters, with the following notable results:

* For the govenmment revenue multiplier, an increase from 1.01 to 1.3

results in roughly a 12 percent increase in Vsp - Vsg.43 The surprising

feature of the private revenue multiplier is tat the elasticity has the

same sign as that of the government revenue multiplier and about

three times its value. Since, if anything, we would expect both revenue

multipliers to be greater than one, our estimate of the welfare change

is likely to be conservative.
* For the government discount rate an increase from 15 percent to 16

percent would lead to a reduction in Vsp - Vss of about 12 percent.
However, we believe that our govemment discount rate (9 percent

real) is already on the high side.
* A 1 percent per year increase in the private capital-output ratio
leads to a 6 percent increase in Vsp - Vsg. This result makes sense, given

that the public capital-output ratio remains the aame as the private.
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o An increase in private labor efficiency from 1.05 to 1.06 results in
roughly an 80 percent increase in Vsp - V.,g, whereas a similar increase
in the puiblic labor efficiency tums it negative.
* An increase in the public profit target from 20 percent to 21 percent
results in an increase in 141, - Vqg of roughly 4 percent. This means that
an increase in prices under continued public operation makes divest-
iture look better.
* Interestingly, an increase in the public dividend payout ratio makes
divestiture moderately less attractive.
* As expected, an increase in prices by the divested UT in the projec-
tion period reduces the positive welfare effects of divestiture.
* Vp is most sensitive to private pricing, labor efficiency, the capital-
output ratio, the rate of capital deterioration, and disposal of capital.

Overall, the sensitivity analysis shows that our results are most sensi-
tive to realistic changes in the labor productivity differential between
private and public operation.

Summary

Our review of the quantitative record suggests that, as a result of the
divestiture of BI:

* Operating efficiency did not change before 1991. There was an ear-
lier distinct turning point from decline to improvement in BT's prod-
uctivity after 1982. However, considerations of longer time-series
and international comparisons make it highly unlikely that this
was due to institutional change of any sort, let alone the announce-
ment effect of divestiture. In contrast, downsizing of the labor force
beginning in 1991 is making a significant contribution to operating
efficiency.
* The level and structure of output prices changed as a result of a
change in the regulatory environment.
* The level of fixed capital formation rose sharply in the first three
years after divestiture. Real gross fixed capital formation was stagnant
through 1984 and then took off, because of a release in an investment
constraint.
* Most other variables either did not change significantly or changed
as a result of factors clearly exogenous to the divestiture exercise.
* What did change was sufficient to make the world better off by £10
billion and the United Kingdom better off by £9 billion (net present
value in 1985 pounds sterling). This is equivalent to almost £20 billion
in 1992 pounds sterling, or US$30 billior.
* The distribution of the welfare gain comes as close to a Pareto
improvement as possible. Only BT's competitors were identified as
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(minor) losers. Other probable minor losers were some residential and
business consumers adversely affected by relative price changes
within BM's bundle of outputs.

Notes

This chaptcr was written by Ingo Vogelsang, Leroy P. Jones, and Pankaj Tandon,
with Manuel A. Abdala and Christopher Doyle. The authors are grateful for
explanationsofdata andf acts toWilliam P. Kember, 1: P.Savill, NicolasSullivan,
and Jonathan Wilby of British Telecom; Peter Culham of OrFIL; and Jack
Summerscale of Barclays de Zoete Wedd.

1. TliePl'S3Ris the total borrowing at theend of the fiscal year needed tocover
the central government's own budget deficit and the financial deficits of local
authorities and public corporations, plus government lending to the private
sector.

2. Vickers and Yarrow (1988) hypothesize that thc RPI - X regulation amounts
to rate-of-return regulation in disguise. That could in the long run lead to
employment of excessive capital relative to labor. We hypothesize that quality
of telecommunications services tends to be labor intensive in the short run but
capital intensive in the long run. A waiting list for connections can be reduced
by employing more technicians, but the network has to be adapted to the new
connections as well.

3. See Bishop and Kay (1988). A convincing explanation for the "shaping-up
effect" is given by Caves (1990), who argues that reputation effects in tde market
for managers and the credible threat of retrospective punishment after divesti-
ture may lead to the loss of rents by labor and management before competitive
pressure is actually exerted.

4. International trade in telephone equipment has gained in importance over
the last decade. As far as we know, however, apparatus that is internationally
traded by BT or its subsidiaries is contained in our miscellaneous category.

5. The Finance Act of 1984 indcuded a Reaganesque trade-off of lower corpo-
rate tax rates for lower deductions. In particular, the allowance for capital
expenditures in the first year dropped from 100 percent to 25 percent. One
result-recognized in the enterprise's sale prospectus-was that BT would begin
paying taxes in 1985.

6. BTs l991-93 labor force reduction will be discussed below. For reasons of
confidentiality, BT was unwilling to provide us with any breakdown by type of
worker. Accordingly, our nominal labor series is nothing more than total em-
ployee compensation, and our real series is simply total employment

As a sensitivity test, we assume that BTworkers received wage increases at the
mean level of all U.K workers and use this to deflate values to obtain a quality-
adjusted estirnate of quantity. Our story of increasing labor productivity thus
seems relatively robust. It is likely that BT substituted high-skilled for low-skilled
workers, but unless both groups then received far lower than average wage
increases, our absolute results will not be materially affected.

7. Note that the relationship between current and constant flows is sometimes
contrary to expectations here, because the price of telecommunications equip-
ment declined in some periods.

8. For capital we use the perpetual inventory method benchinarked bo sT's
1987 technical revaluation. This implies a rate of price increase for BT's capital
goods that is considerably lower (by 5 percentage points per year from 1950 to
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1990) than for capital goods in the economy as a whole; this is perfectly reason-
able given technical progress in the telecommunurications industry. Sensitivity
analysis to the rate of inflation and of deterioration of capital goods gives no
evidence of a change associated with divestiture. Instead we have only differing
estimates of the rate of technical progress, and this does not affect ourcompara-
tive divestiture stury.

9. The variance of the TFP series is 0.007, compared with 0.05 for public
profitability (after converting the latter to a comparable index, with 1985 = 100).

10. The cross-product effect (changing prices on changing quantities) is
arbitrarily allocated to the pure effects in proport 'n to those pure effects.

11. This result is quite close to calculations for the National Audit Office
(reported by Vickers and Yarrow 1988, p. 182), according to which the rnet
proceeds-after accounting for discounts, other incentives, and transactions
costs-were £3,600 million. This calculation disregards the time value of
money.

12. Much of the detail in this section is derived from a letter from David SavilI
of BT to Christopher Doyle, dated 3 April 1990.

13. The company continued to pay interest on outstanding loans and is also
repaying loans, so that this flow has continued at roughly the £400 million level.
Some temporary fiscal flows occurred during 198749 as the company paid
preference dividends on £750 million worth of preference shares, which it has
now redeemed. Thus this elemenc of flow has stopped.

14. Interpreting the change in consumer surplus is difficult when demand is
shifting. In later sections this is generally not a problem, because most of the
ambiguous attributions cancel out of our V. - V . calculations. Here, however,
we include only the unambiguous portion of the change (change in real price
times previous year's quantity) as a first approximation. This is known as the
Slutsky compensation (Varian 1984, p. 144).

15. In this case we have included consumer surplus accruing to receivers of
incoming intematinalcalls, on the assumption thatthis is equal to theconsumer
surplus accruing to the foreigners placing the calls. In the remainder of this study
consurmie r surplus for incoming calis is halved and treated as an externality for
domesu-cconsumers.

16. Here we have treated rentals as commodities demanded in their own
right. Later we will treat the demand for rentals as derived from the demand for
calls.

17. The only cases where this assurnption is violated slightly, and tem-porar-
ily, are prices forinternational outgoingcalls (in the firstcategory) and forprivate
circuits (in the second).

18. In addition, the available evidence suggests that the quality variation in
rates of call completion and in speed of repair service runs paraIlel to that in
telephone line installation. For the years after divestiture, oFrEL has added some
indicatorsof service quality, such as numbersof customercomplaints orpercent-
ages of customers satisF d wit sTh s services. Since these measures are not
available for the years before divestiture, we decided not to use them here.

19. For the years after 1983 these are constructed from numbers on waiting
times for new lines. We did not allow for any grace period before counting
unfilled orders. Hence our numbers appear to be quite high conmpared with
official statistics, which only start counting the waiting period after four or eight
weeks. The rounding in the years 1984 and later indicates that these are our
estimates,
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20. A secondary source was stabilization of the ratio of intermediate inputs
to outputs, which had previously been rising. This sharpened the turning point
but contributed nothing to the continued trend of improvement;

21. For a discussion of the properties of price cap regulation, see Vickers and
Yarrow (1988) and Vogelsang (1988).

22. We have neglected here new developments in the United States, such as
optional calling plans and special offerings for business customers.

23. Although, withoutdivestiture, Mercury might have received a less favor-
able interconnection agreement with Br, and thus might initially have become
even less competitive than it did in actuality.

24. For the different call categories we have neglected Mercury's market
share, which was very small during this period with the possible exception of
international phone calls and private circuits. In fact, at least until 1991 Mercury
was operating in a market niche, serving almost exclusively large-business
customers, to which BT, becauseof its pricing restrictions, could not respond, and
it therefore concentrated its efforts on the remaining customers.

25. GDP calendar-year levels are converted to BT fiscal-year levels by simple
0.75/0.25 averaging. Using quarterly data would give a better approximation.

26. Any such conclusion is of course justifiable only so far as it is legitimate
to link the two TFP series. There is room for doubt on this score because mTP
measures can vary wildly with assurnptions.

27. An obvious anomaly is 1970. Available data do not allow us to double-
check Foreman-Peck and Manning's results, however.

28. Labor inputs were here taken as the average number of workers reported
as employed by sr (orby thePost Office in telecommunications) at the beginning
and the end of each fiscal year. In our basic calculations we adjust these figures
by converting part-time employment to full-time equivalents and deducting
labor devoted to own-account construction. For the longer time series this is not
possible, so we use the unadjusted series in this section.

29. Total r revenues are deflated by the telecommunications (called commu-
nications or post and telecom prior to 1976) price index implicit in the consumer
expenditure series in United Kingdom, Central Statistical Office, various issues.

30. For lack of sufficient data we could not do a comparison with France
Telecom. Employment at both has been in the 200,000-to-250,000 range over the
relevant period. Note, however, that France Telecom had a remarkable turn-
around in the 1980s (Duch 1991).

31. We corstruct data series for Bu as above, that Is, splicing the Foreman-Peck
and Manning series to our own. Data for AT&-T are from Christensen (1981) and
Crandall (1989), and those for DBP from Elixmann (1989).

32. For example, starting in 1982 BT was no longer capitalizing customer
connections. Thus, BT's investments from this period onward would appear to
be smaller by the amount invested in such connections. In our report we have
adjusted BT's investment in customer connections for 1980 and 1981 to concur
with practice in later years. We do not know how foreign telecommunications
companies treat customer connections. Therefore comparisons of assets and
investments may be tricky.

33. DBP has for a long time financed some equipment suppliers (e.g., Siemens
AG) that were protected from competition. During the 1980s sr used between 10
percent and 15 percent of its work force for own work capitalized. The equivalent
figure for DBP appears to be similar. We were able to calculate this number for
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1987 and 1988, when it was 13.9 percent and 14.3 percent, respectively. Higher
wages in Germany then could translate into higher capital costs.

34. BT's performance was actually worse as a result of the Mitel acquisition,
which contributed neither to profits nor to domestic consumer surplus.

35. Since this country study was published in early 1991, we have tried to
incorporate somedevelopments in 1991 and decided to leaveout others, such as
the further sale of the govemment's shares in BT in 1991 and 1993. This has no
impact on our bottom line results and very little impact on the distribution of
gains and losses.

36. This appears tobeunfair toMercury and to Br'spotential new competitors
for network services, which almost certainly will gain large market shares over
time. Rather than reduce Brs assumed market share for these categories, how-
ever, we chose to constrain the growth rates of its residual demands.

37. The new pricing regime with X = 7.5 percent, to go into effect in itfs fiscal
1994, was agreed upon after our case study was completed. We have tried to be
conservative in our estimation of the effects of divestiture.

38. BT in actuality achieved tiis reduction by the end of fiscal 1992 and
accomplished a further 40,000-worker reduction during fiscal 1993. Thus, our
assumption again proved conservative. This was counterbalanced by an actual
reduction in output growth.

39. We indude here both the impact on direct consumers and the value of
network extemalities. Note also that we did not count consumer surplus from
rentals, but only that from calls minus tie cost of rentals. The reason is that the
demand for rentals is derived from the demand for calls. The price of rentals,
therefore, affectsconsumersurplus as does the fixed partof a two-part tariff. The
network externality effect has also been captured through calls rather than
through rentals. Thus, we have neglected any option value from renting a
telephone line.

40. We use the term "efficiency" broadly here to include a variety of things.
including both static productivity gains and dynamic timing of investment and
pricing decisions, as will be explained below.

41. We purposely neglected r's shring market share in the misoellaneous
outputs category. Competitors' quasi rents for these outputs are therefore zero
in our calculations. Such quasi rents could be quite substantial, but they are
notoriously hard to quantify.

42. In four categories consumer surplus does not change at all, indicating that
prices are assumed to be the same under both the actual and the counterfactual.

43. The effects of such a large discrete change cannot, of course, be estimnated
adequately using an elasticity. However, it may give a sense of the rough
magnitude.



5. British Airways

Many state-owned airlines around the world are candidates for divesti-
ture. Of potential relevance to them is the case of British Airways (BA),

whikh by the time of its divestiture in February 1987 was a flourishing
enterprise-less than six years earlier it had recorded an operating loss
equal to 5 percent of turnover. The case of BA could also provide valuable
lessons for the divestiture of public enterprises in other oligopolistic
industries.

BA is the dominant airline in the United Kingdom and has been since
its foundation. Its main business, which provided nearly 90 percent of
its fiscal 1992 turnover of £5.2 billion (BA'S fiscal year begins 1 April), is
in scheduled flights carryingbothpassengers (81 percent of revenue) and
freight (8 percent). It has a route network covering about 160 destina-
tions, most of which are served from London's Heathrow Airport, BA'S

main base. BA carries more international passengers on scheduled ffights
tani any other airline in the world, although the four largest US. airlines'
domestic passengers make these airlines larger than BA overalL

Before divestiture, and especiaHy around 1980, BA had the reputation
of an enterprise with too many staff, massive excess capacty, and
occasional substantial losses. Economists, politicians, regulators, and
financial analysts have studied BA'S performance after the announce-
ment of divestiture- What emerges is some agreement about the nature
of that performance and some divergence on its attribution. First, BA was
highly successful financially. While in this respect the divestiture of BA

is conventionally viewed as a major success, the remarkable tumaround
in BA's performance occurred between the announcement of divestiture
in 1979 and its consummation in 1987- Second, BA has succeeded in the
marketplace by establishing a reputation for quality of service and by
expanding at a healthy rate. Third, BA has had fairly peaceful labor
relations, even as it has reduced its work force. Fourth, the success has
been related to the announcement of divestiture rather than to divesti-
ture itself; the appointment of Sir John King (now Lord King of
Wartnaby) as chairman; and the magic year 1983, which brought a

107
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tumaround in most U.K. public enterprises that had not yet been di-
vested (see Bishop and Kay 1988).

Background

In the following sections we trace the historic background of BA, airline
economnics, and pricing policy and regulation.

History

BA can trace its origins back to the world's first daily intemational
scheduled service, operated between London and Paris by Aircraft
Transport and Travel, Ltd., beginning on 25 August 1919. The company
that is now BA has had a varied history of mergers and acquisitions. The
airline under its current name was the result of a merger in the 1970s
between the United Kingdom's two publidy owned dominant carriers,
British Overseas Airways Corporation and British European Airways.'
Both these corporations had had mixed fortunes during the 1950s and
1960s. British Overseas Airways Corporation introduced thLe world's
first jet airliner, the Comet, in 1952, but had to withdraw it from service
after three crashes in the next two years, and the company frequently
recorded losses.

In 1969 the Edwards Committee, which had been established in 1967
to consider the future of U.K_ aviation, recommended combining the two
airlines under a State Airline Holdings Board, although it did not advo-
cate an operational merger. It also recommended encouraging the pri-
vate sector to create a "second force" airline, so that the United Kingdom
could always have a choice when designating airlines for international
routes. This airline was created in 1970 when Caledonian Ai s.ays took
over British United Airways to form British Caledonian (Bcal). BCal was
given a number of international route licenses, although it remained far
smaller than BA and financially much weaker. The British Airways Board
was created by the 1971 Civil Aviation Act and became the holding
corporation for British European Airways and British Overseas Airways
Corporation in April 1972. In January 1973 it was decided that the entire
airline should trade under the single name of BA, and the subsidiary
corporations were dissolved in April 1974.

Although it was a public corporation accountable to a minister of state,
from the beginning BA stated that its "primary objective is to conduct its
affairs on strictly commercial lines" (BA 1973, p. 10). At first, BA suffered
from the problems of having to merge two organizations and eliminate
duplicatiorL These problems were not helped by the way in which the
two corporations were to continue as separate divisions within BA, each
controlling its own marketing and operations. The problems were rec-
ognized in an April 1977 reorganization of the airline into four divisions
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covering commercial operations, flight operations, engineering, and
planning. Throughout the period, the British Airways Board's objective
was to rationalize the operations of BA without resorting to layoffs (BA
1973, p. 17), a policy that would have fitted well with political constraints
even if it was not dictated by them. During the 1970s, BA had a reputation
for overstaffing& low productivity, and poor labor relations: strikes
caused the loss of £11 million in operating profits in fiscal 1975 and £40
million in fiscal 1978.

In 1978 a team led bv Roy Watts, who became chief executive in June
1979, produced a corporate plan. The Watts plan recognized that BA was
badly overstaffed. It highlighted the fact that BA produced only 122,000
available tonne-kilometers per employee, compared with an average in
1976 of 208,000 available ton-kilometers per employee for a sample of
eight other airlines (BA 1978), anu lhat BA's earnings were correspond-
ingly low. BA's aircraft fleet was also aging, and many of its airplanes
would fail the noise regulations to be introduced in 1986.

The Watts plan hoped to solve these problems by volume growth, in
the expectation that the industry's historical growth rates would con-
tinue. If BA could carry 30 million passengers in 1986, compared with 16
million in 1978, while keeping its staff and fleet size fairly constant (with
larger-capacity wide-bodied jets), it could solve its productivity prob-
lems without large-scale layoffs. The plan assumed that BA would be able
to achieve this growth, given a favorable industry environment, by
appropriate marketing aimied at capturing a larger share of the leisure
trade. The huge investment in new fleet was expected to cost £2A billion,
but the planners expected that £1.5 billion would be available from BA's

own cash flow. The plan was detailed and internally consistent, although
it was optimistic in assuming growth of 90 percent by 1986, given that
government forecasts were for a rise in passenger numbers in the United
Kingdom of between 42 and 78 percent during the period (Green 1978).
Unfortunately, the oil price rise of 1979 and the ensuing recession de-
stroyed the assumptions on which the Watts plan rested.

In April 1979, during the general election campaign, the Conservative
party revealed a plan to sell some of the government's shareholding in
BA to the private sector, to create a mixed private and public enterprise
similar to British Petroleum. In July, with the Conservatives now in
office, Trade Secretary John Nott formally announced this plan and
introduced the Civil Aviation Bill to transform BA from a public enter-
prise to a company suitable for sale. The time req-uired for legislative
approval meant that selling any shares would be impossible until au-
turin 1980 at the earliest, and this target was soon amended to autumn
1981. However, by that time BA's profits had taken a disastrous turn for
the worse.

The 1979 oil shock had doubled the price of aviation fuel, while the
slump in the U.K. economy had reduced the number of domestic and
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scheduled international passengers. Operating profits fell from £76 mil-
lion in fiscal 1979 to £17 million in fiscal 1980, and as demand continued
to fall, BA suffered an operating loss of £102 million in fiscal 1981, with
an overall loss of £141 million. Volume was falling, costs were rising, and
fares on the North Atlantic routes, BA's most important market, were
being cut in response to the challenge of Laker Airways.

Sirjohn Kingbecame chairman of BA in February 1981. A survivalplan
announced in September spelled the formal end of the 1978 Watts
strategy of expansion: a number of routes were cut; cargo-only services
were ended; and some subsidiary companies and assets, such as a flying
training college, were sold. Large-scale layoffs were announced and
generous severance terms offered: employment had already fallen from
57,741 in March 1979 to 52,310 in March 1981, but was down to 43,200 a
year later and reached a low of 36,794 in March 1984. Although the first
of these reductions occurred before King's appointment, the subsequent
reductions were more drastic.

The immediate impact of the recovery plan was a small operating
profit and huge writedowns in fiscal 1982. BA's results in fiscal 1983 were
much better, and by late 1983 it was expected that BA would be divested
in early 1985. However, by tiis time BCal had started a lobbying cam-
paign alleging that a divested BA would dominate the U.K. airline
industry to an unhealthy extent. BCal suggested that BA should transfer
its domestic flights to U.K. regional airlines and sell BCal one-fifth of its
routes and planes for £200 million, which would reduce BA's share of
scheduled services among U.K airlines from 83 percent to about two-
thirds. TransportSecretaryNicholasRidley respondedtothissuggestion
(and to counterarguments from BA) by announcing that the Civil Avia-
tion Authority (cAA) would review the prospects for competition among
U.K airlines and come up with recommendations.

This announcement started a period of lobbying, although BA was
fairly quiet until the CAA produced its report (United Kingdom, CAA
1984) in July. The CAA recommended that BA be reduced in size, shedding
its routes to Zimbabwe and Saudi Arabia, all its scheduled services from
Gatwick Airport, and its European services from provincial U.K air-
ports. These routes would be given to BCal and other airlines; the CAA
calculated that the changes would cost BA 7 percent of its revenues. BA
responded forcefully: employees wrote to their members of Parliament,
ministers were lobbied, and BA'S case was pressed through the news
media. On 5 October Ridley announced that BA would have to give up
its Saudi Arabian routes but would receive ucal's South American routes
(which had been losing money) in return (United Kingdom, Department
of Transport 1984). This decision, a victory for BA, seemed to clear the
way for divestiture. In November 1984, however, the sale was postponed
because BA was threatened with legal action for alleged collusion against
Laker Airways, a low-cost carrier that had gone bankrupt in 1982. These
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actions were settled out of court in summer 1985, but the sale was again
postponed in March 1986 while the United Kingdom and the United
States negotiated services between the two countries. After the
skirmishes over BA's market power, the airline was finally divested on
30 January 1987, nearly eight years after the first announcement and six
years after Lord King's appointment.

Later in 1987 an event of almost equal importance took place: 3A
acquired BCal, its main U.K. rival. sCal had been in a weak financial
position throughout the 1980s, and the 1984 CAA review had been
intended to strengthen it (United Kingdom, CAA 1985). The smaller route
exchange imposed by the government should have added £18 million a
year to BCal's profits (United Kingdom, Department of Transport 1984),
but the Saudi Arabian routes declined in importance just as scal took
them over, and thus the exchange did not help Bcal.

In July 1987 BA and Bcal announced an agreed merger at a proposed
price of £237 million for actual Bcal net assets valued at £278 million at
the time of the transaction. The airlines argued that the alternative would
be that a foreign company would buy Bcal, which could result in it losing
its intemational route licenses, and that 'synergies" between the two
enterprises would allow them to reduce BCal's costs and run its operations
profitably. The airlines claimed that this potential for cost reductions was
what prompted the high sale price, rather than any desire on the part of
BA to gain BCal's route licenses and benefit from reduced competition.

The merger was referred to the Monopolies and Mergers Commission,
which approved the bid in November 1987 (United Kingdom, Monopo-
lies and Mergers Commission 1987). BA had agreed to give up 5,000
landing slots at London's Gatwick Airport, where most of BCal's opera-
tions were based, and to surrender several of ecal's European route
licenses where both airlines had previously been operating. Scandina-
vian Airlines Systems (sAs) meanwhile offered £110 million for a 26
percent stake in BCal, with the aim of creating a twin hub networkbased
at Gatwick and Copenhagen. BA had earlier reduced its bid, but this
viable alternative plan forced it to raise its price to £246 million, and it
gained control of BCal as of 31 December 1987. Fees of £7 million,
reorganization expenses of £90 milion, and the cost of absorbing net
liabilities of £10 million meant that BCal cost BA a total of £353 million.

Airline Economics

Table 5-1 shows recent growth in air travel in the United Kingdom
between 1977 and 1989 in terms of numbers of passengers. The number
of passengers grew at 7.3 percent per year, so that if the av--rage distance
flown per passenger followed the world trend, the U.K. market grew
slightly faster than the world average in terms of passenger-kilometers.
The early 1980s were a lean period for the industry. In the United



112 Welfare Conisequtences of Selling Putblic Eniterprises

Table 5-7. Airline Passengers in the United Kingdom, 1977-89
(passenger miles)

Internatiomal

Year Schieduled NonsdiedilZed Domtestic

1977 23.4 10.9 5.6
1978 26.9 11.8 6.6
1979 28.7 12.4 7.6
1980 288 13.3 7.5
1981 29.0 14.8 7.0
1982 27.8 165 7.3
1983 28.2 18.1 7.4
1984 30.8 20.4 8.2
1985 33.7 19.2 8.8
1986 34.5 22.9 5.9
1987 39.9 26.7 9.7
1988 44.3 27.1 10.8
1989 48-4 26.9 11.8

Source: CAA data.

Kingdom, in contrast to the rest of the world, international nonscheduled
services continued to expand through the recession (and only fell in 1986,
when trans-Atlantic traffic was low), while scheduled services suffered
a small absolute fall and a long period of very little growth. Domestic
services grew faster than the more regulated international scheduled
services, as in the world as a whole, but the rate of growth in the United
Kingdom (a geographically relatively small market for domestic ser-
vices) was well below the world average.

An airline's cost per available seat-kilometer (ASK) depends on the
characteristics of its routes. On a short flight, the high costs of heavy fuel
consumption at takeoff, airport charges, and the engineering checks that
must be performed after every flight can only be spread over a relatively
small number of kilometers, giving a much higher average cost. Short-
haul aircraft spend more time on the ground being prepared for the next
flight than do long-haul ones, so that BA's long-haul Boeing 747s aver-
aged more than 4,300 flying hours apiece in fiscal 1990, while its short-
haul Boeing 737s averaged fewer than 2,600 hours. This means that the
depreciation costs of the short-haul aircraft must be spread over a
smaller number of kilometers. BA'S cost was 7.5 pence per ASK on its
European routes in fiscal 1990, against a cost of 3.7 pence per ASIC on its
intercontinental routes (these figures are derived from BA'S own ac-
counts). Comparisons of airlines' costs per ASK must therefore take the
length of their routes into account.

Careful scheduling is needed to obtain the maximum number of
passengers on each flight and to use aircraft as intensively as is profit-
able. During the 1980s, airlines increasingly attempted to solve this
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problem by the use of hub and spoke systems. They decreased the
number of direct flights between minor airports while concentrating on
providing good services to a hub airport, with convenient connections
along other spokes to the passengers' final destinations. The hub airports
become busier as a result, and the others less crowded, but passengers
can be better served if a frequent connecting service replaces an infre-
quent direct service.

TIhe main motive for changing to a hub and spoke system is to raise
the load factor on an airline's services, for this is one of the crucial
determinants of the relationship between revenues and costs. In Europe
many airlines have long operated a kind of hub system simply by basing
the majority of their flights at their country's main interational airport,
and BA is a prime example of this, with 70 percent of its passengers
traveling through London's Heathrow Airport, anLi 25 percent of them
changing flights there. The importance of having a comprehensive net-
work is shown by the fact that, in 1980,64 percent of the passengers who
arrived at Heathrow on a BA flight and changed flights there remained
with BA, while BA only picked up 36 percent of passengers who changed
flights after arriving on a different airline (even though very fw of thema
would leave Heathrow on the airline they arrived with; United King-
dom, CAA 1984, appendix 7).

A major competitive factor for BA is congestion at Heathrow, BA'S main
base. The demand for takeoff and landing slots at Heathrow greatly
exceeds the supply, and a conmmLittee made up of representatives of the
airlines that use the airport allocates the slots. The committee generally
allows each airline to continue using the slots it has used in the past, and
airport charges are based on the British Airports Authority's costs rather
than on the value of the slot to the user. This gives incumbent airlines a
privileged and potentially very valuable position. Bishop and Thomp-
son (1990) found that charter passengers were paying 5 percent more for
flights via Gatwick to the Mediterranean in 1987 than via uncongested
airports. Since charter passengers are generaly very price sensitive, a
higher markup might be expected for scheduled flights at Heathrow,
especially on the more expensive classes.2

One other important factor is the change in the way that airlines have
financed their costly fleets. In the past almost all aircraft were owned by
the airlines that operated them, or rented under finance leases that
transferred ownership of the aircraft to the airline over the term of the
lease. Airlines have rarely been able to finance their fleet acquisitions
from their past earnings, and this has given them debt-heavy capital
structures. Since the early 1980s BA has increasingly obtained its aircraft
on operating leases, under which the leasing company retains ownership
of the aircraft; this elir-iinates the debt that would otherwise appear on
BA's balance sheet. Some of these leases are for fixed terms, but others
can be extended, giving BA a great deal of flexibility.
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Pricing Policy and Regulation

International scheduled air transport is one of the most highly regulated,
or rather cartelized, industries in the world. Airlines are usually required
to notify governments of the fares that they intend to charge, often for
prior approval, and are generally granted exemption from any antitrust
legislation to set these fares through the conferences of the International
Air Transport Association. On many routes the airlines pool their reve-
nues, which is often justified as a means of allowing them to offer a
mixture of peak and off-peak flights without being at a competitive
disadvantage. BA was a party to twenty-one such pooling agreements in
1987 (United Kingdom, Monopolies and Mergers Commission 1987,
paragraph 2.20), although BA states that "the aggregate amounts paid
and received by BA under these arrangements are not material" (BA 1987).
This statement, which presumably applies to BA's network as a whole,
is not inconsistent with significant net revenue transfers on particular
routes.

Travel between European Community countries is currently being
liberalized. An initial package agreed on in 1987 (Vincent and
Stasinopoulos 1990) allowed an airline to expand its capacity on any
route, unless its home country would then have more than 55 percent of
the capacity on that route (the threshold was increased to 60 percent in
October 1989). Entry restrictions on many routes were eased, with dual
designation (two carriers per country allowed) on routes above a certain
size (250,000 passengers iniially, but now on any route with at least
180,000 passengers per year). The agreement also included automatic
governmental approval for various categories of discount fares, and
"fifth freedom" rights (the right to carry passengers not passing through
the carrier's home country). Subject to various conditions involving
nondiscrimination, airlines' commercial agreements on fares, timeta-
bles, and other matters are stll exempt from Community competition
rules. Beginning in 1993, all European airlines are allowed to fly any
route wiithin the Community, including domestic routes, subject to
common licensing requirements.

Interational charter flights, which carried 30 percent of U.K. air
passengers in 1989, have not been as closely regulated. They are not
usually covered by bilateral agreements, and airlines usually apply
directly to the governments involved for permission to fly. Ease of entry
varies between markets; for example, between the United Kingdom and
the Mediterranean countries access is generally easy and charter flights
have a high market share. Charter regulations were relaxed during the
1970s, and advanced booking charters now allow cheap travel without
the need to be'long to an affinity group.

Witiin the United Kingdom, the cAA is responsible for the industry's
economic and technical regulation, including deciding which U.K. air-
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line to designate under bilateral agreements and issuing domestic route
licenses. During the 1970s the CAA's policy was fairly restrictive. For
example, CAA guidelines stated that it would "not normally license new
slhort-haul scheduled services that will . . . make [existing efficiently
operated services competing directly or indirectly] less than fully remu-
nerative" (United Kingdom, CAA 1978, p. 11).

The CAA gradually relaxed this policy during the 1980s. By 1985 it was
"ready to license competing services by British Airlines even at the risk
of some impairment of an existing British service" (United Kingdom,
CAA 1985, paragraph 3), and entry to domestic services is now practically
free, except for services from London's Heathrow Airport. Domestic
fares need only be filed with the CAA, which retains the right to disap-
prove them, but "whenever possible the Authority will allow market
forces to set or influence the levels of fares and rates for air transport"
(United Kingdom, CAA 1985, paragraph 15).

Special traffic distribution rules applied at Heathrow from 1977 to
1991 because of thecongestion there. Whole-planecharterswerebanned,
and airlines that had not been operating from Heathrow before 1977
were nut allowed to fly there. The Secretary of State for Transport had
to authorize any new domestic services. In spring 1991 two ailing U.s.
carriers sought to sell their Heathrow routes to stronger rivals that did
not have landing rights, and the U.K. government decided to end the
ban on new airlines to accommodate the newcomers. Other airlines have
also started to use Heathrow, most notably Virgin Atlantic Airways, a
niche carrier with routes to the United States and Japan. So that Virgin
could use its flying rights, BA was forced to give up a number of landing
slots at Tokyo. BA's profits may be seriously affected by the opening up
of Virgin's main base.

What Happened?

This section examines the quantitative aspects of what happened before
and after divestiture.

Profit and Profitability

The 1980s started with a slump for BA. As shown in figure 5-1, private
profit (dividends plus retained earnings) deteriorated rapidly from 1980
to 1982, when BA was recording an overall loss of nearly £450 million.
The fiscal 1982 results showed a small operating profit of £12 million,
despite the depressed world market, but BA announced extraordinary
provisions of £426 million. A report by Price Waterhouse had recom-
mended that BA make provision for as many future costs as possible
(Campbell-Smith 1986, p. 30); thus BA charged layoff provisions of £198.8
million and a supplementary depreciation of £208 million to the fiscal
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Figure 5-2. Public and Private Profit, British Airways, 1980-90
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1982 accounts. The huge net loss for that year, which gave BA a negative
net worth of £257 million, was therefore partly the result of accounting
practices. The enterprise had estimated future severance costs at £98
million, of which £44 million was written back to reserves in fiscal 1984
and 1985?

The writedown of the aircraft fleet reflected the depressed market for
secondhand aircraft at the time, since BA'S aircraft are written down to a
residual resale value, rather than to zero, over their estimated lives. This
was also partially reversed by a revaluation of £107 million in 1984,
although that revaluation was to take account of other factors, mainly
the effect of a rise in the value of the dollar, the currency in which most
aircraft are traded, and the revaluation was credited to BA's reserves to
offset the increase in the sterling value of the dollar loans used to buy
the aircraft.

Private profits improved in 1983 by more than £500 million and in i984
by another £116 million. BA did not significantly exceed the profit level
reached in 1984 until 1990, and actually made sLubstantially lower profits
in 1985, 1987, and 1988. Looking only at private profit, one is likely to
agree with Bishop and Kay (1988) that BA followed the bandwagon of
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public arid divested U.K. enterprises that had a positive turnaround in
1983. The question is whether this conclusion can be extended to otlher
performance measures.

As also shown in figure 5-1, public profit tells a slightly different story,
with a much less dramatically decreasing trend from 1980 to 1982 and a
somewhat less dramatic turnaround in 1983 and 1984. From 1985 to 1990
the changes in public and private profit sometimes have different signs.
Also, there is aclearly visible improvementin 1988, afterdivestiture, and
one year earlier than the improvement in private profits. The sources for
the differences between public and private profit are showvn in figure 5-2,
which decomposes the total surplus (or return to capital). Depreciation
jumped £225 million in 1982 but fell back to 1981 levels in 1983. An
antitrust settlement in the Laker Airlines case led to a negative transfer
of £33 million in 1985. Interest payments peaked in fiscal 1984. Direct
taxes remained low from 1980 to 1987because of losscarryforwardsfrom
1980 to 1982.

In sum, current public profit and its distribution exhibit one obvious
trend change in 1983 and a less visible trend change in 1988, after
divestiture.

Figure 5-2. Retun to Capital at Current Market Prices, British
Airways, 1980-90
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Figure 5-2 also shows public profit at constant market prices. Two
points are noteworthy. First, public profits at constant prices declined
substantially more from 1980 to 1982 than did public profits at current
prices (even though not as dramatically as private profits); but the
tunaround in fiscal 1984 was partially reversed in 1987, which in terms
of public profit at constant prices turned out to be the third-worst year
in the decade. The years 1988 to 1990 then witnessed a second and even
stronger turnaround than that from 1982 to 1984, with 1990 recording
the best performance in the decade. This second turnaround started in
1988 (rather than in 1989 as for private profit). Second, both turnarounds
were not caused primarily by a change in output (which contracted
during 1982484 but grew strongly during fiscal 1986 and 1988-90), but
by a change in costs. From 1980 through 1982 intermediate input costs
rose while output contracted, and labor contracted slightly less han
output. In fiscal 1984 both intermediate inputs and labor contracted
while output expanded. Thereafter, intermediates grew at about the
samne rate as output, but the quantity of labor input increased more
slowly.

In sum, BA suffered from major slumps in performance in 1982 and
1987, followed by recoverius starting in 1983 and 1988.

The variations in gross fixed capital acquisition (figure 5-3) are dra-
matic. At constant prices capital formation paralleled the trend in public
profits during 1980482, but continued to deteriorate in 1983. It was quite
variable during 1984-90, with a generally upward trend and a distinct
peak in 1988. While this peak reflects the acquisition of Bcal with £363
million (in nominal ternms), the remaining £500 million still represents a
doubling over 1987 capital formation.

Relating profits to the stock of capital yields the main. performance
measure of this section, namely, return to fixed capitaL or profitability.
As shown in figure 5-4, private profitability exhibited the expected
strongly negative turn during fiscal 1982 and then rebounded strongly
during fiscal 1984. Unexpectedly, private profitability again declined
during fiscal 1988 and did not fully recover in 1989 and 1990. Public
profitability at current prices did not undergo the 1983 decline but was
relatively constant from 1984 on. The reason for the disappointing
private and current price profitability perforrnance is the substantial
increase in the denominator, in particular through the acquisition of Bcal
in fiscal 1928 (and in the private profit case is possibly due to writeoffs
connected with the acquisition of Ecal). The constant-price story is
considerably more opfimistic. This shows a dramatic upward turn in
1988, the year after divestiture! That is, from 1982 through 1986 public
profitability at constant prices increased, from about 2.3 percent to about
19.1 percent. Therecafter it decreased to 11.6 percent in 1987 and then
increased dramatically to a 1988 level of more than 27 percent, reaching
nearly 30 percent in 1989 (followed by a slight decline to 28 percent in
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Figure 5-3. Gross Fixed Capital Acquisition, British Airways, 1980-90
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1990). If the 1988-90 change can be attributed to divestiture, it supports
the view that divestiture improves efficiency.4

Finance

BA had three main sources of finance in the public sector. Public dividend
capital (PDC) was intended to be the equivalent of a private company's
equity, paying an agreed dividend that would at least equal the interest
that would have been paid had the money been lent from the National
Loans Fund. Loans from the National Loans Fund were a second altemna-
tive in the enterprise's early years, although BA took out only two small
loans after 1976 and had repaid all loans by 1984. The third altemative,
which the government increasingly encouraged as its finances came
under strain in the mid-1970s, was to borrow abroad. The treasury
gained because the loan was outside the U.K financial system and
helped it keep within its targets.

BA was initially meant tohave a debt-equity ratio of between 35-65 and
50-50, although the £65 million of PDC it inherited in 1972 gave it a ratio
of 67-33. BA followed this policy until 1976, by which time it had 7280
million of PDC and a debt-equity ratio of 39-61. Extra PDC was issued at
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a rate of £10 million a year from then until fiscal 1982, although this was
grossly insufficient to maintain the desired debt-equity ratio, given the
airline's performance. At its founding BA had PDC of £65 million and
other borrowings of £188 million. By March 1977 BA had PDC of £290
million, had borrowed £84 million from the National Loans Fund and
£134 million from abroad (at its own exchange rate risk because the
treasury scheme had not yet begun),5 and had £20 million outstanding
in fmance leases and other borrowings. In 1979 BA wrote off £160 million
of PDC in an agreed settlement to the problem of cost overruns on the
Concorde supersonic jet.

By March 1981, BA's PDC had been reduced to £170 million, the debt
to the National Loans Fund had declined to £34 million, and BA
had covered foreign loans of F524 million (as the scheme closed to new
loans), other foreign loans of £110 million, and leases of £114 million.
When BA plc took over in March 1984, it had a share capital of £180
million, covered loans of £445 million, uncovered loans of £327 million,
and finance leases of £129 million. To this point the treasury had guar-
anteed all of BA's borrowings, because a public corporation (in the U.K
sense of a state-owned enterprise) was an arm of the government. This
guarantee probably allowed BA to borrow at lower interest rates than

Figure 5-4. Private and Public Profitability, British Airways, 1980-90
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Figutre 5-5. Soutrces of Funds, British Airways, 1981-90
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other airlines in the private sector and enabled it to survive as a going
concem in the early 1980s, when its liabilities exceeded its assets and it
was technically bankrupt. Shortly after divestiture, in March 1987, BA
had covered foreign loans of £89 million, other foreign loans of £133
milliont and finance leases of £75 rion; this represented a large
decrease in the enterprise's indebtedness and a change in the mix of
loans.

Figure 5-5, which presents total sources of funds, reveals tuing
points in 1987 (upward) and 1989 (downward). The breakdown of
sources reveals the following points:

* In only three years was debt the primary source of finance. In 1981
and 1982 this was because of the enterprise's lack of profitability, and
in 1988 it was because cf the need to finance the acquisition of BCal.
* After 1983 (except for 1988) the main source of financing was
internal (retained eanings and depreciation).
* The consequence was a precipitous decline in the debt-asset ratio
from 1983 through 1987 and in 1990 (figure 5-6). The interruption in
1988 of the 1983-90 trend was caused by the acquisition of BcaL
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* What is not apparent from the figures is that, at the time the
prospectus was written in 1987,41 out of 163 aircraft were leased on
operating leases. Of these, 25 were extendable leases that could be
converted to finance leases after six years, giving BA the option of
purchasing the aircraft at no further cost. By March 1990,72 out of 224
aircraft were financed by operating leases, 61 of them extendable. All
the new aircraft acquired since the divestiture were on operating
leases, with the exc2ption of 8 Airbus A320s. The catalyst for this
change appears to have been the need to add to the airline's short-haul
fleet in 1983, at a time when the treasury was opposing extra public
investrment, and BA'S debt-equity ratio was far too high for an easy
flotation. A leasing deal arranged that summer allowed BA to acquire
14 Boeing 737s, circumventing treasury restrictions and financial mar-
ket worries (Campbell-Smith 1986, pp. 95-102).

Fiscal Effects

The impact of the divestiture of BA on the U.K treasury can be divided
into two parts. First and most obvious is the price received for the shares

Figure 5-6. Debt-Asset Ratio, British Airways, 1980-90
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sold. Our calculations show that the net price for 100 percent of the
enterprise (in February 1987 pounds sterling) was about £815 million.
Second, an impact receiving much less attention, but potentially more
important, is the flow of funds to the treasury that occurs on an ongoing
basis. The principal components of this flow are taxes, and its net impact
is sizable. We discuss first the sale transaction itself and then its fiscal
effect.

The pLan was to sell 720 million shares at a price of 125 pence each, of
which 65 pence was payable at once and 60 pence six months later. U.K
financial institutions were initially allocated 45 percent of the shares, BA
employees and the U.K public were allocated 32 percent, fcreign invest-
ors were allocated 20 percent, and the government retained 3 percent for
use in incentive schemes. The issue to the public was oversubscribed by
thirty-two times, and clawback provisions changed the allocation of
shares, so that the public took 45 percent, U.K. institutions took 36
percent, and foreigners took 16 percent The opening price on 11 Febru-
ary was 118 pence per partly paid share, falling to 109 pence at that day's
close-a premium of 68 percent on the first installment.

The first-day premium on the shares represented a rise in the
enterprise's value of £317 million. The government had planned for a
rise of just under half that amount to have a successful issue, but the
remainder was caused by a misreading of investors' sentiment about the
enterprise (the government had initially presented it as an opportunity
for experienced shareholders rather than for first-time buyers), and a rise
in the general level of share pricesbetween the announcementof the offer
price and the start of dealings in BA shares (according to a National Audit
Office report). Between the issue and June 1990 (before the Gulf crisis
affected stock markets), BA generally outperformed the FT-Actuaries
All-Share Index. The index rose by 23 percent during the period, while
BA rose by 75 percent from the offer price and 28 percent from the
first-day price (adjusted for the second payment), which suggests that
the first-day price was sensible.

The actual net proceeds of the original issue are estimated to have been
£858.5 million. The sale was of 699 million shares worth £873.2 million
at the issue price. Employee discounts and free shares reduced this by
£14.7 million. The government retained 3 percent of the shares to use as
a loyalty bonus to small shareholders, and in May 1987 it estimated that
it would need to use £13.1 miion worth of these to satisfy the bonus
(one share for every ten to a maximum of 400 extra shares). The remain-
ing shares were to be sold, which was estimated to give a premium on
the offer price of another £6.7 million. In the event, the government only
issued 6.8 million bonus shares, sold some others (of its original 21.6
million shares), and continued to hold 3.2 million shares. If all the shares
originally retained for the bonus are valued conservatively at £1.25 (in
1987 pounds sterling), whatever the price at which they are disposed of,
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then the 14.8 million shares can be valued at £18.5 million, giving total
proceeds of £877.1 million.

The estimated transaction costs to the government came to £33.9
million (costs borne by BA and the costs of departmental administration
are not included in the figures cited, which come from the National Audit
Office, United Kingdom, 1987/88). Thus, the government's net receipts
add up to £843.2 million. If one discounts to 30 January 1987 all receipts
and costs to the U.K. government of the sale, then the net proceeds are
reduced by another £25 million to £30 milion, to about £815 million.

Annual fiscal flows are presented in figure 5-7. In the seven years prior
to divestiture, the flows of funds between BA and the treasury consisted
of small amounts of interest on loans held by the secretary of state
(roughly £1 million annually), occasional payment and repayment of
part of the principal, equity capital infusions, and value added and
corporate income taxes. Except in 1980, the enterprise was paying no
dividends. Leaving aside the value added tax, the net annual flow to the
treasury was roughly £5 million.6 The exception was 1984, when BA
repaid £42.7 million in debt to the National Loans Fund.

Figure 5-7. Fiscal Flows, British Airways, 7980-90
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After divestiture, BA started paying sizable amounts of corporate
income tax (in the range of £70 million to £80 nillion). This happened at
least in part because of a change in the tax law in 1984 that reduced the
deductibility of depreciation as an expense, and in part because of the
enterprise's increased profitability. To what extent divestiture caused
the jump in tax payments is therefore not entirely clear. In short, after
divestiture the fiscal flow to the treasury rose some £60 milion in the
first year.

To reach the conclusion that the BA divestiture substantially enhanced
U.K. fiscal flows, one has to consider the flows forgone, that is, divi-
dends, interest, taxes, and other flows that would have accrued to the
govemment in the absence of divestiture. This will be taken into account
later.

Effects on Consumer Welfare

How has the divestiture of BA affected consumers? The simplest way to
answer this question is to look at the trends in BA'S prices. Table 5-2
compares BA's overall output prices during 1980-90, deflated by the
consumer price index. Clearly, during 198145 BA's price increases ex-
ceeded the rise in the consumer price index, while during 1986-89 they
stayed below it. In nominal terms, during the whole period prices for
scheduled intercontinental flights increased least (69 percent), and those
for scheduled U.K and European flights increased most (95 percent).
Prices for charter and other services were also on the high side (rising 92
percent and 83 percent, respectively). If one leaves out unusually high
increases in prices for charter flights and unusually low increases in
prices for scheduled intercontinental flights from 1980 to 1981, then
charters become the service with the lowest increases from 1981 to 1990
(19 percent), while scheduled intercontinental ffights (58 percent) are
comparable with U.K and European flights (65 percent) and other
services (53 percent). By deemphasizing charter services, BA was build-
ing on higher-quality and higher-price services. The effect on consumer
welfare of such quality shifts is hard to judge. Year-to-year comparisons
indicate that, on the basis of pure price changes, consumers of BA'S
services lost surplus heavily in 1983, when BA was recovering financially.
Starting in 1985, consumer surplus increased every year, especially in
1988.

Summary

The question "What happened?' has three primary answers in terms of
quantifiable changes in BA'S behavior and performance around the time
of divestiture:



Table 5-2. Real Price CIantiges atnd Consumer Suirpluis, Britishi Ainrays, 1980-90

Cat egorv 1980 1981 1982 1983 2984 1985 1986 1987 1988 1989 1990

Schediuled U.K. antd European flights
Real price 0.84 0.89 1.02 1.15 1.19 1.04 0.99 1.07 0.98 0.89 0.88
Change in

Pnce n.a. 0.05 0.13 0.14 0.04 -0.15 -0.04 0.08 -0.09 -0.09 -0.01
Consumer surplus n.a. -38.00 -97.00 -97.00 -26.00 113.00 41.00 -77.00 101.00 103.00 15.60

Sc1hedulied iWercon tinentalflights
Real price 0.37 0.35 0.35 0.39 0.40 0.41 0.38 0.36 0.34 0.34 0.33

Change in
Price n.a. -0.02 0.00 0.03 0.01 0.01 -0.03 -0.02 -0.03 0.00 0.00
Consumer surplus n.a. 64.00 -3.00 -118.00 -43.00 -40.00 112.00 81.00 134.00 -7.00 27.00

Air tours antid c/iarter services
Real price 0.22 0.32 0.32 0.29 0.29 0.29 0.28 0.25 0.27 0.25 0.23

Change in
Price n.a. 0.10 0.00 -0.03 0.01 0.00 -0.01 -0.03 0.01 -0.02 -0.02
Consumer surplus na. -49.00 1.00 23.00 -4.00 4.00 5.00 32.00 -14.00 11.00 15.00

Otler services
Real price 0.51 0.55 0.61 0.67 0.67 0.62 0.60 0.63 0.57 0.51 0.50

Change in
Price n.a. 0.03 0.06 0.06 0.01 -0.05 -0.02 0.03 -0.06 -0.06 -0.01
Consumer surplus n.a. -18.00 -33.00 -33.00 -3.00 18.00 9.00 -10.00 20.00 25.00 5.00

Aggregate
Real price 0.86 0.88 0.92 1.00 1.04 1.00 0.95 0.94 0.88 0.84 0.83
Change in

Pnce n.a. 0.02 0.04 0.08 0.04 -0.04 -0,06 -0.01 -0.06 -0.04 -0.01
Consumer surplus -41.00 -132.00 -226.00 -76.00 114.00 168.00 26.00 241.00 132.00 62.00

Memorandum: consumer price index 0.71 0.79 0.86 0.90 0.94 1.00 1.04 1.07 1.13 1.22 1.32

n.a. Not applicable.
Source: Authors' ca!ulations from HA data.
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* Quantity effects. Global productivity and productivity surplus
measures (real quasi rents per unit of capital and total factor produc-
tivity) show a dramatic positive turnaround in 1983. A major produc-
tivity slump in 1987 was followed by a recovery in 1988.
* Price effects. BA'S output prices increased most dramatically dur-
ing 198082, the years with the highest rate of inflation. They only
decreased across the board in 1986 and to some extent in 1988. In real
terms, prices increased in all years from 1980 to 1984 and decreased in
all years from 1985 to 1990.
* Investment effects. Real gross fixed capital formation declined
steadily during 198043 from £400 mnillion to £100 million, then had a
bumpy increase to about £250 million in 1987, jumping to above £800
million in 1988 and then declining to £440 million in 1990. Even if one
omits the acquisition of BCal, the jump in 1988 is still impressive, and
the subsequent decline appears minor. Thus, divestiture was clearly
followed by growth in fixed capital formation and acquisition.

In sum, the quantitative evidence suggests only two dear and signif-
icantl behavioral changes that could possibly be associated with divesti-
ture, namely, positive tumarounds in 1984 and 1988 for productivity and
public profits at constant prices and for fixed capital formation. The
change in direction of real output prices in 1985 and the reduction in real
gross fixed capital formation in fiscal 1990 appear to have been unrelated
to divestiture.

Why Did It Happen?

How can we explain the correlations we found between BA's perfor-
mance and divestiture? Two features make the answer particularly
difficult. First, our data suggest that there were two major tumarounds
in BA'S performance, during fiscal 1984 and 1989, that have to be ex-
plained. Second, the timing of the turnarounds does not provide dear
dues related to divestiture. The first turnaround occurred years after
plans for BA'S divestiture wer i made public, but before the actual divest-
iture took place, whereas the second tumaround coincided as much with
divestiture as with the acquisition of BCaJ. Thus, for the first tumaround
we have to explain that the phenomenon was not simply caused by the
business cycle or some other condition exogenous to BA. If we find that
it was caused by some endogenous factor, then we have to relate this
factor to the announcement of divestiture. For the second turnaround
we also have to be able to exclude extemal causal factors and to explain
that the acquisition of BCal would not have happened under continued
public operation of BA. Rather than consider the changes in investment,
price, and quantity components at once for the entire 1980-90 period, we
therefore prefer to explain the two major positive turnarounds separately.
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The 1983-84 Turnaround

Recall that BA's performance in terms of private profit, public profit at
constant prices, and total factor productivity deteriorated substantially
during 1980-82. In 1980 real fixed capital formation was still at exceed-
ingly high levels, indicating that BA was in the midst of a major aircraft
fleet expansion program that was viewed as a means of reducing past
overstaffing. In 1980 oil prices accelerated, and the airline industry,
despite (or because of) rising output prices, experienced a slump in
output quantity. BA's dismal performance in 1981 and 1982 can thus be
traced to continued oveistaffing combined with overinvesting. Hence,
the 1983-84 turnaround starts from a deep valley in performance.

INVESTMENTEFPFEC It appears fairly obvious that BA experienced over-
investment in 1980, so that the overall load factor fell from 64.6 percent
in 1980 to 60.7 percent in 1981. This was the largest drop in any year
between 1971 and 1990 (however, the 1981 load factor was still higher
than in any year before 1979). The question is whether this situation was
any different from that of other airlines, domestic or foreign.

Given the extent of overcapacity, BA had little need for additional
investment, and therefore investment constraints, if any, would not have
been binding. BA'S gross capital formation remained low until 1987. This
was in line with moderate output growth and an increase in load factors.
Thus, unless BAWS output would have grown more under the prospect of
continued public operation, there is no reason to suspect that investment
would have occurred at a substantially different level. However, after
paying for a larger wage bill, even the low level of net capital formation
experienced might tave required substantially more extemal financing
(or govenmment subsidies).

PRICE EFFECtS. During 1980-82outputpricesincreasedsubstantially,but
as noted earlier, these increases were not enough to keep pace with input
price increases. This seems to have been a phenomenon that BA sharect
with other airlines. The world's airlines as a group suffered operating
losses from 1980until 1982, and theiroperatingprofits averaged less than
3.5 percent of revenue between 1977 and 1988, before taxation and
interest payments.

A comparison of average prices charged (per revenue tonne-kilometer)
by BA and BCal (see table 5-3) shows tat in 1980 (BA fiscal year 1981)
prices were almost the same for both airlines (33.0 pence for BA versus
33.5 pence for BCal). However, thereafter BA's prices (and operating costs
before depreciation) increased at a much faster rate until 1984, when BAgs
average price reached 48.3 pence versus 4227 pence for BCal. The years
1985 and 1986 saw larger price increases for BCal, while Bcal's price
decline in 1987 was catastrophic against BA'S almost steady prices. A
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Table 5-3. Average Prices and Costs, British Airvays and Brit is!,
Caledonian, 1980-89

Prices Costs

Year BA BCia BA BCal

1980 33.0 33.5 31.2 30.5
1981 37.0 35.0 37.2 32.4
1982 39.1 35.5 37.1 34.1
1983 44.6 40.4 39.0 36.9
1984 48.3 42.7 40.5 38.4
1985 50.5 45.1 42.4 40.4
1986 50.0 45.8 44.4 41.6
1987 49.8 41.9 44.5 38.8
1988a 53.0 n.a. 46.4 n.a.
1989b 52.4 n.a. 44.7 n.a.

n.a. Not applicable.
a. BA figures partially include 8cal.
b. BA figures fully indude BCal.
Source: International Airline Statistics, various years, with adjustments made for BA's

fiscal year.

comparnun of price and cost increases shows that BCal was doing
comparatively much better than BA in 1981, while BA was doing better
from 1983 on.

In its pricing of outputs, the question is whether under continued
public operation BA would have charged prices different from those
under anticipated divestiture. We strongly believe that BA had been
aiming for profit-maximizing prices and would have done the same
under continued public operation, for two main reasons. First, given the
large share of foreigners among BAWS customers, the U.K government
would have had little reason to induce BA to charge prices below profit-
maximizing levels. Second even profit-maximizing prices, over the long
run, have not led to excessive profits in the airline industry in general.

However, if one compares price and quantity growth at BA with that
at Bcal during 1980-87, one is led to believe that BA did change its pricing
policy. During this period BA'S prices grew, on average, by 6.1 percent
compared with Bcal's 3.2 percent price rise. Against this, the growth rate
of operating costs (before depredation) was 52 percent for BA versus 3.5
percent for BCaL Thus, BA apparently moved to higher-cost outputs
(shorter distances and more service) relative to Bcal but, in addition,
enjoyed a net price increase (or cost decrease) over Bcal. The conjecture
that there have been net price increases relative to BCal is confirmed by
the differential rate of expansion in the quantity of output. Output (in
revenues per tonne-kilometer) grew at an average rate of 9.4 percent for
BCal compared with 1.7 percent for BA. In contrast, the merged BA-Bcal
experienced a decrease in nominal prices and unit operating costs in 1989
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over 1988 in terms of revenue tonne-kilometers. This suggests a struc-
tural output effect of the scal merger on BA, and supports the conjecture
that price and cost differences between BA and BCal before 1988 were due
to differences in output structure.

QUANTITY EFFECTS. As stated earlier, BA'S public profitability and total
factor productivity increased during 1983-86 and 1988-89 but declined
in 1981, 1982, and 1987. The question is, Were the 1983-86 improvements
endogenous, caused by the announcement of divestiture, or exogenous,
attributable to macroeconomic recovery? To answer this question we
examine time-series and cross-sectional data in turn.

The main intertemporal question is whether the years 1983-85 mark
an extraordinary recovery compared with the cyclical fluctuations that
went on before. Unfortunately, data deficiencies prevent us from con-
structing a time series linking the 1970s and 1980s. Some partial indica-
tors are, however, available from the literature. Hutchinson (1991)
calculated growth rates in labor productivity for BA for 1970-75 at 0.9
percent per year, for 1976-81 at 8.1 percent, and for 1982-87 at 9.3
percent. (Hutchinson's numbers on BA's labor productivity are not quite
compatible with those of Bishop and Thompson 1991, wh.o report an
average increase of 7.4 percent per year for 1970-80.)

Considering that 1981 and 1982 were low-productivity years, this
indicates only minor improvement after 1982, while the period 1976-81
shows a real takeoff compared with 1970-75. Additional information
provided by Hutchinson on capital-labor ratios makes the 1982-87 pe-
riod look relatively worse, because the capital-labor ratio during this
time increased by 10.7 percent per year compared with decreases of 0.5
percent for 1976-81 and 8.4 percent for 1970-75. Thus, Hutchinson's
analysis indicates that from 1983 on BA was simply getting back onto its
own long-run productivity trend. However, BA's crisis management is
likely to have accelerated this process substantially.

BA's improvement in productivity would say little about the success
of divestiture if BA's performance relative to other airlines simulta-
neously declined. The only comparable U.K. airline at the time was BcaL
which experienced substantial difficulties. We would therefore rather
compare BA with some other European airlines, all of which are fully or
partly state owned.

A comparison of BA's total factor productivity on European routes
with that of four other European airlines (Air France, KLM, Lufthansa,
and Swissair) shows BA improving from third to second place between
1981 and 1986 (Encaoua 1991, pp. 121-22). Air France is first in both
years. However, in 1981 it was 23.6 percent ahead of BA, but in 1986 it
was only 4.9 percent ahead. According to Encaoua, aLl five airlines had
a bad year in 1986 (BA's fiscal 1987) and a good year in 1984. The other
years were a mixed bag.
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BA shows a clear improvement in profitability and productivity during
1983-85. To some extent, time-series data of airline productivity perfor-
mance lend support to the hypothesis that causation was specific to BA
crisis management, but domestic and international comparisons do so
more clearly. We conclude that there is convincing quantitative evidence
that BA'S performance improved during 1983-85 (subsequent im-
provements will be discussed later). Now, which factors specific to BA
can be made responsible for the turnaround?

In 1981 Sir John King was appointed chairman to turn BA'S perfor-
mance around. His strategy was to reduce both the work force and
capital expansion. Although the turnaround can be attributed to King's
appointment, whether it can be attributed as an announcement effect of
divestiture is questionable. The coverage in The Economist (e.g., 7 April
1979, p. 89, and 9 September 1979, p. 102) makes it plain that the
government had planned to (partially) divest BA by 1981 or 1982, and
thnt BA'smanagementsupported this. Thatannouncementdefinitelydid
not lead to a performance improvement. Rather, immediately after the
announcement performance deteriorated because of overinvestment
and continued overstaffing.

It was the new management team under King that reduced overstaff-
ing directly and turned the company around using a strategy of cost
cutting rather than raising output. Hence, if one wants to attribute the
1983-84 improvement to the announcement, one might as well do so for
the 1980-82 downturn. However, as the Monopolies and Mergers Com-
mission (1987) put it, "Lord King of Wartnaby was appointed chairman,
with the remit of retuning the company to profitability and preparing
it for privatisation." It is apparent from this that King took on the task
as chairman with the clear understanding that BA would be divested.
Thus, if the appointment of King can be attributed to divestiture, and the
turnaround to the appointment of King, then the tumaround can be
attributed to divestiture. There is, therefore, a high probability for a
counterfactual without King and without the 1983-85 tumraround. How-
ever, other U.K. public enterprises in desperate situations have been able
to attract executives of King's caliber and have been able to lay off large
numbers of workers without the threat of divestiture. Most notable is the
appointment of Ian McGregor as chairman of British Steel and later of
the National Coal Board, and the layoffs at these two enterprises as well
as at British Rail (these layoffs are documented in Bishop and Kay 1991).

The 1988-89 Turnaround

There is another reason not to stylize the 1983-84 turmaround into a
major proof of a strong positive announcement effect. While the cLhange
during 1983-86 was dramatically positive, BA'S productivity in 1986
exceeded its 1980 level by only 8 percent, and then declined in 1987.
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A similar point can be made about the 1988-89 turnaround. Without
the 1987 deterioration the 1988-89 turnaround would have been less
visible. The bad year from April 1986 to March 1987 runs parallel to a
decline in airline travel worldwide, especially across the Atlantic (this is
also evident from Encaoua 1991). BA's prospectus (p. 39) reports a 21
percent decline in revenue passenger-kilometers on the North Atlantic
routes in the first quarter of fiscal 1987, dui ing which BA did not adjust
its capacity. This contributed to the drop in the overall load factor from
68.0 in 1986 to 67.0 in 1987, although part of this was caused by expansion
of short-haul capacity.

The investment effects of the 1988-89 turnaround are the simplest part
of our story. BA was divested at a time when the public sector borrowing
requirement had already largely ceased to be a stringent constraint. The
only investnent that we postulate as a result of divestiture was the
purchase of Bcal. We believe that this would not have taken place under
continued public operation of BA, but the reason for this belief is not an
investment constraint on BA'S part. Given that private buyers were
available, the goverrnent of Prime Minister Margaret Thatcher, on
ideologcal grounds, would not have allowed a state-owned BA to take
over its private competitor.

We cannotbe sure about tie exactextent to which BA's enormous gross
fixed capital formation in 1988 and 1989 was influenced by the scal
acquisition. However, assume that there is a remainder that would have
had to be financed under continued public operation. This could fairly
easily have been accomplished, given that the U.K. fiscal deficit turned
to a surplus in 1987-88; that investment at other U.K. public enterprises
(e.g., in the electric power sector) began to recover in 1989; and that,
according to our counterfactual run, BA would have been able to pay
dividends to the treasury from 1987 on. The amounts could have been
invested instead.

To what extent are changes in BA's rate level and rate structure
attriblutable to divestiture? To begin with, note that two changes about
divestituremight trigger price changes. The first is tat BA would become
rree of government objectives to sacrifice profits in exchange for con-
sumer benefits. The second is that BA's acquisition of BCal would reduce
competition in the airline market. We have already disposed of the first
argument in our discussion of the 1983-84 turnaround. Thus, we now
have to show what the effect of the Bcal acquisition on prices has been,
if any.

One strong hypothesis is that BA would probably have kept rates from
1987 to 1990 about where they actually ended up. This was the Monop-
olies and Mergers Commission's basic prediction when it approved the
BA-Bcal merger. Three reasons support this conjecture: first, the regula-
tion of domestic rates and the dependence of intemational rates on
bilateral agreements; second, the existence of legal entry barriers and
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airport congestion at Heathrow and Gatwick; and third, the contestabil-
ity of airline markets. We discuss these reasons in turn.

The United Kingdom had deregulated domestic rates by 1985, long
before the acquisition of scal. International bilateral agreements were
still important but only govemed about half the routes in which BA and
Bcal used to compete directly. Clearly, bilateral agreements are likely to
have some cartel effects. We nevertheless judge that the scope of regula-
tion and bilateral agreements during 1987-90 would not have prevented
all or most of BA'S international prices from being lower if BCal had
continued to be independent.

Legal entry barriers have increasingly lost importance in aviation.
Domestically in the United Kingdom they had been abolished by 1987
and were not binding on BCal for most of the routes in which it was
competing with BA. The more intiguing question concerns airport con-
gestion. To dispose of this argument, we really would have to show that
Gatwick and Heathrow were not fully constrained during all of 1987-90.
One way to make this point is to show that traffic increased without an
increase in capacity. In reality, major expansions at Heathrow had been
largely completed by 1987, while at Gatwick new capacity was added in
stages Loom 1987 on (United Kingdom, Department of Transport 1985).
Traffic at Heathrow increased from 308,000 to 368,000 movements, and
at Gatwick from 174,000 to 189,000 movements during 1987-90 (United
Kingdom, Department of Transport forthcoming). Whereas before the
expansion Heathrow had virtually no excess capacity, it must have had
some when the new terminal came on stream. Gatwick was less con-
strained to begin with, and its traffic grew by less than the capacity
expansion.

The contestability hypothesis states that it is not actual competition
alone but equally potential competition that determines the price in
markets with no entry barriers. Aside from congestion, other entry
barriers appear to exist that make airline markets noncontestable. This
has been shown repeatedly in the literature and is now widely acknowl-
edged (see, for example, Morrison and Winston 1987, and Hurdle and
others 1989).

To sum up, the only reason with substance why the BA-Bcal merger
might not have influenced rates is airport congestion. To the extent that
congestion posed no binding constraint on the combined output of BA
and BCal, the question therefore remains how prices would have been
set in the absence or the merger. First, we have no information on direct
competition in charter fiights. Note here that BA was not and is not the
dominant charter airline in the United Kingdom, and BCal was only 40
percent of BA'S size in charters. This market was and remains reasonably
competitive. Hence, any price effect of the Bcal acquisition on the charter
airline market is unIikely. Second, we can dismiss the notion that Bcal
would have had an effect on market prices on scheduled routes where
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it did not compete directly with BA (dismissal of contestability and of
network pricing). Third, we assume Coumot competition in equilibrium
for those markets in which BA and Bcal competed before the merger and
that were not subject to price regulation or bilateral agreements.B For
scheduled ffight services we come up with a OA percent price differential
between the actual and the counterfactual. 9 Prices for charter and other
services appear to have been unaffected by divestiture.

BA shows some improvement in productivity at the time of divesfiture.
As mentioned above, productivity increases in the years 1983,86 re-
sulted mostly from a decrease in the quantity of inputs, while outputs
were flat or declining. In contrast, large output increases accompanied
the 1988 and 1989 productivity increases. These output increases can be
traced largely to BA's acquisition of BCal. Furthermore, when the 1987
productivity slump is ignored, the extra improvement in productivity in
1988 appears to be small and fully attributable to the Bcal acquisition.
Through the merger with BcaL BA actually grew by less than the former
size of BcaL This is partly because the merged enterprise had to give up
slots, and partly because of the relative price increase. According to our
estimates, the revenue difference between the actual situation and the
counterfactual in 1989 (the first full year after the merger) is £600 millon,
rather than BCal's premerger revenues of £750 million. The correspond-
ing difference in the number of employees is 5,400, compared with 7,700
Bcal employees before the merger. This difference can be used as the
basis for a counterfactual estimation of the merger's effect on BA'S
productivity.

Other than that, we conclude that there is no convincing quantitative
evidence that BA's productivity through 1990 was enhanced by the 1987
divestiture.

Counterfactuat Scenarios

We have argued that the appointment of a successful top manager in
1981 and the 1983-44 turnaround would likely have happened without
the plan for BA's eventual divestiture. Our base counterfactual therefore
ignores any announcement effects and looks only at changes that oc-
curred in direct connection with divestiture. In addition, we briefly
report on an alternative scenario that helps us evaluate a possible an-
nouncement effect from the measures Lord King and his management
team took from 1982 on.

Accordingly, in our base counterfactual run, we assume very little
behavioral change in technical coefficients. The main behavioral effects
of divestiture here stem from the acquisition of Bcal.

The base counterfactual assumes three major differences from what
actually happened. First, BCnd's assets, liabilities, routes, employees, and
so on would not have been added to BA, but would instead have been
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used elsewhere. Here we assume that Bcal would have continued to
exist, either independently or merged with another, possibly foreign,
airline. Second, without the merger, BA would have kept prices slightly
lower than it actually did. We assume that the effect of the merger on
prices was restricted to scheduled ffight services and amounted to a 0.4
percent price differential. Third, without the merger, BA would have had
less incentive and opportunity to increase labor productivity.

In the alternative counterfactual scenario we assume that BA's work
force reduction between 1982 and 1984 would have been much less
drastic, and we trace the consequences of this difference. In addition, we
assume the Bcal acquisition would not have occurred.

What Will Happen?

The airline industry has been undergoing such massive changes in
market organization and has been so affected by world politics that its
long-run outlook is highly uncertain. The outlook of any single firm in
this market is more uncertain still. In our projections, therefore, we have
taken the existing frameworks used to analyze the data period 1980-90
and have made assumptions about reasonable growth rates or parameter
values. The main purpose is not to predict the future, but rather to derive
present discounted values for the main variables.

To facilitate comparison between the private and public cases, we have
assumed the same exogenous long-run demand growth of 4 percent per
year for the actual situation and for both counterfactual cases (note,
however, that BA'S 1990 annual report still quoted a consensus of predic-
tions for 6 percent annual growth of the airline industry through the
1990s). In addition, we have assumed a constant 6 percent inflation rate
in the projection period, so nominal demand for each output grows by
that factor also.

To make quantity projections and to achieve counterfactual output
quantities, we made assumptions about (real) price elasticites of de-
mand for BA's four outputs. These assumptions reflect our reading of the
relevant economics literature. For scheduled U.K. and European flights
we assumed an elasticity of 1.1, for intercontinental flights of 1.2, for air
tours and charters of 1.5, and for miscellaneous services of 1.0.

Regarding prices we assumed that, in line wiih our conservative bias,
the estimated price differential of 0.4 percent for scheduled flight services
would persist over time. As concerns price changes over time, an as-
sumed real price decrease of only 0.2 percent per year after 1990 reflects
our conviction that major real price decreases cannot continue forever.

For both the private and the public cases we assumed constant real
input costs other than labor after 1990, plus a constant opportunity cost
of working capital, a discount rate of 35 percent (or 9 percent in real
terms), and a constant loan rate of 12 percent (or 6 percent in real terms).
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The driving force behind input requirements is technological prog-
ress, which we believe to be primarily labor saving. We have assumed
that the per unit requirements of internmediate inputs, inventories, and
working capital remain unchanged thioughout the period forboth cases.
We have, however, assumed changes in labor requirements.

BA reduced its work force by more than 4,000 in 1991-92. Although the
quantity of labor has not declined dramatically, we take this as indicative
for the current private sector management of BA, and therefore we
implictly assume some improvement in the labor efficiency parameter
resulting in a 1 percent annual reduction in real labor costs after 1990 in
the private case. In the public case, we assume that real labor costs per
unit of output would have been stationary during 1988-90 and would
decline by 1 percent per year thereafter.

What Is It Worth?

In tis section we determine the bottom line on net benefits, and we
exa=ine whether they were positive or negative and how they were
distributed.

Given our base scenario assumptions, we can summarize the answers
in six propositions (table 5-4 and figure 5-8)Y10

* Although changes from divestiture went in both directions, society
reaps a net gain of £680 million (in 1987 pounds sterling). If this were
converted into a perpetual annual flow (at a real interest rate of 9
percent), it would be 2 percent of BA'S 1987 revenues. About £125
million of the net gain goes to foreigners, while about £550 milion
stays in the United Kingdom.
* Private buyers do well for themselves, paying about £875 million
(£1.22 per share) for stock worth £1,650 million (£2.29 per share), for a
net gain of about £770 million. Of this gain, about £83 million goes to
BA employees.
* The govemment is less of a winner, coming out about £315 milon
ahead.
* Consumrers, in contrast are worse offby about £325 million, which,
however, is only 0.6 percent of the present value of consumer surplus
generated in BA's markets. (Foreign consumers lose approximately an
additional £190 million [in 1987 pounds sterling] that has not been
included in our other calculations.)
* Although output prices went up, BA's erstwhile competitors lose
about £85 million from divestiture. However, we believe that compet-
itors actually gain, because the negative number results from quasi
rents that would have accrued to the former Bcal (or its potential other
acquirers) and are now shifted to BA.
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In terms of intertemporal welfare change, the data period (1987-90)
comes out with a loss of £150 million (including tr-ansaction costs), and
the first five-year projection period (1991-96) shows a moderately
positive balance of £200 million, as less financing is required. The final
period shows the remaining gain of about £630 million. The negative
outcome for the data period is entirely explained by additional financ-
ing, in particular of Bcal's assets. Although these assets are financed
in the data period, their productive benefits occur largely during the
first five years of the projection period.

The bottom-line results under the alternative counterfactual scenario
(not shown) differ from those in the base scenario mainly by an increase
in the net gain to society of about £240 million, from £680 million to about
£920 miUlion (in 1987 pounds sterling), with virtually all the increase
going to the govemment in the form of higher taxes (£130 million) and
less reduction in quasi rents (£110 million).1 '

Our base value of Vpp of about £1,650 million is almost exactly equal
to BA's highest stock market value in January 1993. Considering that Vpp
is a 1987 present value, one may be surprised that it is so close to BA'S

Table 5-4. Distribution of Welfare Gains and Lossesfrom Divestiture,
British Airways
(millions of pounds sterling)

Private Public
Category operation" operationb Difference

Govemment
Taxes 5,123 4,776 346
Net quasi rents 502 1,376 -874
Net sales proceeds (cash) 843 0 843

Total 6,468 6,153 316

Employees 0 0 0
Private domestic shareholders

Diverse 646 0 646
Concentrated 0 0 0

Foreign shareholders 126 0 126
Competitors 892 976 -84

Subtotal 8,131 7,128 1,003

Consumers 49,278 49,600 -323

Total 57,409 56,729 680

a. BA and scal combined.
b. BA only.
Sounre. Authors'calculations.
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market assessment at the time of this writing. It is also much higher than
BA'S actual market assessment right after divestiture. In our view, the
main reason for the difference lies in the applied discount factor. Our
base case scenario shows BA only earning normal rates of return over the
long run. We do, however, assume steady-state conditions in the future
without major interferences such as the Persian Gulf war. Clearly, we
could have done a risk adjustmient in the private discount rate for BA's
profits. An increase in the nominal private discount rate from 15 percent
to 20 percent reduces Vpp to £1,177 million, slightly below BA'S market
valuation on the first trading day in 1987. However, our main emphasis
has been on the welfare effects rather than on the stock market. We
therefore have assumed away uncertainty and risk aversion.

Compared with other industries, BA has been paying fairly high
average wages and salaries. For example, between 1980 and 1987 the
average remuneration of BA employees was 35 percent higher than that
of the average British Telecom employee, and 65 percent higher than that
of the average National Freight employee. Although differences in qual-
ifications and responsibilities can explain a large portion of the differ-
ence, one might expect that any involurntary layoffs at BA from

Figure 5-8. Distribution of Welfare Gains and Lossesfron Divestiture,
British Airways
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divestiture would reduce labor rents. In our base case scenario we
postulate no causal relationship between divestiture and the BA layoffs
in the early 1980s. However, we have to consider the layoffs of 4,600
employees in fiscal 1992 and 1993. For these layoffs BA has put aside £97
million in severance pay. This comes to slightly more than £20,000 per
employee. We believe that this amount is enough to compensate for most
or all labor rents lost through layoffs.

The difference in average employee remuneration between BA, on the
one hand, and British Telecom and National Freight, on the other,
widened during 1980-84 and shrank thereafter. This indicates that BA's
divestiture has not created any sizable new labor rents through wage
and salary increases.

Labor rents were, however, created through the sale of shares to BA
employees at the time of divestiture. Eligible employees and pensioners
received a total of £14.7 million in discounts and free shares. In addition,
they were given the opportunity to buy more shares at divestiture than
were ordinary U.K citizens. The total amounted to about 9.5 percent of
BA'S shares at the time. One can argue that as citizens they would have
bought some amount of shares anyway. However, 94 percent of the
eligible employees made use of the offer, whereas fewer than 2 percent
of the general population became shareholders. Hence, we believe that
£14.7 million plusabout9 percent of the remaining total shareholder gain
of £757 million (772 minus 14.7) accrues to employees, giving them a total
of £83 million.

Conclusion

The quantitative evidence on BA'S performance suggests two clear and
significant behavioral changes that could possibly be associated with
divestiture, namely, positive turnarounds in 1984 and 1988 for produc-
tivity and fixed capital formation. Webelieve that two events canexplain
these two main tumarounds. The 1984 tumaround is based on cost-
cutting and possibly on output-improving measures taken by BA under
its new chairman, Lord King. Lord King's appointment itself could be
related to the announcement of BA's divestiture, but we remain uncertain
about this causal link.

The 1988 turnaround is closely linked to BA's acquisition of BCal and
the synergies realized through this merger. We firmly believe that the
merger would not have occurred without BA's divestiture.

Our base counterfactual traces only the consequences of the
govemment's sale transaction and the effects of the BCal acquisition. In
addition, our alternative counterfactual scenario takes into consider-
ation that announcement effects could have occurred during 1982-86.

Our review of the quantitative record suggests that as a result of the
divestiture of BA:
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* BA acquired iCal in December1987, resulting in some improvement
in operational efficiency and some increase in BA's market power.
* BA improved its performance during 1982-87 through massive
layoffs during 1982-84. This improvement could be attributed to the
announcement effect of divestiture.
* Changes after 1987were sufficient to make societybetteroffby f680
million at 1987 prices. If one includes changes made between 1982 and
1987 as an announcement effect of divestiture, the net gain increases
to £919 nillion.
* BA's divestiture was almost a Pareto improvement, with some
overall losses for consumers and possibly for BA's competitors.

Notes

This chapter was written by Ingo Vogelsang and Richard Green with Manuel
Abdala. The authors would like to thank Roger Maynard of British Airways for
supplying them with data.

1. From 1960on, other U.K. airlineswere allowed tooperate scheduled flights,
but none came close to the size of the state carriers.

2. This assuimes that the convenience of using Heathrow is worth more,
relative to the fare, for the more expensive classes than for charter travelers.

3. Differences between our numbers and BA'S published income statement
and balance sheet result from our spreading out provisions for severance pay
over the 1982-85 period.

4. As explained in chapter 2, the total factor productivity indicator and public
profitability at constant prices tell essentially the same story. In BA'S case, public
profitability is considerably more volatile because it is the difference between
benefits and costs rather than their ratio. However, both series rise and fall in
tandem.

5. Between 1977 and 1981 the U.K treasury operated an exchange cover
scheme, under which BA could borrow in dollars in the United States and then
swap the dollar loan for an existing one with the treasury.

6. During 1980-85 BA paid, on average, £3 million per year in direct taxes to
foreign govemments. This nurmber was reduced to £1 million during 1986-89
and increased to £S million in 1990.

7. Consumer surplus change here has been calculated by multiplying the
price change by the quantity sold in the previous period (the Slutsky compensa-
tion). By neglecting the effects of demand elasticities, the Slutsky compensation
is a conservative approximation that underestimates improvements in consumer
surplus and overestimates deteriorations.

g. We assume here that other firms' market shares do not change as a result
of thermerger.Underthisassumption theotherfinmshave toexperiencemarginal
cost increases along with output reductions (see Farrell and Shapiro 1990 on the
problem of relating price increases to mergers). If oligopolistic competition
between airlines is of the Bertrand type, the price effects of the BA-Bca merger
will depend on the change in joint capacity and its effects on the marginal cost
of the marginal suppliers. Similarly, if BA can be viewed as a dominant firm and
the other firms as the competitive fringe, the price effect would depend on the
merger's effect on the marginal cost of the marginal firms. In the case of domi-
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nance at a hub, an increase in the price differential between BA and its remaining
rivals at Heathrow and Catwick is likely (see Borenstein 1989). If the combined
BA-Bcal has less marketshare than the two individual enterprises had before the
merger, then it is questionable whether the market share increase of (foreign)
competitors benefits the United Kingdom.

9. Our numbers are derived by calculating implicit price-cost margins from
unit cost and revenue tables provided in Encaoua (1991). The resulting price
effect issmall enough to be considered conservative. In fact, BA'sprice differential
over Bcal before the merger indicates that there is some product differentiation
that we are ur ble to capture in our model. For the effect of mergers on prices in
differentiated product markets see Willig (1991, pp. 281-312).

10. We have also conducted sensitivity tests of the relative impact of various
variables on the profit and welfare change from the BA divestiture. Unsur-
prisingly, BA's privatevaluation, VFP is most influenced byoutputpricing capital
disposal, and capital deterioration rates. In addition, our bottom-line welfare
results are fairly sensitive to changes in BA's output pricing (relative to input
prices) and the real discount rate.

11. What needs some explanation is why BA employee rents remain the same
as under the base case scenario. Recall that BA reduced its work force drastically
during 1982-84. Accordingly, the difference under continued public operation
between the base case and the alternative counterfactual scenario in the number
of employe 7sbetween 1982 and 1987 is 30,000employee-years. However, BA paid
£167 million in severance pay to employees leaving the enterprise or retiring
early. This severance would have paid for 12,000 employee years or 40 percent
of the total remuneration. In our view, 40 percent is a generous estimate of the
rents to BA employees at the time. Hence, we believe that virtually no employee
rents were lost as a result of the reduction in BA'S work force.



6. National Freight

NFc plc, formerly the National Freight Consortium plc, is the holding
company for a number of transport and other companies. As a holding
company, NEC supplies central direction to its operating companies but
delegates most decisionis to them. This decentralization of decisionmak-
ing (also practiced when NrFc was in the public sector) makes the U.K
road transport industry very different from the typical, fairly monolithic,
nationalized industry. Road freight transport is a fragmented industry.
It is also a major one: turnover in the United Kingdom equaled 8.7
percent of that country's GDP in 1989, and the industry is similarly
important in most othercountries, so thata major state-owned transport
enterprise is a good candidate for divestiture.? NFC is also of great interest
because, for most of the 1980s, 80 percent of its shares were reserved for
past and present employees of the group and their families, who still
own the majority of shares, although the company is now quoted on the
London Stock Exchange. NFC's employee buyout was almost unique in
the history of public-enterprise divestiture, and the company believes
strongly that its worker-shareholders have created a much more surcess-
ful company because they own it.

The 1982 employee buyout of NFC has been celebrated as a surprising
success. Before divestiture, NPC's outlook was bleak. Around 1980 in
particular, NFC was overstaffed, short on investment, and losing money.
After divestiture the company grew in output but continued for some
time to shrink in employment.

Hopes and expectations for NFC's divestiture were not high after the
govemment produced reports saying that it would not be possible to
find a wiling buyer. On the other hand, NEc was operating in competi-
tive markets. Also, for a number of years NFC had been a fincial drain
on the govenmment. Hence, it was a prime candidate for divestiture.

There appears to be wide agreement among economiists, politicians,
regulators, and financial analysts about NFE's performance since divest-
iture. First, NFC has been extremely successful in terms of its financial
performance, although this may have been helped by its inheritance of

143



144 Welfare Consequences of Selling Public Enterprises

valuable real estate, which could be disposed of in a booming real estate
market. Second, NFC has been successful in its output mawkets and has
expanded rapidly. Third, labor ownership has worked: NFc has had
peaceful labor relations even as it has reduced its work force and in-
creased productivity. Fourth, the company's new owners have made
enormous capital gains (over 10,000 percent in less than ten years).

This chapter will not overturn any of these conclusions. However, our
quantifications maychange the conventional view about the distribution
of the benefits.

Background

The followingsections trace the history of National Freightin the context
of the freight industry in the U.K as well as labor relations in the NFC.

History

The motor freight transport industry in the United Kingdom has almost
always been highly fragmented. The industry became significant only
after the first world war released many ex-service vehicles, and many
demobilized servicemen became self-employed owner-drivers. There
were few entry barriers, either legal or financial, and few economies of
scale for many types of operation at the level of the firm, so that a pattern
of many small firms was established and has tended to remain (Mackie,
Simon, and Whiting 1987). Concern over safety-and for the railway
companies' profitability as they lostbusiness to the road haulers-led to
the creation of a system of operator licensing in 1933, intended to ensure
standards and restrict entry. To carry goods for 'hire or reward" an
operator had to demonstrate "proof of need," but this was not required
for a firm wishing to carry its own goods. "Own-account" haulage was
therefore boosted by the licensing system, even after the 1953 Transport
Act made entry easier by requiring those objecting to a license applica-
tion to prove that thare was no need for the service.

The licensing system failed to protect the railways' freight business.
The railways carried 26 percent less general merchandise in 1937 than in
1913, despite the overall rise in activity. Growth in road transport since
1953, both in absolute terms and relative to rail, has been substantial, and
there was also a significant shift away from own-account to hire-and-
reward haulage during the 1960s, when carriers' licensingbecame easier,
but before it was replaced by operator licensing (requiring only technical
competence) in 1970.

In 1948 the Labour goverrmentnationalized many of the long distance
road haulage firms under the British Transport Commission, but many
of them were retured to the private sector by the subsequent Conser-
vative government between 1952 and 1956. British Road Services (BRS)
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ran those that remained in the public sector, competing against the
private haulers. In 1962 all the publicly owned nonrail transport busi-
nesses were brought under the Transport Holding Company, which
bought some other businesses from the private sector, encouraged by
the 1964-70 Labour government.

The 1968 Transport Act created the National Freight Corporation,2

which was charged with integrating road and rail services throughout
the country. NFC comprised the road freight transport companies of the
Transport Holding Company (which were profitable), two shipping
companies (one of which was sold and the other dosed in 1971), and two
former divisions of British Rail (which were both money losers).
Freightliners Ltd., in which British Rail retained a 49 percent stake, was
the recently established rail terminal and road haulage part of the
railway's freight container activities and was expected to become prof-
itable as it matured. National Carriers Ltd. was the new name for British
Rail's division of road parcel carriers, which was massively unprofitable:
its revenues in 1968 were about £25 mrillion and its losses £20 million-as
far as could be gathered, since British Rail did not give it separate
accounts. National Carriers' 25,000 staff were transferred to NFC but
remained members of ihe railway unions, covered by railway pension
schemes, which would cause problems later. The government realized
that absorbing National Caiers would cause problems for the new
corporation, and it allocated up to £60 million in grants over five years,
to cover losses and interest payments on the corporation's debt. NFC was
set up with £99 million of fixed-interest debt and no equity, which would
later mean that trading profits were often converted into overall losses.
NFC's other inheritance from National Carriers was a "dowry" of prop-
erty, often occupying prime sites. This was intended to be some compen-
sation for the enterprise's other problems, and it started NFC in the
property business.

The burden of interest payments was a heavy one for NFC and kept the
group from making an overall profit in more than two of its first nine
years, although it only traded at a loss in the recession years between
1974 and 1976. This burden was reduced by the 1978 Transport Act,
which wrote off £53 million of NFC's debt (leaving £100 million) and
provided a E15 million grant for capital expenditure. The legislation also
retumed the profitable Freightliners business to British Rail. As a result
of the restructuring, NFc made an overall profit of £10 million in 1979.

The idea of divesting NFC was first mentioned in 1977 in "The Right
Track," a Conservative party policy document on transport, which
proposed the sale of part of NFC to create a "BP solution" (British Petro-
leum Co. plc had been for many years owned partly by the government
and partly by private shareholders). This solution was tie subject of a
Daily Telegraph article in March 1979, which was immediately noted by
the NFC board (McLachlan 1983), and the Conservative election mani-
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festo of April 1979 confirmed that party policy was "to sell shares in the
NEC to the general public in order to achieve substantial private invest-
ment in it. " During the election campaign the corporation analyzed some
of the possibilities for a sale, none of which looked particularly promis-
ing. The profitable divisions might be sold piecemeal or as a group, but
either scheme would leave an unprofitable rump, and the board would
resist any breakup. Selling the corporation as a whole would be more
acceptable to the board, but it knew that tlhe govemment would find it
difficult to sell the enterprise except for much less than its net asset value,
meaning that NFC's financial prospects would first have to improve.

When the Conservatives won the election, NFC began to work toward
a divestiture, advised by the merchant bank J. Henry Schroder Wagg &
Co. (Schroders), which also acted for the government. Schroders soon
confirmed that a mid-1981 flotation was the earliest possible, and that
they woald have preferred a later date. On 21 June U.K. Transport
Secretary Norman Fowler confirmed that he was considering methods
of meeting the commitment in the party's manifesto, and that he "pre-
ferred ... to retain the NFC in the form in which it is broadly constituted
at present" (Hansard, 21 June 1979). The Transport Bill published in
November and passed in June 1980 enabled him to turn NFC into a public
limited company and to sell its shares as he thought fit. National Freight
Company Ltd. took over the assets and Liabilities of the National Freight
Corporation on 1 October 1980, when the corporation's debt of £100
million was extinguished.

At this stage, however, a flotatiun of shares was rapidly receding into
the distant future. The general recession of 1980 greatly reduced NFC's
turnover and profits, and therefore the valuation that the stock market
would place on the enterprise. Equally important was the loss of the
enterprise's largestcontract, with the BritishRail Express ParcelsService.
British Rail was losing money on tlids service and obtained permission
to end it in September 1980. NFC made a profit on the contract, whic
represented 7 percent of its tumover, and its loss caused NFC to incur
restructuring costs of £25 million (McLachlan 1983, p. 34). Schroders
soon announced that a flotation would be impossible before 1982, and
the prospects better in 1983. Against this background of delay imposed
largely by extemal factors, a group of senior executives, led by Peter
Thompson, deputy chairman and chief executive, began to investigate
the possibility of a management buyout. In the first months of 1981 the
idea of a buyout open to all employees was born and presented to the
board and the Department of Transport. Insiders would be willing to
buy the enterprise without waiting for an audit to show profitable
results, as a flotation would require; this would allow an earlier sale. The
concept of an employee-owned company would also be politically at-
tractive, it was felt. The hope was that employees who owned shares in
their company (for it was to be a shareholder-owned company, not a
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cooperative) would work harder, producing better results. In April 1981
the Department of Transport gave its approval to proceed toward a sale,
and the consortium was publicly announced on 18 June 1931. Negotia-
tions on the sale price for the enterprise were concluded on 15 October.
One problem faced during this period was that the U.K. Companies' Acts
made it illegal for a company to use its assets as security for a loan with
which to purchase its own shares. Barclays Merchant Bank was willing
to lend to the consortium on an unsecured basis but would have required
40 percent of its equity in retuLm; this was acceptable to the consortium,
but it would have greatly preferred to restrict the bank's share to below
20 percent. The Companies' Act of 1981 changed the law so that assets
of subsidiary companies could be used as security, subject to various
dedarations by their directors, and mortgages were taken on 250 prop-
erties owned by the operating subsidiaries, worth a total of £76.5 million,
during November.

The formal offer of shares in the consortiumwasmade inJanuary 1982.
The sale would succeed only if a large number of employees, most of
whom had never considered buy-ing shares before, invested in the con-
sortium, and its leaders considered good communications with its work
force vital. After a slow start, the offer was eventually oversubscribed by
12.5 percent, and larger applications had to be scaled down when the
subscription period closed on 16 February. The sale was formally com-
pleted on 19 February 1982.

Between 1982 and 1989 NFC was practically unique, as a limited
company with most of its shares restricted to what Sir Peter Thompson
(he was knighted in 1984) called the "NFC family" of employees, past
employees, and their families. With these restictions, the consortium's
shares could not be floated on the stock exchange, and special arrange-
ments had to be mrade to allow dealings in them. A special NFC share-
dealing trust organized four dealing days each year. A "fair price" per
share was established by an independent valuer and publicized shortly
before each dealing day; those eligible could then apply to buy or sell
shares through the trust The value of the shares rose fairly steadily, after
taking account of a number of share splits intended to help widen
ownership.

As the value of the consortium's share capital rose, the directors feared
that the demand for shares from new employees would become insuffi-
cient to absorb the supply as the older workers, who had bought many
shares cheaply in 1982, began to sell those shares (Thompson 1990,
p. 168). They decided that this meant that a stock market flotation was
inevitable, and the important question was how best to retain NFC's
special character. To make a takeover harder, the consortium's articles
of association were changed to limit the maximum shareholding to 8
percent of the issued shares. If a shareholder wished to exceed this limit
(which would be essential in a takeover bid), a general meeting of the
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consortium would be required to change the articles, and at this meeting
employee-owned shares would count double.

NFC decided against a flotation of new shares, because a price for the
shares would have to be set in advance, but it arranged a so-called
introduction to the stock exchange, in which trade in the existing shares
of a company starts on a given day. No price had to be set in advance,
as the market makers would soon determine a price, as they did with
their existing share portfolios. This route reduced the costs the NFC
would have to bear.

The board did not want too much of the "famiy" shareholdings to be
sold once the shares were on the stock exchange, and it arranged a rights
issue immediately before the introduction, to raise £50 million. Existing
shareholders were offered one share for every eight they already held,
but at the deeply discounted price of £1.30 (a trading price of £2.10
was expected; the valuation on the last dealing day had been £1.85).
The mechanism for selling some shares at a profit to finance the acqui-
sition of the holder's remaining allocation was carefully explained,
since a major aim of the issue was "to make sure that the existing
investors did notsell too many of theirbase load [of shares]" (Thompson
1990, p. 189). An investor who had committed the average individual
shareholding of £700 in 1982 would make £2,800 by selling the rights
issue shares.

When trading opened on 6 February 1989, the price settled at around
£2.60 per share, much higher than expected. The "family" shareholders
did reduce the proportion of shares that they held but continued to
control the company; they stil control it as of his writing and are
expected to do so for many years at the current rate of selling.

The company's structure, which, with some movement between
groups and some new groups created during the period, had lasted NFC
for seventeen years, was changed in 1989. NFC is no w organized in four
divisions, each of which contains all the NFC comparies in its special
product lines. Whereas in the past foreign companies formed a separate
group, NFC now attempts to offer an intemational service. The largest
division in terms of turnover is Home Services, which contains the
moving companies. Transport, the second largest division, includes BFS
in the area of contract haulage, the more specialized Tanlcfreight, BRS
Automotive (a car transporter company), Waste Management, and the
Lynx parcels business. The third core division is Logistics, which in-
cludes companies that offer distribution services, mostly to the retail
sector. In terms of personnel, Transport is the largest division, followed
by Logistics and Home Services. The fourth division, Travel and Prop-
erty, is not considered to be a core business sector and is much smaller
than the other three (at 4 percent of turover, but 16 percent of operating
profits in 1989-91).
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Transport Economics

In the abserLce of price and entry regulation, motor freight transport is
an inherently unconcentrated industry. The technology of trucking and
warehousing is fairly simple. In contrast to railroads, roads usable for
trucking are freely available (except for gasoline and vehicle taxes). Thus,
entry is cheap and easy. Economies of scale are exhausted at fairly low
firm sizes in haulage, while in storage and terminal operation they may
gain some relevance at the local leveL3 In recent years economies of scale
may have gained more importance, as freight companies have come to
solve more logistical problems for their clients and thus can offer faster
and more extended services. Although in many instances the transport
of a particular commodity between two given points might be consid-
ered a separate market, this view is not economically reasonable because
trucks can easily be moved from one location and one commodity to
another. Freight transport is not a single, indivisible industry; its numer-
ous parts vary enormously. Flexibility is therefore essential for a success-
ful transport company.

It has been contended that road transport is an industry subject to at
times "destructive" competition. This has been linked to the relative ease
of entry, which in time of severe recession may lead to entry by jobless
entrepreneurs. To the best of our knowledge there exists no empirical
evidence to substantiate this contention. Entry into trucking is easy, but
so is exit. Trucks have a short life span and an almost perfect resale
market Nevertheless, to the extent that swings in supply and demand
are seen as a hreat, road haulage companies try to hedge against the
accompanying risks by signing long-term contracts with shippers.4

Given the competitive nature of the industry, we assume in our
analysis below that NFC has virtually no power over prices and, in the
long run, shouId earn only a competitive return on its investments.

Labor and Labor Relations

The NFc's relations with its unions have long been generally cordial-a
sign of the times was that, in November 1974, a new BRS parcels branch
at Deptford was opened by J. IL. Jones, MBE, general secretary of the
Transport and General Workers' Union (NFC 1974) But they were also
complex, with ten unions representing the three main negotiating
groups (one represented all three groups) and another 5,000 workers
covered by other bargaining machinery.

From 1969 to 1980 NFC reduced its labor force gradually by 50 percent,
from 66,000 to 33,000; then in 1981 alone it cut its work force by nearly
30 percent, to 24,000. From 1984 onward employment at NFC was on a
gradual rise, reaching almost 34,000 in 1991.



150 Welfare Consequences of Selling Public Enterprises

The Transport and General Workers' Union (TGWU), representing 85
percent of the enterprise's manual workers, opposed the sale at the time,
and three of the four other unions were lukewarm, treating it as the least
objectionable method of privatization, if privatization was inevitable.
Yet many individual union members bought shares in the company.
Bradley and Nejad (1989) sampled employees of BRS (Southern) in 1984
and found that one TCWU out of every three in the sample owned shares
by that date. This was significantly different from the pattem among
members of other unions and among nonunionized staff, where roughly
three out of five were shareholders (there were actually more sharehold-
ers among members of the other urnions than among the nonunion staff .
Bradley and Nejad also found that managers and clerical employees,
staff at small depots, and employees who were homeowners were more
likely to invest, and they ascribed this finding to better information:
homeowners were likely to be more familiar with the sort of financial
package involved in buying shares, and the other classes were likely to
ha.'e more knowledge of NFC's prospects than drivers who worked
mostly on their own andhad little contactwith managers at large depots.

The analyses in the next two sections show the extent to which
employee ownership, among other factors, changed NFC's performance
after divestiture.

What Happened?

In tiis section we provide a quantitative description of Nic's develop-
ment from 1977 to 1987. This period covers about five years before and
five years after divestiture. To maintain the ability to analyze the fi re
years before divestiture in detail, we sacrifice detail on the actual years
after 1987, which a e covered briefly in the section that presents our
prc,jections.

Profit and Profitability

Given the alleged private success of NFC's buyout, we start with private
profit. As shown in figure 6-1, the years 1977-82 were on average
unprofitable; persistent profitability returned in 1983, and profits grew
from that point onwrard. Growth occurred at decreasing rates from 1983
to 1985, but 1986 marked a strong increase followed by an almost equally
strong increase in 1987-

As figure 6-1 also shows, public profit (at current market prices) tells
essentially the same story. In particular, it shows the same turnaround
in 1983 as does private profit (note that the kink appears in 1982, but the
tumaround is in 1983). The only difference is that public profit in 1986-87
traces a convex upward curve, whereas the curve is concave for private
profit. Figure 6-2 decomposes the total surplus. It shows in particular
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Figure 6-1. Public and Private Profit, National Freight, 1977-87
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thatmostof the differencebetweenprivateandpublicprofit is accounted
for by depreciation and debt service; direct taxes played no role through
1983 and only a small role thereafter.

Figure 6-1 provides two striking observations on public profit and its
derivation at constant market prices First, the period starts with an
intriguing reversal: at constant prices public profit increased by 50
percent in 1978, then declined steadily from 1979 through 1982. The
steady rise in public profit at constant prices from 1983 to 1987 is
substantially more impressive han the movement at cunrent prices. The
1987 level of the former is almost double that of 1978.

In sum, all three measures of profit show a major tumaround in
performance in 1983. We found this to be due primarily to an increase in
real output per worker and an expansion of output.

The variations in fixed capital formation (figuze 6-3) are even more
pronounced than the changes in profit. Much of this variation stems from
two strong outliers (1978 and 1986), when fixed capital formation de-
clined relative to trend, and the dramatic increase starts concurrently
with that for public profit at constant prices P Otherwise, fixed capital
formation was constant from 1977 to 1982 and thereafter tripled in the
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Figure 6-2. Rehtrn to Capital at Ctrrent Market Prices, National
Freiglht, 197747
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five years from 1982 to 1987. The same series at constant prices shows
essentially the same picture but at a somewhat lower level.

Changes in profits are easier to interpret when they are related to one
of their primary causes, capital. Hence, an important summary perfor-
mance measure is return to fixed capital or profitability. As figure 6-4
shows, all three measures of profitability show a kink around the time
of divestiture. However, the private and the current-price public ver-
sions show a minor turnaround already in 1981 In contrast, the story for
public profitability at constant prices is one of a pronounced tumaround
in 1983. We have two waves, the first one peaking in 1978 and the second
in 1984. That is, from 1978 through 1982, public profitability at constant
prices fell by more than half (from about 28 percent in 1978 to about 11
percent in 1982); thereafter it increased to a local peak of almost 26
percent in 1984, but reached a global peak of 45 percent in 1987.

NFC's changes in total factor productivity (TnP) have been surprisingly
small but somewhat volatile (figure 6-5). TfP decreased sharply from
1978 to 1982, then increased moderately for two years, decreased slightly
in the next year, and increased once again in 1986 and 1987. Overall r7FF

in 1987 was only some 13 to 15 percent above its level in 1977 (the



National Freighit 153

difference depends on u.:ch of three methods is used to calculate the
capital cost component of FP: the opportunity cost of the capital stock,
enterprise profit, or depreciation plus the opportunity cost). This is
substantially less than the o'.-erail increase in pubLic profitability, which
more than doubled. However, as can be seen clearly in figure 6-5, TFP
and public profitability at constant prices rose and fell in tandem (except
for 1980, when TFP showed a decrease and public profitability a slight
increase).

Government Finance

The financial impact of the divestiture of NFC on the U.K treasury can
be divided into two parts. First and most obvious is the price the
government received for the shares sold. The second impact stems from
the flow of funds to and from the treasury that occurs on an ongoing
basis. The principal components of this flow before divestiture were
interest payments on government loans and new government grants
(equity). Since divestiture they have been mostly taxes. We first discuss
the sale transaction itself and then its fiscal effect.

Figure 6-3. Gross Fixed Capital Acquisition, National Freight, 1977-87
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Figure 6-4. Privae and Puulic Profitability, National Freight, 1977-87
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The financial package finally negotated, which was close to what the
consortium originally wanbed, involved a purchase price of £53.5 mil-
lion, of which £75 million consisted of equity and the remaining £46
milion was financed as debt. A syndicate of banks also provided a £30
million short-term credit facility as working capital for NFC Employees
of NFC had to raise at least £E5 million in cash, or else the banks would
not provide creditfor theirpurchase of shares. The banks also demanded
at least 175 percent of the equity in the form of special "B" shares, which
allowed them to appoint a director. The consortium arranged a package
tat offered every employee an interest-free loan of £200, repayable in
weeldy installments over a year, in order to buy shares, and most retail
banks considered applications for other loans to buy shares generously.

Divestiture is often facilitated by financial restructuring or "deaning
up thebalance sheet," and NFC was no exception. Prior to the sale of NFC,
the govemment was to pay the enterprise's pension fund £48.7 million
to cover some of the deficiencies in the scheme arising from past un-
derprovision; the government agreed to cover other deficiencies on a
pay-as-you-go basis. These pension payments have often been used to
argue that the true price paid for NFC was only about £5 million, or the
net proceeds of the sale. Such arguments ignore the fact that these
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paymrents relatcd to liabilities that had been incurred before 1975 and
should be seen as a belated acknowledgment that the corporation's true
profitability in those years was overstateu (although government deci-
sions were responsible for much of the original underfunding). The
payments were not concerned with NFC's current or future performance
but represented a liability that would have had to be met somehow. Had
the divested enterprise been required to fund the pensions, it would have
inherited a burden from the past that would have impeded its perfor-
mance, without changing the incentives for management. In other
words, the £48.7 million pre-1975 underfunding had not been carried on
NFc's balance sheet as a liability for any length of time-it was only
discovered in March 1980, and a provision for it in NFCs balance sheet
of £21.6 million was made on 30 September of that year. By paying the
amount out of the sale proceeds, the U.K government made the balance
sheet numbers correspond to the enterprise's actual liabilities. The gov-
ernment could also have corrected the balance sheet at an earlier date to
reflect the actual l:abilities.! In any case, if one assumes that the govem-
ment eventually -ould have had to step in to pay for these deficiencies,
then the purciase price should not be reduced by this use of funds.8

Figure 6-5. Year-to-Year Changes in Total Factor Productizuty and Real
Public Profit, National Freight, 297887
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Figure 6-6. Fiscal Flows, National Freight 1977-87
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The post-1975 underfunding was not covered by the agreement
But in fact it disappeared during the 1980s, in the face of lower infla-
tion and better investment performance than the actuaries had
predicted.

In the five years prior to divestiture, the only flows of funds between
NFC and the treasury were interest on loans held by the secretary of state
(roughly £10 million annually) and transfers from the treasury to NFC (in
varying amounts: £30 million in 1977, £76 million in 1978, none in 1979,
£100 million in 1980, and £5 million in 1981). The enterprise was paying
no corporate income tax, nor was it paying any dividends. We disregard
NFC's payment of value added tax (VAT) because we believe that NFC's
divestiture has had no effect on the total VAT collected by the U.K.
government The net annual flow to the treasury averaged on the order
of £35 million (figure 6-6).

Since divestiture, NFC has been paying sizable amounts of corporate
income tax, in the range of £8 million in 1987 and averaging £21 million
in 1988-91. This is a consequence of the increased profitability of the
company. Taxes did not start to increase until long after NFC retumed to
profitability, largely because of loss carryforwards. To what extent the
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jump in tax payments is "due" to divestiture is not entirelyclearbecause
profits might have increased in any case.

The bottom line on fiscal flows looks like a big bonanza for the
government:

* The government received £535 million (in February 1982 pounds
sterling) in sale revenues and paid £48.7 million into NFC's retirement
fund, for a net cash position of £4.8 million.
* The annual net cash flow position of the treasury vis-&-vis NFC
improved by roughly £40 million (figure 6-6).
* The bulk of this improvement was due to the discontinuation of
transfers from the treasury to NEC.

Effects on Consumer Welfare

How have consumers been affected by the divestiture of NFC? IqFC is the
largest or one of the largest firms in most of the markets in which it
operates. However, in all of its markets NFC is subject to competition. The
question is whether competition is sufficiently fierce that NEC has little
or no effect on the market price. Having consulted the literature and
discussed this issue witi experts in the field, we conclude that NFC's
influence on market prices is negligible. This does not mean that we
believe consumers do not benefit from a decrease in NFC's costs or an
improvement in NFc's quality of service. Rather, we believe that by far
the larger share of such improvement is captured in an increase in NFC's
(public) profit.

One could argue that NrC has a small but significant effect on prices
in its markets. In this case, because of NFC's relatively small market share
there would be a leverage effect, and consumer welfare would be af-
fected to a much larger extent (by a multiplier of one divided by NFC's
market share). We have no way of measuring this effect. However, in
terms of overall welfare (social surplus) the effect will be negligible
because it is accompanied by an almost equal and opposite change in
competitors' profits?

Summary

Our observation of quantifiable changes in the five years before and after
NFC's divestiture yields four primary conclusions:

* Quantity effects. Real quantitative or productivity changes (real
quasi rents per unit of capital and Tml) show a major tumaround for
NFC in the year following divestiture. This turnaround is even more
impressive and steadier than the tumaround in private profits for
which the NFC divestiture is so well known.
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* Investment effects. Real gross fixed capital formation was stagnant
through 1982 and then took off, suggesting a release of an investment
constraint. However, there was a major interruption of this positive
trend in 1986.
- Fiscal flows. The U.K. government's fiscal flow position vis-a-vis
NFC improved vastly after divestiture.
* Noneffects. Output price effects are not measurable, given that NFC
operates in competitive industries, and given that we have no direct
way of measuring NFC's quantities of output.

Our next task is to explain these results, in particular the change in
productivity, the removal of the investment constraint, and the fiscal
imnprovements for the U.K. government.

Why Did It Happen?

The NFC spent the 1970s as a public enterprise attempting a badly needed
rationalization, and its results reflected this. By the time of the employee
buyout in 1982, although trading conditions were extremely depressed,
NFC had rationalized the majority of its operations and had been fairly
successful in its move toward more specialized services with higher
yields. It is not surprising that subsequent years, when the economy was
buoyant, produced good results. The company's share performance has
been extremely successful, but it should be remembered that the consor-
tium started life with seven times as much debt as equity, which contrib-
uted to the magnitude of the subsequent rise: had the consortium started
with a capital structure consisting of 100 percent equity (an unlikely
counterfactual under the circumstances, of course), the performance of
its equity, although still good, would have been less spectacular.

It is revealing, however, to see that NFC performed comparatively well
in 1990-92, despite a severe economic downtum in the United Kingdom.
The enterprise had been badly affected by previous recessiens, but the
change in service mix, together with the group's international acquisi-
tions (described below), strengthened it during the easier years of the
late 1980s.

Investment Effects and NFC's Drain on the Treasury

Two reasons can be given for NFC's takeoff in investment.'0 First, after
divestiture NFC could use innovative financing techniques and build on
its bankingconnections. Second, a favorablebusiness climate and output
growth necessitated additional capacity.

One can argue further (as we do below) that NFC's productivity
performance has been better under divestiture than it would have been
under continued public operation. Lower productivity would have gen-
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erated less internal funds for investment under continued public
operation. However, the structure of the employee buyout actually
increased NFC's debt. Also, we believe that, at least for a number of
years, NFC would not have paid any dividends under continued
public ownership. As a result of these factors, a publicly owned NFC
could have financed the same investment from 1982 to 1985 without
funds from the government and without a larger increase in debt than
actually occurred.

Since the main fiscal frow change upon NFC's divestiture was the
discontinuation of new government capital and the forgiveness of gov-
erunent debt, one could argue that this was sirnply caused by the act of
selling NFC. However, as we have just seen, it is quite likely that the U.K.
government would, forsome time, nothave bad to pump furthermoney
into a publicly owned NFC (we assume that the government would still
have paid for the pre-1975 pension fulnd deficiency).

Price Effects: NFC's Dealings in Real Estate

There have been worries about NFC's activities in the property market.
The company inherited a large number of freight depots when it was
founded, and it was expected that many of them would prove unneeded
as rationalization proceeded. The 1976 report was explicit, stating that
"the dowry on which National Carriers relied for its reinvigoration was
its property, especially in the urban areas" (NFC 1976, p.7). When the
buyout was negotiated, the consortium was "able to tempt [Barclays
Merchant Bankj with the potential value of our inner city sites ...
although, in all honesty, during the depression of 1981 no-one realized
how valuable they were to become in the boom years of the 1980s"
(Thompson 1990, p. 81). At first these property sales were entered in the
accounts as extraordinary items, but from 1975 on they were put in the
main body of the income statement. This unusual step boosted profits at
a time when they were badly needed-the NFC would have incurred a
loss instead of a profit in 1981, just before the flotation, if property sales
had been excluded (Thompson 1990, p. 121).

The treatment of property sales in this way was justified by the volume
of property available for disposal, and the NFC certainly continued to
find sites to sell through the 1980s. Table 6-1, taken from NFC's accounts,
shows the balance between property disposals and investment in land
and buildings.

It can be seen that, although disposals generally exceeded new invest-
ment until 198384, NFC did invest a considerable amount in land and
buildings during the period, and it would be difficult to support a claim
that essential facilities have been so run down as to harm the group's
performance. The group's property division has also become involved
in entrepreneurial propertydevelopment, which proved extremely prof-
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Table 6-1. Clanges to Land and Buildings, National Freiglht, 1972-89

Net book Totil Acqu isi-
Profit on valhtie of valuie of Additions tiOlls Total

Year disposals disposals disposals by NFC (mergers) added

1972 5.1 1.1 6.2 3.1 0.0 3.1
1973 6.4 1.3 7.7 4.9 0.0 4.9
1974 1.3 0.9 2.2 8.4 0.0 8.4
1975 5.4 1.9 7.3 6.0 0.0 6.0
1976 6.4 2.3 b.7 3.0 0.0 3.0
1977 1.7 13.1 14.8 6.6 0.0 6.6
1978 4.6 2.3 6.9 6.2 0.0 6.2
1979 4.6 2.3 6.9 6.2 0.0 6.2
1 980b 6.1 1.7 7.8 8.1 0.0 8.1
1981 7.7 3.0 10.7 4.9 0.0 4.9
1981-82'c 8.3 3.8 12.1 3.9 0.0 3.9
1982-83 11.6 4.3 15.9 4.4 0.1 4.5
1983484 4.7 3.5 8.2 0.7 10.1 10.8
1984-85 6.5 4.6 11.1 1.7 20.0 21.7
198546 4.1 3.3 7.4 3.3 3.6 6.9
1986-87 3.3 3.7 7.0 10.8 40.1 50.9
1987-88 6.1 8A 14.5 13.8 6.4 20.2
1988-89 16.5 11.9 28.4 17.1 13.5 30.6

a. At historical cost until 1986, when properties were included in the accounts at
valuation.

b. In 1980 NFC changed its financial year to begin in October. Data in this line are for
Jrnuary to September.

c. Data in this line are for the thirty-two-week period from the February 1982 takeover
to the end of the financial year in October.

Source: NVC, Annual Report, 1972 to 1988-89, and other NFC data.

itable in the late 1.980s, although the results became less favorable in the
1990-92 downturnL

Some major questions that remain are whether all this would have
happened under continued public operation, and what the effect of
the property deals has been on NFC'S performance. Clearly, under
continued public operation NFC would have started out owning the
same property, which it could have continued to use for its opera-
tions, left idle, or sold off. In our view it is quite likely that, in an effort
to increase its capital base, NEC would have sold off the property
under continued public operation. Making this assumption for the
counterfactual is quite cnnservative and will make divestiture look
worse than it actually was.

The effect of property sales on NEC's performance is twofold.
Theoretically, in termns of productivity they should be quite neutral,
while on the financial side they should generate additional funds. In our
practical calculations, however, property sales are part of miscellaneous
output, the quantity of which is determined by dividing sales revenues
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by a price index. Property sales influence our productivity figures to the
extent that property inflation differs from the sum of price change and
productivity change of miscellaneous output. Property sales thus en-
hanced our productivity measure in 1978 and 1980, heavily reduced it in
1984, and slightly reduced it in 198547.11 As a result, our tredtment of
property sales makes productivity look worse after divestiture than it
actually was.

Quantity Effects

Recall from figure 6-5 that TEP increased in 1978,1983-84, and 1986-87
but declined in 1979-82 and 1985. rFe productivity decreases in 1979-82
were largely due to output decreases that were accompanied by smaller
input decreases (with the exception of the decrease in labor in 1981),
whereas the productivity increases in 1983-87 were mostly due to
a smaller increase in tie quantity of inputs, while outputs were increas-
ing. Although the 1978 increase undoubtedly was not due to an an-
nouncement effect of divestiture, the question is whether the later
improvements were due to the employee buyout freeing and/or motiva-
ting employees to work more efficiently, or to economic recovery leading
to higher growth rates and fulLer capacity utilization.

We try to answer this question by comparing the discovered changes
with NFC's historical performance and with performance in the rest of the
freight haulage industry. Unfortunately, a lack of data prevents us from
constructing a mr time series Linldng the 1970s and 1980s. However, we
can perform some comparisons on partial productivities. In particular,
we can construct labor productivities for NFC from 1969 to 1989, relating
the enterprise's annual revenues (deflated by the retail price index for
transport and vehides) to its average number of employees.

This time series isplotted in figure 6-7. Duringits first decade, 1969-79,
NFC's labor productivity increased by 33 percent, compared with 120
percent in its second decade, 1979-89. According to the figure, the takeoff
in labor productivity occurred in 1981, one year before divestiture. This
contrasts with our finding on TFP, which took off in 1983, the year afCer
divestiture. Figure 6-8 compares the 1977-87 change in labor productiv-
ity just described with the change in TFP and with the change in labor
productivity derived from our PEPIS data base. On a year-to-year basis
these three productivity changes appear to be quite different from each
other (in fact, both labor productivity series are closer to the TIP series
than to each other). Cumulatively, however, the change in each of the
two labor productivities is very close, at about 70 percent (70 percent for
PEPiS and 72 percent for the alternative), whereas the total TElP change
amounts to only about 14 percent.'2 This means that other partial pro-
ductivities must lhave improved by substantially less than labor produc-
tivity. Ln fact, the ratio of deflated revenues to NFC'S fleet capacity for
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Figure 6-7. Laborand Ocerall Productivity National Freight, 1969-89
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1969-79 suggests tht during the 1.970s capital productivity may actualy
have declined.

With these pieces of information we have a basis to conjecture tat
NF-C'S TFP stagnated during te 1970s and only took off around the time
of divrestiture. TIhe precise Eminng, howevier, remains somewhat unclear
as far as labor productivity is concerned. Interestingly, under both labor
productivity series we observe an increase in 1981, at the time that NFC
lost a major portion of its revenue through cancellation of t -e British Rail
parcels service contract. .1 ince, unie labor productivritly, TFP deterio-
rated in 1981, it must be true that NYC was able to reduce its labor inputs
more quickldy than its other inputs, irn particular capital. In fact, the
capit-al-output ratio recorded a steep increase in 1981.

Two main differences between NFC and the U.K road haulage indus,
try in general stick out. First, in 1979, 1981, and 1982 NF-C's output
dropped relative to industry output About half of the 1981 difference
of 10 percent in industry tons hauled (or 14 percent in industry ton-
kilometers) is explained by NFC:'s loss of the British Rail contract. The
remainlder is due to either deliberate shrinkin, or loss in competitive-
ness. Second, after 1983, NFCs output grew substantially faster than
industry output under both mneasures, and that was before NFC's huge
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output expansion in 1988. This expansion paralleled the increase in fixed
capital formation but without the 1986 slump. Overall, these observa-
tions are compatible with a major quantitative turnaround of NFC as a
result of divestiture.

Summary Explanationfor the Turnaround after Divestiture

There is ample anecdotal evidence about the interest that NFC'S

worker-shareholders take in their company. Management has put a
high priority on communication with its workers and has used a
variety of publications and meetings to keep the work force informed.
Company policy is not to distinguish between shareholders and non-
shareholders when considering promotions or layoffs, and managers
do not necessarily know which employees are shareholders in any
case. In the sample taken by Bradley and Nejad (1989) in 1984, share-
holders were significantly more likely to feel proud of the company's
progress and to agree with statements that shareholders had an in-
centive to cooperate with management and work harder, but substan-
tial minorities of both shareholders and nonshareholders disagreed.

Figure 6-8. Year-to-Year Changes in Productivity, National
Freight, 1978-87
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Shareholders and nonshareholders also had different perceptions of the
success of the buyout and of how it had affected their job security, but
Bradley and Nejad found no evidence that this was affecting industrial
relations adversely by creating an "us versus them" culture between
shareholders and nonshareholders.

We find that this dl-varacterization of incentives for increased labor
productivity is compatible with the quantitative evidence. There may be
some disagreement as to when precisely NFC started to improve its
productivity substantially, and the increase in labor productivity defi-
nitely led the increase in TFP. Hence, there may have been an announce-
ment effect. Clearly, however, NFC's productivity and output increases
after 1982 were higher than for the U.K. road haulage industry in general.
This leads us to believe that NFC's expansiun and productivity im-
provements can be attributed to divestiture.

Base Counterfactual

As in all of our case studies the number of plausible counterfactual
stories is large. We restrict ourselves to one base case counterfactual, and
we have performed sensitivity analyses to capture deviations from the
base case. However, there may be other, totally different counterfactuals
that cannot be captured through sensitivity analysis. Our base case
counterfactual assumes tat a publicly owned NFC would have contin-
ued to perform in a manner similar to that before divestiture. That means
that our base case is cha-racterized by trend extrapolation of productivity
improvements, whereas the divestiture scenario is characterized by
kinks. In particular, we did not assume that NC would have been broken
up and sold piecemeal. Although that was considered, we believe that
NFC's management would have successfully resisted such a move.

Three major differences from what actually happened are assumed in
our base counterfactual story. First, we assume that labor productivity
increases in 1983-87 would have followed the 1977-82 trend. This means
an improvement of 4 percent per year, substantially below the 7 percent
improvement actually achieved. Second, we assume that there would
not have been an employee profit-sharing scheme. Profit sharing started
in 1986. Hence we assume that in 1986 and 1987 wages would have been
1 percent lower ian in the actual case. Third, NFC restructured its
balance sheet after divestiture. We a:sume that under continued public
operation this would not have happened.

What Will Happen?

In our projections we have taken the existing frameworks used to ana-
lyze the data period 1977-87 and have made assumptions about growth
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rates and parameter values that seem reasonable. Our approach is as
folows.

For the 1988-90 period we use actual data from NFC's annual reports
for revenues, costs, assets, equity, debt, and the like. Our counterfactual
for this period comes from an extrapolation of the 1982-87 counterfac-
tual, but amended by the influence of what actually happened.

For the years after 1990 (until 2012) we have made assumptions about
how the quantity demanded and price for each output category will
grow over time. This is related to projections for the road haulage
industry's demand growth in general, but is not necessarily the same.
Our projections yield estimates of revenues for the actual and counter-
factual cases. We also make assumptions about how unit costs will
change over time, which yield the projections discussed below. We then
summarize the implications.

Revenues

In 1988, 1989, and 1990 NEC's revenues increased by 36 percent, 18
percent, and 9 percent, respectively. The huge increase in 1988 was
largely due to the acquisition of Allied Van Lines. For 1988-90 we
assumed that, under the counterfactual, NFrC would have had the same
domestic sales as it actually had. However, for intemational sales we
assumed that the 1987 share in total sales is preserved. The rationale here
is that NrC needs some international business as part of its operations.
However, the enormous expansion that the acquisition of Allied Van
Lines represents would not have occurred, according to our base coun-
terfactual.13 The assumption is actually quite conservative, since there
were major foreign acquisitions between 1982 and 1987, and the public
sector NFC did not buy companies abroad after its unfortunate purchases
in Europe in the early to mid-1970s (sold soon afterward at a loss). Our
counterfactual then shows revenue growth rates of 14 percent, 8 percent,
and 7 percent in 1988, 1989, and 1990, respectively.

To facilitate comparison between the private and the public cases, we
have assumed the same exogenous 2 percent domestic output growth
per year for the actual and the counterfactual cases for the years after
1990. In contrast, for intemational sales we assumed 3 percent demand
growth for the private case and 2 percent demand growth for the
counterfactual public case. These are fairly conservative growth projec-
tions, much below Nm's growth rate over the decade 1980-90 (8.1
percent), but slightly above the 1977-87 growth rate (1.6 percent). As-
sunming a 2 percent long-run annual growth rate for the U.K economy,
this assumption corresoonds to a unitary income elasticity for NFC's
domestic outputs. In addition, we have assumed a constant 6 percent
inflation rate in the projection period.



166 Welfare Consequences of Selling Puiblic Enterpnises

Regarding NFC's prices, we took the actual prices for 1988-90 and
assumed a real price decrease of 0.2 percent per year thereafter.

Costs

For both the private and the public cases we assumed that nominal unit
costs for most inputs would rise by 6 percent per year, leaving real input
costs unchanged. We further set the opportunity cost of working capital,
the discount rate, and the loan rate constant at 15 percent (or 9 percent
in real terms).

In 1988 NFC experienced a huge improvement in labor productivity
concurrently with a large deterioration in the input coefficient for inter-
mediate inputs. The main reason for this cost shift lies in the inclusion
of Allied Van Lines, which NFC operates on a commission basis. Thus,
virtually all the costs added by Allied are intermediate inputs; there is
hardly any extra labor. These shifts in coefficients are not followed in the
counterfactual.

The driving force behind the long-run input requirements is labor-
saving technological progress. We have assumed that the per unit re-
quirements of intermediates, inventories, and working capital remain
unchanged throughout the period for both cases. Changes have been
assumed, however, for labor requirements.

Although the quantity of labor actually decined dramatically in
1982-90, we implicitly assume only a slight reduction in real costs of
labor per unit of output of 1 percent per year throughout the 1991-2r'12
period in both the private and the public case. However, the relative
differences in labor costs between the two cases remain at their 1987
level.

Summary

The revenue and cost projections come together in our projections of
profits. Annual quasi rents (including taxes) in the private case are
projected to grow from £54 million in 1987 to £490 million in 2015. Quasi
rents (induding taxes) in the public case are projected to grow from -£8
million in 1987 to £475 million in 2012. The peculiar development of
quasi rents over time is shown in figure 6-9, which provides for a positive
turnaround for the counterfactual case only after 1988.14 The dip in
1986-88 is explained by two factors: first, a deterioration in output prices
relative to productivity improvements, which, in particular in 1988, lag
more and more behind the private case, and second, the lack of non-
operating income in the counterfactual case (actual nonoperating in-
come soared in 1987 under divestiture).

Projections of all other variables also follow from the projections of
basic prices and quantities. Thus, profit projections yield projections of
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Figure 6-9. Projections of Quasi Rents, National Freight, 1977-93
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direct taxes and dividend payments. Dividend payout rates have been
assumed to maintairt relatively stable debt-equity ratios.

What Is It Worth?

In previous sections we observed specific aspects of NFC's performance
as a result of dlivestiture. Here we determine the bottom line. Were the
net benefits positive or negative, and how were they distnibuted?

The answers can be summarized in three propositions (table 6-2 and
figure 6-10):

o Although they are smaller than expected, the changes resulting
from divestiture leave U.K. society better off by about Z74 million (in
1982 pounds sterling). If we converted this amount to a perpetuity it
would be about 4 percent of NFC's 1982 revenues.'s

PrivatebuyersdidPwell forthemselves,paying£8-monforequity
shares worth ca42 l iiaaionf for a net gain of .34 mion. This gain is
spdit betaeen employees and their families (1u3 million) and other
shareholders (e41 i nsiwion). Purvsasers of e46 mitlon worth of NFc
debt neitser gain nor lose.g6
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Table 6-2. Distribution of Welfare Gains and Lossesfrom Divestiture,
National Freighzt
(millions of pounds sterling)

Private Public
Category operation operation Difference

Government
Taxes 182 135 48
Net quasi rents 68 179 -112
Net sales proceeds (cash) 53 0 53

Total 303 314 -11

Employees 194 0 194
Private domestic shareholders

Diverse 0 0 0
Concentrated 41 0 41

Foreign shareholders 0 0 0
Competitors 0 0 0

Subtotal 537 314 223

Consumers 0 0 0

Total 537 314 223

Source: Authors'calculations.

- The government, on the other hand, is slightly worse off, by £11
million.

These bold assertions are subject to many qualifications and are based
on aggregation of data from various sources. In the rest of this section
we raise a few of these issues and end with four primary condusions.

We show Vpp to be equal to £288 million. This amount is for the sum
of £46 million in debt and £7.5 million in equity. Assuming that the debt
was worth its par value in 1982 when NFc was divested, we can set our
calculated value for the share capital at £242 million. How does that
compare with NFC's share value of £1,133 million at the time we finalized
ournumbers in September1991? Out of NrC's currentshare capital, £54.5
million was raised on 1 October 1988. Discounting the remaining share
capital back to 1982 at 15 percent, we get £298 million.17 This is fairly
close to £242 million. However, the relevant figure to compare with NFC's
current value is the discounted present value of quasi rents and addi-
tional financing generated from 1991 onward. That turns out to be only
£101 million, or roughly one-third of NfC's current market value dis-
counted to 1982. Thus, our projection remains considerably less optimis-
tic than the current stock market valuation. Interestingly, this is so even
though we generate high and growing returns to capital over the years.
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Why did the U.K. government sell an enterprise of this value at such
a low price? The answer could lie in pessimistic projections in 1982 or in
deliberate underpricing. The government probably underestimated the
effect of a change in the business cycle on Nwc's property values. How-
ever, that can only explain a small part of the company's success. To the
extent that employee ownership has enhanced NFC's productive perfor-
mance since divestiture, the govemment probably had no chance to
receive a substantially higher price for its NFC shares at the time of
divestiture. It appears that, at the time, management and employees
were unable to raise substantially more money than they actually did for
acquiring the enterprise.

The five-year data perod (1983-87) shows an overall welfare gain of
£64 million. The first five-year projection period (1988-93) shows a
moderately positive balance of £17 million, as less operating quasi rent
accrues. The final period accounts for the remaining large gain of £141
million. On an annual discounted basis the first five years clearly provide
the largest gain, while the second five years are the least favorable. The
major reason for this shift is that NFC's actual expansion in 1988-90 was
less favorable than the 1982-87 expansion.

Figure 6-10. Distribution of Welfare Gains and Lossesfrom Divestiture,
National Freight
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We argued above that NFC employees and their families realized a net
present value gain of nearly £200 million on account of their share
ownership. Are there any other gains or losses in labor rents to report as
a result of divestiture? Two items come to mind.

First, NFC laid off large numbers of employees in 1980 and 1981. Could
these layoffs be viewed as announcement effects of divestiture? We do
not believe this to be the case. The layoffs occurred during a major slump
in demand for road haulage in the United Kingdom in general. For NFC
in particular the 1981 layoffs were largely the result of the loss of the
British Rail contract. Even if one believes that the layoffs are related to
divestiture, it is not clear that a major rent loss is involved. The laid-off
NFC employees received severance pay. Although this pay appears to
have been substantially less generous than that offered by British Air-
ways around the same time, it probably covered most of the NFC
employees' rent, given that they received 50 percent less pay than British
Airways employees on average. We conclude that labor rents were not
reduced by any divestiture-related layoffs.

Second, NFC employees received income under a profit-sharing
scheme starting in 1986. We ascribe to this a pay difference of 1 percent
in 1986 and 1987. If this difference were maintained forever, it would
lead to a discounted rent differential between the actual and the coun-
terfactual of about £20 million. However, in a competitive labor market
it is unlikely that such- a differential can be maintained over any long
period of time. We therefore refrain from making any adjustment in total
labor rents for this factor.18

A sensitivity analysis shows that our results are conservative,
underestimating the likely welfare improvement caused by the divesti-
ture of NFC. Our results are, however, fairly sensitive to realistic changes
in labor productivity and possibly in output prices.

Our search for quantifiable changes associated with divestiture covers
the 1977-87 period. It yields four primary conclusions:

* Major improvements in NFc's productivity performance started the
year after divestiture. This tumnaround is more impressive and stead-
ier than the tumaround in private profits for which the NFc divestiture
is so wel known.
* Real gross fixed capital formation was stagnant through 1982 and then
took off, suggesting a release in an investment constraint There was a
partially unexplained major interruption of the positive trend in 1986.
* Consumer price effects are not measurable, given that NFc operates
mn competitive industries, and given that we have no direct way of
measuring NFC's output quantities.
* As a result of the divestiture of NFc, society was made better off by
£M3 million (in 1982 pounds sterling). Surprisingly, the government
came out losing £11 million.
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Comparisons with nFC's history before divestiture and with the road
haulage industry in the United Kirngdom as a whole suggest that NFC's
performance improvement was indeed caused by divestiture.

Notes

This chapter was written by Ingo Vogelsang and Richard Green. The authors are
grateful to A. J. Morrish, M. D. R. Sweet, B. Waddingham, and the editors of Motor
Transport for providing data on NFC and the road haulage industry, and to
Manuel A. Abdala, A. Browne, and B. Gilman for valuable assistance in using
the data.

1. NrCs value added is approximately 40 percent of its tumover. Hence, the
trucking industry is likely to contribute about 3.5 percent to U.K GDP.

2. This was succeeded by the National Freight Company Ltd. in 1980, which
was acquired by the National Freight Consortium plc in 1982. The consortium
changed its name to NFc plc in 1989. The initials NFC will be used throughout
this chapter; the particular organization that they stand for will depend on the
date.

3. For recent evidence on the possible existence of economies of scale in US.
trucking see Keeler (1989).

4. Where possible, the Nrc group wanted to operate under the security of
long-term contracts, sometimes providing a fleet in the customer's livery to
provide the benefits of a dedicated transport operation without the managerial
bother of running an own-account transport division. Contract hire provided 18
percent of the group's revenues by 1979, and 32 percent by 1986.

5. This is defined as dividends plus retained earnings from operations. Start-
ing almost from zero, in 1985-87 nonoperating returns, especially the "other
income"categoryand releaseof provisions (reservesaccumulated for contingen-
des), have become important as a source of funds. Correspondingly, in the last
few years there has been an increasing use of funds for nonoperating assets.
Capital gains from the sale of real estate are treated as operating returns to the
extent that this is one of NFC's ongoing activities.

6. About half of the reduction in 1978 is accounted for by the divestiture of
Freightliners to British Rail, and a rnajor portion of the 1986 reduction is ac-
counted for by a reduction in the acquisition of assets through the purchase of
other companies. Being lumpy by nature, the acquisition of outside companies
naturally fluctuates from year to year.

7. If one reduces the purchase price by the £48.7 million, one should also
reduce it further by the £100 million in debt forgiven by the government on 1
October 1980 (after the decision in principle to divest).

8. A relevant point in this connection rnay be that Nc's 1982 annual report
lists £26.2 million in reserves resulting from the fact that NFrC's net assets exceeded
the purchase price by that amount. However, the value of a company can be
smaller than net assets if expected profits are low and assets cannotbe liquidated
easily.

9. An increase in industry profits, however, can be competed away through
entry and expansion of high-cost firms. An eventual decrease in industry profits
ca. be avoided through exit

10. Other than the lumpiness of investment in the acquisition of new compa-
nies we have no explanation for the reduction in fixed capital formation in 1986.
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11. Profits from property disposal show no trend change after divestiture.
There is a marked increase only in 1988-89.

12. The enormous increase in labor productivity in 1988 can in our view be
attributed mostly to the change in Nr-cs output mix due to the acquisition of
Allied Van Lines.

13. Thus, we assume that the major difference in investment between the
actual and the counterfactual concerns NFes investments abroad. These were
quite substantial in 1987, with the acquisition of Dauphin Distribution Services
and later with the acquisition of Allied Van Lines, both in the United States.

14. One can argue that the crisis situation simulated by our counterfactual for
1987 and 1988 could have led to a breakdown of NFC as a public enterprise. In
this case the future net benefits of the counterfactual would vanish. On the other
hand, a liquidation of NFc's assets at that time would have made the government
whole, and other firms could have taken over N'w's operations. In that sense the
alternativecounterfactualwould notnecessarily have come outmuchworse tan
our base case. See also note 15.

15. If, under continued public operation, NFc had been eventually shut down
in 1988, the gain from its actual divestiture would increase by at most £100
million. The bulk of this benefit accrues to the governrment. See also note 14.

16. However, they win to the extent that they simultaneously held shares in
NFC (recall that the lending banks were also shareholders).

17. This leaves out dividends paid by NFc in the meantime. The 13 percent
discount rate corresponds to about 16.5 percent when dividends are taken into
account

18. One could argue that employees, as the main shareholders, could try to
exploitnonshareholder employeesby reducingwagesin favor of dividends. This
would not work in the long run because the disadvantaged employees would
leave. It would also deteriorate the work climate. Conversely, workers as
shareholders could water down the ownership rights of fellow shareholders by
increasing wages and salaries at the expense of dividends. This is always a fear
ofcreditorsand outside shareholders underlaborshareholding. The profitability
of this strategy depends on the labor share in equity compared with the fraction
of workers owning shares. At least initially, with an 825 percent labor share in
equity, this could not have been a profitable strategy. Moreover, this strategy
would hurt the share price in addition to the reduction in current dividends.



7. Summary: United Kingdom

The U.K. divestiture program of the 1980s arose because of a declir.e
in the efficacy of government management of public corporations.
Over the 1970s this became especially acute, with successive govern-
ments facing conflicts between macroeconomic and microeconomic ob-
jectives. The macroeconomic pressures dimaiished the availability of
investment funds and exerted pressure for monopoly pricing; both these
results were in direct conflict with underlying microeconomic princi-
ples. This ultimately led to the introduction of a large-scale divestiture
program.

The U.K approach to divestiture over the 1980s, however, was not a
carefully controlled and preplanned program. It commenced with the
sale of various (relatively) small state-owned enterprises operating in
competitive markets and was not a major feature of the political agenda
in 1980. At the beginning of the 1980s the electorate was more interested
in being offered tax cuts than in buying shares in a massive divestiture
program. Following the sale of British Aerospace in 1981, however,
attitudes changed and privafization became a central issue on the polit-
ical agenda. This led eventually to the sale of large public utilities, once
thought to be immune. Overall the program has been an evolving one,
with nmistakes being remedied through time.

The U.K. divestiture program has had considerable influence on sim-
ilar programs elsewhere in the world. Many of the companies (merchant
banks, stockbrokers, law fuims, advertising agencies, etc.) involved in the
U.K. program have since played an active part in divestitures through-
out the world. The program as it evolved over the 1980s, which became
referred to simply as "privatizat on," was of considerable size and scope
and led to the implementation of innovative regulatory mechanisms.
By the early 1990s the scale of the public sector in the United Kingdom
had fallen by over 50 percent, and preparations are now under way
for the divestiture or further deregulation of the remaining state-held
productive assets (British Coal, British Rail, and the postal service).
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Elsewhere in the world governments have looked to the United King-
dom to draw lessons for their own divestiture programs.

Lessons from the U.K. Cases

Certain commonalities and differences arnong the three U.K. cases set
them apart from cases in other countries. The commonalities clearly
dominate the emerging picture: all three of the enterprises in our case
studies are in service industries involving network serv-.ces. Quantifica-
tion here is difficult because quantities of service output are notoriously
hard to measure, and costs are often impossible to assign to individual
services. On the other hand, services are interesting because they repre-
sent a growing part of the economy in most countries and because they
tend to pose intriguing regulatory problems. The latter is particularly
true for British Telecom (BT) and British Airways (BA).

All three U.K. cases demonstrate the xroductivity enhancement that
typically accompanies a substantial reduction in the work force. In the
casps of BA and NFc most of this happened before divestiture, and one
can argue to what degree it can be attributed to divestiture: in the case
of BA, maybe; in the case of NFc, almost certainly not. In the case of BT
the substantial reduction in employment started six years after divesti-
ture. In all three cases the labor force reductions were paralleled by either
output reductions (BA and NFC) or a decline in the growth rate of output
(BT). Even though generous severance pay was provided, employment
reductions have generally been highly profitable for the companies.

All iree cases witnessed major expansions in fixed capital formation
after divestiture. This too turned out to be beneficial for all three in terms
of productivity and profitability. Since divestiture of the three enter-
prises occurred at different times, with differing degrees of fiscal strin-
gency in the U.K. treasury, the takeoff in capital expenditure is not in all
cases the result of a relaxation of an investment constraint. For NFc and
BT the expansion in investment after divestiture occurred at a time when
the U.K government purse was very tight and investment by public
enterprises was severely limited. This was no. so for BA, however, whidc
started a major expansion in ' 987 and 1988.

In all three cases management was not changed as a result of divesti-
ture. However, one can argue that new management was brought in to
enable the divestiture of BA. Also, management at BT changed shortly after
divestiture as a result of the retirement of the chief executive officer, to be
replaced by an internal successor. In the cases of NFC and BA, top manage-
ment was instrumenntal in influencing the way divestiture occunred.

All three cases resulted in ownership structures that leave no control-
ling interest with any individual or firn. Only in the case of NFC was
there a major shareholder (Barclays Bank), and the remaining share



Sumrnmary: Utnited Kingdom 175

capital was concentrated by type of owner (labor and management and
their families) but widespread among individuals.

All three cases come close to achieving Pareto improvements and
leave only minor losers. Since BA and BT are firms with market power, it
comes as no surprise that the losers in their cases include their compet-
itors and some consumers. What is surprising is the smallness of the
losses, which come close to vanishing in rounding errors. Since NFC
operates in a competitively structured industry, neither competitors
nor consumers can be identified as losers. In NFC's case it is only the
government for which we calculate a small loss, tempered, however, by
a large public relations gain from the financial success of NFC as a labor-
managed firm. NFC may also be seen as a loss leader in the government's
divestiture program.

In terms of divestiture strategy the three U.K. cases differ. BT's was a
well-planned and smoothly executed divestiture. Some other divestiture
options were sacrificed to achieve this smoothness. In particular, BT was
not split up and sold piecemeal. In contrast, NFC's divestiture was in
danger of being dragged out indefinitely because of the enterprise's
financial and operational difficulties. NFC'S management seized on the
government's embarrassment at this situation and proposed a quick
divestiture solution. Thus, the lack of government strategy was compen-
sated by management's readiness to step in. BA'S divestiture, in a simi-
larly difficult postponement, shows that such a situation can be turned
to the government's advantage if postdivestiture management is chosen
right away.

The three cases include a (virtual) monopolist (BT), an oligopolist (BA),

and a competitive enterprise (NFC). Surprisingly, in terms of our bottom
line, we find no dear relationship between the welfare effed of divesti-
ture and market structure in the U.K cases: relative to its sales in the year
of divestiture, BT shows the largest gain, followed by NFC and then BA.

This ordering is unaffected by an inclusion of benefits from the prior
restructuring of BA between 1981 and 1987.

The Comparative Performance of Public and Divested
Enterprises

Our analysis has not focused on the behavior of enterprises that re-
mained in the U.K. public sector over the 1980s. There is some work by
others that allows us to draw a picture, however. This work is imrportant
because it generates the background against which to measure the
success of individual divestiture cases. Bishop and Kay (1988 and 1991)
have provided some performance indicators of divested public enter-
prises and of those that remained owned by the state in the United
Kingdom.
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Asshown in table 7-1, Bishop and Kay (1991) provide estimates of tntal
factor productivity (rFP) for eight U.K. enterprises for 1979-90. Three of
these enterprises have remained publicly owned (British Coal, British
RaiL and the postal service), two were divested very late in the decade
(British Steel, in December 1988, and Electricity Supply, in December
1990), while three were divested somewhat earlier (British Telecom in
November 1984, British Ailports Authority in July 1987, and British Gas
in December 1986). There appears to be no discernible pattern of rela-
tionships between TM change and ownership change. In fact, if anything
the biggest improvement between the two periods occurs for British Coal
and British Rail. Had both these enterprises been divested in 1983 and
shown the same performance imnprovement, one would have pointed to
them as major successes of divestiture. On the other hand, one can argue
that these enterprises had been doing particularly badly in 1979-83, so
they started from a low base. Similarly, the vast improvement of British
Steel over the whole decade is partly explained by the miserable shape
it was in before.

Nevertheless, it appears clear that during the 1980s state-owned en-
terprises in the United Kingdom substantially changed their behavior.
What stands out is that these enterprises were allowed to reduce employ-
ment by amounts that are large evenby the standards of privately owned
firms. It has to be bome in mind, however, that these firms operate in
stagnating or declining industries, so that output was falling simulta-
neously (by less than labor in the cases of coal and steel, and by more
than labor in the case of rail). It appears that the remaining state-owned

Table 7-1. Year-to-Year Changes in Total Factor Productivity at Selected
Public Enterprises, United Kingdom, 1979-90

Average annual change (percentages)
Enrzterprise 1979-90 197943 1983-90

British Airports Authority 1.0 -1.6 2.6
British Coal 2.6 -0.8 4.6
British Gas 1.0 -1.0 2.2
British Rail 1.2 -2.9 3.7
British Steel 6.4 4.6 75
British Telecoma 3.5 3.0 3.7
Electricity supplyb 1.5 -0.3 2.6
Post Office 2.3 1.7 2.7

Average 2.4 0.1 3.7

a. Our own calculations indicate average total factor productivity increases of 0.6
percent for 1950-83 and 32 percent for 1983-90.

b. CEGB and regional electricity boards.
Source: Bishop and Kay (1991).
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enterprises are in stagnating sectors (the postal service has grown, but
slowly), while divested enterprises have been expanding.

Hence, inferences from table 7-1 have to be drawn with a lot of caution.
Ciearly, however, the remaining state-owned enterprises in th' itdited
Kingdom during the 1980s improved their efficiency and laid off em-
ployees on a large scale.

Conclusion

Welfare gains from our three U.K. divestitures are comparatively small
because, at the same time, performance of the remaining state-owned
enterprises improved considerably. Thus, the very fact that we have
found consistent gains is remarkable.

Each of the three cases has peculiarities that make it stand out as a
leaming experience for others. The 1sT case shows the benefits of skillful
regulation and the beneficial effects of a relaxation of investment
constraints. The BA case shows the benefits of tough and cost-saving
management. The NFC case shows that good management can go hand-
in-hand with employee ownership.

We have found all three U.K. divestiture cases to have been successful.
Particularly with respect to BT tis might be seen as contrasting with
Vickers and Yarrow's (1988) view that the U.K. government could have
done better. However, our counterfactual in each case was not the
perceived best available altemative policy but rather continued public
operation. At the same time our case studies are compatible with an
emerging view that divestiture in the United Kingdom was successful
in a climate of new entrepreneurial spirit and long-lasting boom after a
severe recession. One may speculate that divestiture has itself contrib-
uted to this spirit and prosperity, but that was not the topic of our partial
analysis.
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8. Divestiture in Chile

Paul E. Sigmund (1990) has written, "in no country in the world, not even
in Margaret Thatcher's Britain, has privatization been carried as far as it
has in contemporary Chile.' This is particularly true in that divestiture
in Chile was part of an overall transformation of the economy; it was
pursued as early as 1974 and continued in two major waves through
1990; it covered enterprises in competitive and monopolistic markets; it
used almost all divestiture methods known to date; and it had its
successes and pitfalls along the way.

Because of its significance, Chile's experience has been the subject of
extensive analysis. However,nosystematicattempthasbeenmade to assess
the welfare effects of divestiture in Chile at the microeconomic level. The
following three case studies attempt to fill this gap. First, however, this
chapter briefly reviews the Chilean divestiture experience over the past two
decades, to provide a context for the microeconomnic analysis. In addition,
the chapter sheds some light on how to implement an overall divestiture
program, as opposed to selling a particular enterpnse.

The Macroeconomic Context

Divestiture affects and is affected by the environment in which it is
carried out On the one hand, fiscal stringency and mounting foreign
debt often provide the primqry motivations to divest Economic growth
and nondistorting policies ii crease the prospects that divestiture will be
beneficial to society. On the other hand, divestiture can ease the fiscal
and foreign debt crises in the short run, and it may provide an impetus
for growth in the medium term. Therefore, a natural starting point is to
elaborate on the macroeconomic environment in which divestiture took
place in Chile.

Stabilization and Structhural Reform: 1974-81

Soon after its seizure of power in September 1973, the military govem-
ment of General Augusto Pinochet began to pursue a fundamnentally
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differenteconomic developmentstrategy from that which had prevailed
during President Salvador Allende's administration between 1970 and
1973. In the new strategy, market forces and the private sector were to
be the main agents for growth. Accordingly, the government introduced
a number of stabilization and structural reforms, which between 1974
and 1981 included:

* Reducing the role of the state through restrictive fiscal policy,
divestiture, and forcing public enterprises to be self-financing
* Foreign trade liberalization, which included the elimination of all
quantitative restrictions on importsby 1976 and the reduction of tariffs
from an average ad valorem rate of 94 percent with a large dispersion
to a flat rate of 10 percent in 1979 (there was also an opening up of the
capital account)
* Deregulation of the financial market, which meant freeing interest
rates, lowering legal reserve requirements, and phasing out quantita-
tive controls on lending
a Tax reform, which induded the establishment in 1975 of a flat 20
percent value added tax and the revision of corporate and income
taxes
* Labor market reform, under which unions were banned and wage
adjustments left to market forces (in 1979 a new labor law was intro-
duced, outlining the rles for dism-iissals and hiring and reintroducing
collective bargaining and full wage indexation).

The new regime's stabilization efforts initially slowed the economy
down, after which it began to recover and then expand. GDP dropped by
almost 13 percentage points in 1975 but grew at a rate well above 3.5
percent through 1981. During the same period inflation declined from
triple-digit levels to less than 10 percent in 1981. The fiscal deficit
disappeared and the current account deficit declined. These results led
some observers to term this period the "Chilean mirade-"

Crisis and Stabilization; 1982-84

In 1982 Chile's GDP fell by 14 percent, and unemployment rose to 18
percent. Net inflows of foreign caedit fell sharply in 1981 and dried up
in 1982. Tne centralbank lost a significant amount of reserves in an effort
to support the exchange rate, which had been fixed since 1979. The
current account deficit rose to over 10 percent of GDP. The crisis led to
widespread banlruptcies and prompted the govenmment to take over
some fifty previously divested banks and commercial enterprises.

This deep recession was the result of a number of policies. Fixing the
exchange rate to control inflation while opening up the capital account
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contributed to a significant inflow of unguaranteed long-term credit,
which increased the extemal debt to 69 percentof GDPby 1982. Ironically,
domestic inflation was higher than world inflation, in part because of
full wage indexation. Meanwhile, currency appreciation, higher real
interest rates (which exceeded 30 percent per year), and the poor super-
vision of the financial sector (which weakened the quality of loans) all
eroded the competitiveness of the country's tradable goods sector and
led to a current account deficit of 14.5 percent of GDP in 1981. Further
aggravating the situation were a number of external factors, including a
sharp increase in oil prices, a fall in copper prices, and a surge in
intemational interest rates.

In response to the crisis the government abandoned the fixed exchange
rate policy, and in 1983 it put a ceiling on the current account deficit
and restricted the level of domestic expenditures. The government
also negotiated the amortization of extemal debt and obtained fresh
funds to cover interest payments. In the process, however, the central
bank absorbed bad loans by providing massive subsidies to debtors in
dollars.

Adjustment and Recovrry: 1985-90

Facing sluggish economic growth in 1985 (24 percent), high unemploy-
ment (16.4 percent), and low saving and investment rates (5A4 and 13.9
percent, respectively), the government decided to embark on even
deeper economiic reforms. It tightened domestic expenditures, devalued
the peso, and devised mechanisms to reduce the size of the foreign debt.
The central bank authorized debt-equity swap operations, and new
loans were obtained from the International Monetary Fund and the
World Bank At the same time, import tariffs were lowered and a more
ambitious divestiture program was initiated. As a result, a new phase of
sustained and accelerated growth began in 1986. Both the fiscal and the
current account deficits decreased. Exports grew rapidly. while the
foreign debt declined. hiflation decreased, and in 1989, for the first time
in a decade, unemployment retumed to single-digit rates. Investment
also increased, reaching 20 percent of GDP by the end of the decade.

Ln short, the Chilean economy witnessed two deep recessions in the
last two decades, in 1974-75 and in 1982-83. However, the country's
structural reforms were deep enough to enable the economy to survive
the crises and to have an impact on the economy.

Divestiture and Public-Enterprdse Reform

Divestiture and public-enterprise reform were important ingredients in
Chile's reform program, and it is to these we now turn.
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The Extent of Divestiture

The Chilean public-enterprise sector consists of three distinct groups.
One group of enterprises was created by law to provide a wide array of
goods and services such as railroads, postal and telegraph services,
water and sewage, port services, air transport, petroleum extraction and
refining, copper refining, public ground transportation, trading in agri-
cultural products, shipping, television, pharmaceuticals, and insurance.
Each of the enterprises witiin this group fell under the jurisdiction of the
relevant technical ministry. A second group of enterprises was areated
by the Corporaci6n de Fomento de la Producci6n (CORFo), the state
institution created in 1939 to foster economic development. CORFo enter-
prises operated in the steel, petroleum, and electricity sectors, among
others. Finally, a third group of enterprises came into being trough a
wave of nationalizations in the 1970-73 period, when Allende's admin-
istration adopted apolicy of income and assetredistribution. The nation-
alized firms included, for example, the copper mines, Chilectra (an
electricity generation and distribution holding company), and
Compafnia de Telefonos de Chile (cTc; the local telephone services
company). The government purchased the shares of almost all commer-
cial banks? and it intervened in 259 additional enterprises without
acquiring their ownership.

The three groups of public enterprises accounted for 39 percent of CDP
in 1973, up from 14 percent in 1970. They numbered 498 in all in 1973,
including those enterprises in whch the government had intervened
without acquiring tiem; this was up from 64 in 1970 (table 8-1). The
public-enterprise sector dominated not only public utilities, mining, and
telecommunications but also the manufacturing and banldng sectors.

The first wave of divestiture started in 1974. It began with the return
of the 259 "intervened" fims to their private owners, followed by the
sale of over 200 enterprises and banks. Even though this round of

Table 8-1. Number, Employment, and Output of Public Enterprises,
Chile, Selected Years, 2965-89
Indicator 1965 1970 1973 1980 1989

Number of enterprises - 64.0 498a 43.0 27.0
Employment as a share of

work force (percent) - 4.6 5.6 32 1.0
Value added as a share of GDP

(percent)
Including COD=Lco 14.2 - 39.0 24.1 15.9
Excluding CODELCO - - - - 6.6

- Not available.
a. Indudes enterpses in which the govemment intervened but that it did not acquire.
Sou'cc Luders (1990) and authors' calculations for valiie added excluding CODEtCO.
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divestiture excluded large firms, natural monopolies, and firms created
by law, the number of divested firms was large enough to reduce the
public-enterprise sector as a proportion of CDP to 24.1 percent in 1981,
from 39 percent in 1974.

Beyond the sale of enterprises, the government contracted out to the
private sector such services as public education, trash collection, and the
tending of public parks. And in 1981 it reformed and sold the social
security pension system, replacing the public pay-as-you-go pension
system with one based on individual pension savings accounts.

As noted above, this wave of divestiture was partially reversed in the
early 1980s, when the govemment had to take over some fifty banks and
firms. The 1982 recession spread defaults throughout the economy. In
December 1981 the government intervened in two important banks and
six smaller financial institutions. The economic situation worsened
through 1982, and the financial crisis culminated in January 1983 with
government intervention in five banks, the closing of three more, and
the direct government supervision of another two. According to
Arellano (1983), these ten institutions represented 45 percent of the
capital and reserves of the financial systemL

Intervention in banks meant the takeover of a large number of other
enterprises, eitherbecause thebanks were their most importantcreditors
or because they were related trough ownership. Among those that were
taken over for the first time were four pension funds, the largest two of
which also belonged to the two largest conglomerates. These two pen-
sion funds had, in December 1982, 50.7 percent of the workers and
employees affiliated with the new pension system and 57.5 percent of
the system's accumulated pension funds.

As the economy recovered in subsequentyears the government resold
these banks and enterprises. More important, in 1985-90 it embarked on
a second wave of divestiture, which was qualitatively and quantitatively
more significant than the first. This time divestiture included some of the
largest corporations producing tradable goods (e.g., Soquimich, LANSA,
and CAP), enterprises in telecommunications (crc and ENTEL), electricity
(e.g., Chilectra and ENDESA), and, toward the end, water and sewage
services. This wave of djestiture reduced the share of public enterprises
in CDP to 15.9 percent by 1989. If the copper company CODELCO is
excluded, the share drops to a modest 6.6 percent The number of public
enterprises fell to twenty-seven in the same year.

Public-Enterprise Reform

The reform of public enterprises paralleled Chile's macroeconomic ad-
justment and divestiture. The process started immediately after the
military takeover by eliminating labor redundancy. In mrid-1974 the
govemment issued a decree requiring a number of non-CoRFo public
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enterprisesto reducetheirpersonnelby 2Opercentbefore the endof 1975.
It created the "New Entrepreneur Plan" to provide laidoff workers a new
source of income. Other enterprises were encouraged to reduce their
work forces. As a result, employment decreased in almost all large public
enterprises by 1979. In some cases the decrease was significant; for
example, enmployment was cut by 49 percent at ENDESA and EFE (the state
railways), and 55 percent at the national airline LAN-Chile.

CORFo then instructed its enterprises to pursue "goals and procedures
similar to those of a private company." Managers were notified that their
enterprises would be expected to finance their own operating costs and
debt service. Responsibility for financing of investment and for borrow-
ing came under the Ministry of Finance, which instructed the enterprises
to get rid of any unnecessary assets and stocks, improve their billing
procedures, searcl for new sources of financing, and reduce persormel
when required. Public utilities (water,electricity, gas, and telephone), for
example, were ordered to apply to public sector entities the same rules
of service suspension for unpaid bills as were applied to the private
sector. Transfers to public enterprises became the exception rather than
the rule. Other elements of favorable treatment toward public enter-
prises such as income tax and import duty exemptions were also elimi-
nated. In addition, since CORFO enterprises had always been joint stock
corporations-with some even having minority private shareholders
prior to 1970-they were subject to the same regulations and informa-
tion disclosure rules that applied to private corporations in the same
category.

Self-financing would not have been possible, however, if pricing
policies had not been changed. Thus, the govermnent dramatically
increased the prices public enterprises could charge; these prices had
eroded in the period 1970-73. It then freed the prices of tradables and
established the basis for setting tariffs for nontradables (e.g., electricity
and telecommunications in 1982, and water and sewage in 1989; see the
next three chapters for details of the regulatory framework for the electric
power and telecommunications sectors).

In parallel, public enterprises increasingly faced intense competition.
As quantitative restrictions on imports were elinated and import
tariffs reduced, firms producing tradable goods had to compete interna-
tionally. In the noncompetitive sectors the government eliminated entry
barriers, for example in transportation. In addition, it divided a number
of large public enterprises into independent companies; for example, the
holding company Chilectra was divided into two electrcity distribution
companies and one generating company in 1981.

As a result of these reforms the operating performance of most public
enterprises improved? As shown in table 8-2, revenues as well as taxes
and transfers increased substantially in relation to GDP after 1973, while
expenditures fell. The overall deficit of the public-enterprise sector prac-
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Table 8-2. Summary of Operations of Public Enterprises, Chile,
Selected Years, 1970-89
(percentages of CDP)

Item 1970 1973 1979 1983 1986 1989

Current revenues 16.9 16.2 27.0 29.5 35.4 28.1
Current expenditures 15.9 24.0 17.6 18.5 22.6 15.5
Net savings 1.0 -7.8 9.4 11.0 12.8 12.6
Taxes and transfers 1.2 1.9 83 8.6 9.1 11.5
Net capital revenues 0.0 -0.1 02 -0.1 0.5 0.7
Capital formationa 4.2 2.5 1.9 2.6 4.7 25
Defict 4.4 12.4 0.6 0.3 0.5 0.7

a. For l970 and 1973, capital revenues are net of capital expenditure. For the other years,
capital formation indudes capital expenditures.

Sourcc For 1970, 1973, and 1979: Larrain (1988); for 1983 and 1986: Larrafiaga and
Marshall (1990); for 1989: Ministry of Finance data.

tically vanished. (The decrease in current revenues as a percentage of
GDP after 1986 is the result of the second divestiture program.)

Implementation of Divestiture

In the first wave of divestiture in the 1970s, COrFO established a bidding
policy according to which both domestic and foreign investors could
participate. Offers could be made in domestic or foreign currency, and
the general method of payment was an initial down payment with the
balance to be paid in inflation-indexed installments at annual interest
rates ranging from 8 to 12 percent. Real assets equivalent to 150 percent
of the debt had to be provided as coLateral. CORmO could, if it chose,
declare that none of the bids was acceptable and enter into direct nego-
tiations with potential buyers.

CO.rFO followed the above procedures in selling enterprises in which
its equity share exceeded 10 percent Where its stake was lower it
auctioned off the shares through the stock market By 1978, of the
sixty-nine enterprises for sale in which CORFO had more than a 51 percent
interest, fifty had been sold. The buyers were domestic corporations in
forty-seven cases, foreign investors in ten, individual domestic investors
in twenty-one, enterprise employees in sixteen, and a cooperative in one
case (cORFO 1978). From 1974 to 1978 the proceeds from these sales
amounted to US$699 nillion at 1990 prices.

Although the design and implementation of the divesture program
seemed appropriate, the events of the early 1980s proved them other-
wise. According to Marshall and Montt (1988) and Larrain (1988), the
reason for the failure of divestiture and the government takeover of some
divested enterprises and banks is as follows. The sale typically started
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with a highly leveraged purchase of a financial company from CORiO,
which was then used to bid on other industrial companies. Although
participants in auctions and bids had to present detailed financial state-
ments, accounting practices at the time did not call for the consolidation
of balance sheets. As a result, groups with very small capital bases
managed to gain control of large volumes of assets. According to
Arellano (1983) and Foxley (1988), by June 1982 bank loans to related
enterprises represented more than 15 percent of outstanding loans in
most cases, more than 20 percent in a number of banks, and even more
than 40 percent in the case of Chile's second largest private bank.

In the second divestiture episode (1985-90) the process improved
significantly. CORFO's council would decide what percentage of an en-
terprise would be sold, by what method, at what price, and to whon.
Only prequalified investors could participate. When the enterprise was
to be purchased by a conglomerate, cash payment was -quired. Perhaps
more important, the government had by then introduced several insti-
tutional and regulatory reforms, which, as the next chapters will illus-
trate, proved critical in ensuring better corporate governance and
performance of firms. The most important of these are the following:

* Bank regulations. After the banking system was recapitalized and
had recovered from the 1981-83 crisis, a new banking law was enacted
in 1986. Among the changes introduced was a restriction on doing
business with related parties (for a detailed description of the reforms
in the banldng system after the crisis see Ramirez 1989).
* Regulation of joint stock companies. This regulation tightened the
rules for disclosure of transactions between related companies, stock
purchases and sales, financial statements, penalties for publishing
false or misleading information, and the use of inside information.
* Regulation of natural monopolies. This regulation included the enact-
ment of new regulatory regimes for the electricity and telecommuni-
cations sectors in 1982, as elaborated in the next three chapters.
* Regulation of pension funds (mutual funds) and insurance companies.
These regulations placed limits on how much pension funds could
invest in the securities of one issuer or related issuers; specified the
rules for disclosure of information about capital, net worth, and tech-
nical reserves; and expanded the power of the regulatory institution.

Within this improved framework, CORFO sold a number of important
enterprises, generating for the treasury the equivalent of US$1.4 billion
(at 1990 prices) between 1985 and 1989. Table 8-3 provides a breakdown
of the methods of sale and the first buyers of the key enterprises sold
during this period. The enterprises were frequently sold through a
combination of stock market offerings, public auctions, and direct sales.
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Pension funds emerged as important institutional investors. Foreign
investors participated actively, in part by purchasing shares in the stock
market, but mostly through the debt-equity swap program started by
the central bank in 1985. Workers acquired shares of their companies in
almost all cases, which they financed by using their severance benefits
in advance, benefits obtained in collective bargaining, profit sharing
or paid vacations, or loans from the enterprise itself, CORFO, or the
banks. They paid a price equal to the average closing price on the stock
market, sometimes with a time lag. As share prices were rising, this lag
afforded them an implicit discount. In other cases, they received explict
discounts.

The Aftermath

In sum, Chile reduced the size of its public-enterprise sector in relation
to GDP from 39 percent in 1973 to 16 percent in 1989 (6.6 percent if the
largest remaining public enterprise, CODELCO, is excluded). Divestiture
was carried out in the context of tuning the Chilean economy into one
of the most open in Latin America, but one in which the regulatory role
of the state became stronger.

To be sure, the Chilean joumey on the road of divestiture was not
always smooth. In the 1970s the government paid inadequate attention
to the who, the how, and the when of divestiture. This led to a concen-
tration of ownership, overindebtedness, and eventually (during the
crisis of the early 1980s) the return of several divested firms and banks
to the govenmenL In contrast, by the time the second round of divesti-
hire was under way in the mid-1980s, the economy was well functioning
and appropriate regulations were already in place

This rich experience has generated a number of interesting studies,
some of which have already been mentioned. Other studies (e.g., Marcel
1989, Hachette 1988) have investigated the aggregate effectof divestiture
on the government budget, saving, investment, and employment How-
ever, nowhere could we find any systematic analysis of the microeco-
nomic effects of divestiture that carefiully identified the overall change
in economic welfare and the consequences of this change on all import-
ant economic actors (buyers, government, consumers, workers, and
competitors). The next three chapters address these questions by analyz-
ing cases of divestiture in three Chilean industries: electricity generation,
electricty distribution, and telecommunicationsr The ultimate objective
of this analysis is twofold: first, to determine whether divestiture made
Chile better or worse off, and, second, to identify the conditions that
made the outcome positive, so that other countries might attempt to
simulate these conditions in their own divestiture programs. The results
of the three cases are then summarized in chapter 12.



Table 8-3. Methtods of Divestituire and Buyers ofMajor Divested Enterprises, Ciile, 1985-89

CAP Steel Stock market Various investors
Direct sale to workers Own workers

CHILGENER Electricity Stock market Various (including foreign) investors, pension funds
Direct sale to workers Own workers

CHILMETRO Electricity Stock market Various investors, pension funds
Direct sale to workers Own workers

CHILQUINTA Electricity Stock market Various investors, pension funds
Direct sale to workers Own workers

CHILErILMS Filmmaking Auction Domestic investor
clc Telecommunications Stock market Various investors, pension funds

Direct sale to workers Own workers, public sector employees
Auction Foreigin investor

° ECOM Data processing Direct sale to workers Own workers
EDELMAG Electricity Direct sale to public Small regional investorsA
ELECDA Electricity Direct sale to public Regional investorsa

Stock market Various investors
Expropriationsettlementb Small investors

EMEC Electricity Auction Domestic in. estor
EMEL Electricity Direct sale to workers ENDESA employees
EMELARI Electricity Direct sale to public Regional investors'

Direct sale to workers Public sector employees
Expropriation settlementb Small investors

ELIQSA Electricity Direct sale to public Regional investorsa
Direct sale to workers Public sector employees
Stock market Various investors
Expropriation settlementb Small investors

EMELAT Electricity Auction EMEL
Direct sale ENDESA employees



ENAEX Explosives Auction Foreign investor
Direct sale FAMAR (an enterprise of the Chilean army)

ENDESA Electricity Stock market Various investors, pension funds
Direct sale to workers Own worke.-s, public sector employees
Expropriation settlementb Small investors

ENTEL Telecommunications Stock market Various investors, pension funds
Direct sale to workers Own workers, Chilean army
Expropriation settlement' Small investors

JANSA Sugar Direct sale Sugar beet producers, r'-n workers
Stock market Various (including foreign) investors

ISE Generales Social security Stock market Various investors
Direct sale to workers Own workers

ISE Vida Social security Stock market Not available
Laboratorio Chile Laboratories Stock market Various investors, pensicn funds

Direct sale to workers Own workers
LAN-Chile Airline Stock market Various investors

Direct sale to workers Own workers
Auction Various (including foreign) investors

PEHUENCHE Electricity Direct sale to workers Own workers
Subscription of new shares ENDESA

PILMAIQUJEN Electricity Auction Foreign investor
PULLINQUE Electricity Auction Unidentified investor
SACRET Finance Direct sale to workers Own workers
Schwager Coal Stock market Various investors, pension funds

Direct sale to workers Own workers
Expropriation settlementb Small investors

Soquimich Chemical and mining Stock market Various investors, pension funds
Direct sale to workers Own workers

TELEX-Chile Telecommunications Auction Foreign investor

a. Thesecompanieswerepartiallysold to thegeneralpublic only intheregioninwhichtheenterpriscis located. Thiswas called "regional popularcapitalism."
b. In 1987 a law was passed to settle the claims of farm ov%.i2rs who had been expropriated during the Allende administration.
Souirce: cORFO, Meneoria Aizual, various years; Marcel (1989); Valeazuela (1989).
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Notes

This chapter was written by Ahmed Galal and Raul E. Sanz.
1. Already in 1967, however, the government had started the acquisition

of 51 percent of the country's largest copper mines. in a process called
"Chileanization."

2. Before 1970 there was only one publicly owned commercial bank; by 1973
CORFo owned more than 50percent of the equityof fourteenbanks and a minority
share in another five. Of seventeen commercial banks in operation in September
1973, fourteen were administered by cORFo, thus giving it effective control over
the financial system (see Larrain 1988).

3. ENACAR, a state coal company, and m have continued to lose money.



9. CHILGENER

In most developing and even in some industrial countries, electri-
city enterprises are owned by the state. Ownership and regulatory
functions are merged in the same goverrnent agency or agencies, and
the generation, transmission, and distribution of electricity are verti-
cally integrated.

This preference for government ownership, merging of control and
regulatory functions, and vertical integration seems to rest on the pre-
sumption thatmarket-based solutions will produce a suboptimal supply
of electricity in the short and the long run, for several reasons. First,
electric projects require lumpy investment, asset specificty, and a long
gestation period, which only governments can easily afford. In part,
governments can afford to invest in large-scale electric projects because
they are large savers, but another reason is that the social discount factor
is lower than the private one, because govenmuents can spread risk over
the entire population. Second, the distribution of electricity is character-
ized by economies of scale, widch produces natural monopolies whose
regulation under private ownership is by no means problem-free, even
in industrial countries. Finally, reliabIe provision of electricity requires
investment planning, stand-by capacity, and coordination of operation,
all of which are perceived to be easier to handle if electricity enterprises
are publidy owned, because public ownership presumably reduces the
problem of information asymmetry. This presumption rests on the
premise that public-enterprise managers work less hard tian their pri-
vate-enterprise counterparts to keep enterprise information away from
govemrnent agencies.

Chilean policies in the electricity sector since the early 1980s contrast
with this paradigm on all counts. First, the govemrnent established the
National Commission of Energy (CNE by its Spanish abbreviation) as an
autonomous regulatory agency in 1978, assigning the ownership func-
tion to the government holding company, the Corporacion de Fomento
de la Producci6n (CORFO). Second, it broke up the country's vertically
integrated electricity enterprises into separate generation and distribu-

193
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tion enterprises. Third, it issued a new regulation in 1982 that based
pricing on marginal cost and clarified other rules of the sector's opera-
tion. Finally, it culminated these reforms with the divestiture of most of
the country's state-owned electric power enterprises. These features
uniquely qualify the Chilean divestiture experience to address the gen-
eral question as to whether market or quasi market solutions are capable
of producing satisfactory results in the electricity sector.

This chapter analyzes the divestiture experience of CHILGENER S.A.,
which is typical of electricity generating enterprises in Chile in that it
underwent all the reforms outlined above. The enterprise was incorpo-
rated in 1981. While under public ownership it operated on a commercial
basis, and it had to abide by the 1982 regulatory scheme. Its ownership
was transferred to the private sector in 1987. Therefore, the analysis of
cHiLGECEER should enable us to answer the following interesting questions:

* How well does a commercialized and regulated public enterprise
in the electricity generating sector perform?
* Under such circumstances, does divestiture still lead to welfare
improvement?

Background

cHILGENERs primary mission is to generate, transrmt, and sell bulk
electricity. Until 1381 the enterprise operated as an integral part of
Chilectra SA., which, as a government holding company, also managed
CHILQUINTA and cHauurrao3 Together, the thiree units comprised a
vertically integrated operation for the generation, transmission, and
distribution of electricity.

In 1981 CEILGWENER experienced the first of two institutional shocks
when it was incorporated as a separate enterprise. However, it remained
a subsidiary of Chilectra until 1986, when the latter was dissolved. The
second shock came when its ownership was fully transferred to the
private sector by January 1988.

Whether public or private, incorporated or not, CHILGENER's installed
generating capacity remained virtually constant in the 1980s, at 597
megawatts. The enterprise began building a new hydroelectric plant
(Alfalfal) in 1986, which came on stream in 1991. This plant added a
generating capacity of 160 megawatts (or a mean annual electric energy
generation of 820 gigawatt-hours), a 220-kilovolt transmission line, and
a command, control, and data acquisition systemrL

Excluding Alfalfal, CHILGENER has siteen thermal and hydroelectic
generating units; over 85 percent of this capacity is thermoelectric This
has implications for the company's cost structure. In general, there is an
inverse relationship between the fixed and the variable costs of generat-
ing electricity. As shown in table 9-1, the estimated fixed costs of gener-
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Table 9-1. Fixed and Variable Costs of Electricity Generation, Chile, 2989

Fixed costs Variable costs
(U.S. dollars per (U.S. cents per

Typ7eofgenerator installedkilowatt) kilowatt-lhour)

Hydroelectric 1,000-2,000 0
Thermoelectric steam (coal fired) 900-1,100 2-4
Thermoelectric steam (oil fired) 800-1,000 2-4
Thermoelectric diesel 300-900
Gas turbine (oil fired) 300-500 9

- Not available.
Sourcc CNE (1989).

ating hydroelectricity are relatively high, but the associated variable
costs are practically zero. Conversely, while the variable costs of gener-
ating electricity using thermal plants are considerably higher than for
hydroelectric plants, the associated fixed costs are lower.

In addition to generating electricity, CHILGENER operates a transmis-
sion system 254 kilometers in length. It operates and maintains several
substations. It also owns a wharf on the Pacific coast, which it uses for
loading and unloading coal; the company subcontracts this installation's
excess capacity, for example to CODELCO.

Market Characteristics

CHLGCENER is one of eleven electricity generating enterprises in Chile. In
addition, a number of industrial and mining companies produce elec-
tricity for their own use, selling the residual for public consumption. In
1989 the company owned 14 percent of the country's installed generating
capacity, which represented 17 percent of that in the Central nterco-
nected System (sIc). In tumr, the sIc accounts for about 80 percent of
Chile's installed capacity.2

An entexprise's share of installed capacity does not, however, neces-
sarily translate into a corresponding market share in electricity genera-
tion. Table 9-2 shows that, although the supply of electricity in the sic
has been on the rise, CH[LGENER's share fluctuated between 8 and 26
percent during the period 1980-89. The lack )f correlation between
installed capacity and electricity generation stems from the existing
regulatory setup in Chile, which is designed to minimize the overall cost
of supply while promoting competition among generating enterprises.
In tissetup:

* Enterprises compete for the approval of the regulatory agency to
establish new projects. Selection is made by the CNE on the basis of a
least-cost investment program.
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Table 9-2. Gross Electricity Generation in the Central Interconnected
System (sic), C/tile, 1980-89
{gigawatt-hours)

Enterprise 1980 2981 1982 1983 2984 1985 1986 1987 1988 2989

ENDESA 5.8 6.3 7.1 75 7.7 8.7 6.7 7.3 7A 6.6
CHM.CENER 2.4 2.4 1.5 1.6 2.1 15 1 2 1.0 2.2 3.9

COLBUN 0.0 0.0 0.0 0.0 0.0 0.0 2.9 2.9 25 2.0

Others 0.2 0.2 0.2 03 0.3 0.4 0.4 0.7 0.8 n.8

Self-supplying 1.2 1.3 1.1 12 1.3 12 1.2 1.3 1.3 1.3

Total 9.6 10.1 9.9 10.6 11.4 11.8 12.5 132 14.3 14.7

Memorandum:
CHILGENER
market share
(percent) 25 23 16 15 18 12 9 8 15 26

Scurce: ENDESA (various years).

* Once installed, the decision to operate certain plants is made by
the Economic Load Dispatch Center (ELDc), which permits the opera-
tion of the plant with the lowest marginal cost among all generators
at any given point in time to satisfy demand.
* Meanwhile, enterprises decide individually to conclude supply
contracts with clients, up to the limits of their capacity.3 NorMs for
enterprise capacity are also set by the EaC
* Enterprises producing at less dtan capacity fulfill their contractual
obligations by purchasing the deficit from the system. Given that
excess generationby one enterprise is absorbedby another, the system
is continuously in equilibrium.

Overall, generating enterprises in the sic are run as if they were a
multiplant firm, irrespective of ownership. At the center of all this is the
role played by tariffs, competition, and regulatory institutions. These
issues are elaborated below.

The Regulatory Framework

The General Law of Electric Power of 1982 embodies the regulatory rules
governing the sector in Chile.4 Some features of this law have been
mentioned. A few additional features are elaborated below, with the
focus on electricity generatiorL The regulatory aspects of electricity
distribution are discussed in the next chapter.

TARIFFS. Prices for sale of electricity to distribution enterprises are regu-
lated, not because of economies of scale in electricity generation, but
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because prices to end users are themselves regulated. These prices are
set on the basis of short- and long-run marginal costs. The long-run
marginal cost is calculated by CNE for the least-cost investment program
to meet peak demand, using a computer programming model. Tariffs
are revised twice a year, taking into account differences in locations. If
necessary, they are modified in the interim on the basis of an indexation
formula for water reservoir levels and cost components such as fuel.

Spot prices for exchange among generating enterprises are set by the
ELDC on the basis of short-run marginal cost at the substation of origin.
To ensure price stability, spot prices are calculated into the future, taking
into account parameters acceptable to all participants, induding reser-
voir levels, prices of coal and of oil, demand, and so on.

Finally, tariffs for major consumers-defined as those with installed
capacity above 2 megawatts e not regulated. Suppliers have to com-
pete in this segment of the market, which accounted for 52 percent of
total consumption in 1989. Regulation stipulates the automatic adjust-
ment of regulated tariffs whenever they deviate from these unregulated
tariffs by more than 10 percent. By law, negotiated tariffs must be made
public.

COMPETMON. To ensure adequate competition among generating enter-
prises, any producer can gain access to any consumer through the
transmission system by paying "wheeling' charges. These charges are
based on the short-run marginal cost or the average incremental cost of
transmission, or are negotiated. Self-generation is encouraged, subject to
prespecified technical standards. Entry is also permitted subject to CNE
scrutiny.

REGULATORY INSTlTUTIONS. CNE advises the government on tariff formu-
lation and investment planning. It also oversees the implementation of
regulation and acts as an arbitrator in disputes. Its high-ranldng board
is presided over by a representative of the president of Chile. Its mem-
bers include the ministers of defense, economy, finance, mining, and
planning and the chief administrator of CNE The CNE administrator is
assisted by a small but well-qualified staff.

The Ministry of Economy is entrusted with the power to approve
tariffs on the basis of CNE proposals. It also monitors, through the
superintendent of electricity and fuels, compliance with the regulations
and procedures regarding installations and services. Finally, it attends
to customer complaints regarding service or tariffs.

The daily operation of the ELDC, induding setting spot prices for
exchange among generating enterprises, is left to a commission whose
members are representatives of the generating enterprises themselves.
For this reason the ELDC is often referred to as the "generators' dub." The
ELDC was established in May 1985. It operates under a set of rules
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designed and enforced by CNE, the objective of which is to ensure equal
access to the system, fair competition, and safety and reliability of the
supply of electricity.

In sum, the regulatory setup in Chile combines a high degree of
coordination and elements of competition. Coordination is intended to
guarantee the supply of electricity at the lowest marginal cost possible.
Competition is intended to pressure generating enterprises to reduce
marginal cost. While implementing the regulation is entrusted to an
autonomous regulatory agency, the daily operation of the dispatch
centerisleft to the generatingenterprises themselves (for a fuller descrip-
tion of the system see Bernstein 1988).

Divestiture

Having established a regulatory framework, the govenmuent of Chile,
beginning in the mid-1980s, pursued a strategy of withdrawing grad-
ually from owning electric power enterprises (table 9-3). This policy was
consistent with the market-oriented approach pursued by the govem-
ment since 1974 and contrasts with previous policies toward the sector,
which beginning in 1940 featured a steady increase in government
participation, first through CORM, then through ENDESA, and after 1970
through Chilectra.

The divestiture of CHLGENER began in October 1985, when Chilectra
announced it would sell 30 percent of the enterprise. In the next two
months the parent enterprise offered C}ILGENER's employees the option
of receiving 50 percent of theLr severance payments in advance if they
invested at least 80 percent of that sum in shares of the enterprise. The

Table 9-3. Government Shares of Enterprises in the Electricity Generation
Industry. Chile, 1982-89
(peroentages of total)

Enterprse 1982 1983 1984 1985 1986 1987 1988 1989

CHILGENER 100.0 100.0 100.0 952 64.6 35.0 0.0 0.0
ENDESA 98.3 98.3 98.3 98.3 98.3 90.7 90.7 907
COLB3UN n.a. na. n.a. ma. 98.2 98.2 98.2 98.2
PEHUENCHE n.a. na. n.a. n.a. 97.0 31.1 33.6 0.0
EDELNOR _ - - _ _ 0.0 0.0
PULSNQIJE - 0.0 0.0
PMAIQUEN - - - - - - 0,0 0.0

EDELEAYSEN' a n.a. ma. n.a. n.a. rLa. 92.0 89.6 89.6
EDELMAG a n.a. n.a. n.a. na. ma. 87.6 0.0 0.0

- Not available
na. Not applicable.
a. Also distrbutes electricity; pat of ENDESA prior to 1987.
Source: Ale and others (1990).
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option of receiving the remaining 20 percent in cash provided workers
with an added incentive to act upon the offer. As a result, 84 percent of
them purchased a total of 4.2 percent of the enterprise's equity, as shown
in table 9-4. The value of the shares was derived from the average price
on the stock market in the last two weeks prior to the offer.

In April 1986 Chilectra was liquidated and the ownership of CHILGE-
NER transferred to cORFo. Since CORFO already owned 99 percent of
Chilectra, this transaction did not entail any financial transfers. Thereaf-
ter, CORFO continued the divestiture process by offering shares on the
stock market. As a result, the private sector gained control of the enter-
prise (65 percent) in 1987. By January 1988 the company was 100 percent
privately owned and controlled, with foreigners owning 41 percent.

The sale of CHILGENER took effectively a little over two years to
complete. The enterprise was sold to a diverse group of domestic and
foreign buyers, including pension fumds, other financial institutions,
employees, and other individuals. Whether sold on the stock exchange
or directly to workers, the shares were priced as they were valued by the
stock market. The government neither offered nor agreed to any tax
exemptions or debt relief, nor did it undertake any physical, financial,
or labor restructuring prior to the sale. CHILGENER continued to operate
under the same regulatory scheme after divestiture.

What Happened?

What was the effect of divesting CHILGENER? Our attempt to address this
question begins by measuring the enterprise's performance before and
after divestiture. We measure performance in terms of profitability,

Table 9-4. Ownership Stncture, CHILGENER, 1982-90
(percentages of total)

Shareholders 1982 1983 1984 1985 1986 1987 7988 7989 2990

Public
CORFO 0.0 0.0 0.0 0.0 64.6 35.0 0.0 0.0 0.0
Chilectra 100.0 100.0 100.0 95.2 0.8 0.0 0.0 0.0 0.0

Total 100.0 100.0 100.0 95.2 65.4 35.0 0.0 0.0 0.0

Private domestic
Pension funds 0.0 0.0 0.0 0.0 13.2 26.8 26.2 36.7 31.1
Employees 0.0 0.0 0.0 4.2 5.2 4.9 4.9 1.8 1.5
Others 0.0 0.0 0.0 0.6 16.3 33.4 27.7 15.9 19.5

Total 0.0 0.0 0.0 4.8 34.7 65.1 58.8 54A 52.2

Privateloreign 0.0 0.0 0.0 0.0 0.0 0.0 41.3 45.6 47.8

Source: CHILGENER (various years).
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productivity, and fiscal and consumer effects for the period 1982-90. In
subsequent sections wc examine the causes of this performance, prgect
the future performance of the enterprise and what it would have been
without divestiture, and estimate the welfare impact of divestiture.

Profitability and Productivity

We begin with an analysis of CHILGENER's recorded profits, output, and
investment before and after divestiture.

PROFIT; PUBLIC VERSUS PRIVATE. Figure 9-1 shows that after-tax private
profit increased dramatically following the divestiture of CHILGENE.
The tuming point occurred in 1988, when profit almost doubled its 1986
level, rising from 3.0 billion Chilean pesos (Ch$) to Ch$5.5 billion. Results
in subsequent years only reinforced this trend, as profit reached Ch$11.0
billion in 1990. The notable decline in profit in 1987 was due primarily
to an avalanche and mudslide into the Colorado River, which destroyed
a 29-megawatt hydroelectric plant and damaged some of the installa-
tions at Alfalfal.

Figure 9-1. Public and Private Prqfit at Current Market Prices,
CHILGENER, 1982-90
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Figure 9-2. Public Profit at Constant Market Prices,
CHiILGENER, 2982-90
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A similar conclusion can be derived from inspecting the trend in
public profit (quasi rent or producer surplus), also given in figure 9-1.
Starting from Ch$5.1 billion in 1986, public profit more than tripled in
1990, reaching Ch$16.5 billion.

As quasi rent went up, so did the returns to equityholders (in the form
of dividends and depreciation), debtholders (in the form of interest), and
govermLent (in the form of taxes). Further calculations indicate, how-
ever, that the lion's share of the increment accrued to equityholders.

In short, the analysis of public and private profit at current prices
gives an impressive picture of improved performance in the post-
divestiture period. If this improvement is attributable to divestiture,
it strongly supports the hypothesis that divestiture promotes profit-
maximizing behavior. However, to reach such a conclusion, further
analysis is warranted.

PUBUC PROFIT: CURRENT VERSUS CONSTANT. Our next step is to eliminate
the effect of prices by calculating public profit at constant prices. Con-
stant prices were derived from information provided by CH[ILGENER, in
which the values of outputs and inputs are decomposed into their
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quantity and price components. The results, given in figure 9-2, are most
illuminating. Unlike the decline in quasi rent at current prices in 1984
and its stagnation in 1987, inspection of the trend at constant prices
reveals a sharp decline in 1986 and a smooth recovery in 1987. The
contrast between public profit at curTent and at constant prices suggests
that additional mileage can be gained from further decomposing the
changes into price and quantity effects.

PRICE AND QUANTllY DECOMPOSmnON. Table 9-5 decomposes public
profit (and its components) into how much each variable changed in

Table 9-5. Decomposition of Public Profit Trend into Price and Quantity
Effects, CHILGENER, 1982-90
(billions of pesos)

Change in 1983 1984 1985 1986 1987 1988 1989 1990

Output
Price 3.55 2.25 6.38 6.81 3.62 6.79 9.75 14.64
Quantity 0.40 0.90 050 -11.69 0.27 0.13 1.09 2.84
Value 3.95 3.15 6.88 -4.88 3.89 6.92 10.84 17A8

Intermediate
inputs

Price 2.58 2.60 4.14 2.42 3.17 4.61 7.54 6.07
Quantity 0.68 1.03 0.35 4.19 -0.01 -0.89 0.68 2.33
Value 3.26 3.63 4.49 -5.78 3.16 3.72 8.22 8.41

Wages
Price 0.21 032 0.37 0.01 0.49 0.21 0.62 1.46
Quantity -0.03 0.02 0.04 -0.02 0.04 -(.02 0.05 0.32
Value 0.17 0.34 0.42 -0.004 0.53 0.19 0.67 1.79

Rentedfactors
Price 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Quantity 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Value 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Working
capitil

Price -0.07 0.06 0.06 -0.12 0.05 0.09 0.51 0.32
Quantity -0.06 -0.03 -0.02 -0.06 0.11 0.12 0.10 -0.06
Value -0.13 0.03 0.03 -0.18 0.16 0.21 0.61 0.26

Public profit
Price 0.84 -0.74 1.81 4.50 -0.09 1.88 1.07 6.78
Quantity -0.19 -0.12 0.14 -3.42 0.13 0.92 0.26 0.24
Value 0.65 -0.86 1.94 .08 0.04 2.80 1.34 7.02

Source: Authors'calculatimos.
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Figure 9-3. Gross Fixed Capita! Formniation, CHILGENER, 1982-90
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absolute terms over the yrevious year, how much of that change would
have occurred if only prices had changed, and how much would have
occurred if only quantities had changed. Table 9-5 shows that, if 1984 is
excluded, prices moved in favor of CHILGENER throughout the period
analyzed. In contrast, the quantity effects were positive more frequently
and significantly during the period of private ownership. That is, in both
periods CHILGENER generated substantial annual incremental revenues.
The main difference was that prior to divestiture the boost came largely
from price increases, and thereafter from a combination of price and
quantity increases, except in 1990.

Changes in the components of quasi rent originated primarily from
changes in sales and intermediate inputs, including purchases of elec-
tricity for resale. The net effect of both variables mirrors the price and
quantity decomposition of public profit just indicated.

The changes in employment, although modest, are intriguing. As
can be seen from table 9-5, the number of employees declined under
public ownership in 1983 and 1986, supporting the assertion that
publicenterprise managers in Chile have had the autonomy to deal
with workers as work conditions required. On the other hand, the
number of employees increased under private ownership (except in
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Figure 9-4. Fixed Operating Assets, CHILCENER, 1982-90
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1988), which negates the hypothesis that divestiture inevitably threatens
workers.

Changes in wages are equally revealing. Under both regimes they
increased to cope with inflation. The modest wage increase in 1988 was
due to partial indexation of a two-year contract agreed to in 1986. Once
again, there is no evidence that divestiture hurt workers. Finally, the
opportunity cost of working capital generally increased over time as
CHILLGENER increased its activity. Nevertheless, its share in total cost is
relatively modest-a finding tat calls for no further exploration.

FIXED CAPITAL. Absolute changes in output, profit, and other variables
convey more meaningful information when related to fixed capital or
other relevant denominators. Thus, we look next at fixed capital forma-
tion and capital stock, which are also important in their own right.

As shown in figure 9-3, gross fixed capital formation was fairly stag-
nant under public ownership until 1985. It then picked up in 1986,
increasing sharply thereafter, especially in 1988 and 1989. This pattern
was interrupted by a notable decline in 1987, caused, as noted above, by
the avalanche in that year.
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Increased fixed capital formation is normally expected to lead to an
increase in the total capital stock However, inspection of figure 9-4
indicates the opposite: fixed assets at constant prices in fact declined in
the first two years under private ownership. The reason is that the
Alfalfal project was still in progress five years after its inception, and this
points in turn to the long gestation period electric generating projects
require. In contrast, the balance sheet value of fixed operating assets at
current prices inaeased over time. Notice that the balance -teet value and
our estimate of the market value of fixed assets are almos. identical. The
reason is that Chilean firms, including CHILGENER, adjust their fixed
operating assets annually for inflation and deterioration, following the
perpetual inventory methodology. The divergence between the revalued
and the balance sheet value of capital stock in the earlier period is due to
an adjustment on our part to reflect retroactively the effect of a com-
prehensive technical revaluation undertaken by the enterprise in 1986.

PROFITABIITY. Figure 9-5 fits the pieces together. It shows (together with
further calculations) that private profitability at current prices improved
under private ownership. In relation to revalued capital, it averaged 9.8

Figure 9-5. Private and Publc Profitability at Current Market Prices,
CHILGENER, 1982-90
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Figure 9-6. Real Unit Costs of Operation, CHILGENER, 1982-90
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percent during the period 1987-90, compared with an average of 4.6
percent during 1982-86. Figure 9-5 (again with further calculations)
similarly shows that public profitability at current prices increased
under private ownership, averaging 15.1 percent, whereas it averaged
9.7 percent under public ownership.

PARTIAL VERSUS TOTAL PRODUCTAVTY. D'es improved private and pub-
lic profitability at current prices mean improved productivity? The
answer obviously depends on wheiher the improvement was due to
changes in output relative to input prices or to changes in output relative
to input quantities To sort out one from the other, we examine next urit
costs and total factor productivity (TFP).

We start with average variable cost. Figure 9-6 exhibits an improve-
ment (i.e., a decline) in the ratio of variable costs to output value
during the period of private ownership, despite a reversal in 1990. The
same figure shows that this improvement did not originate with
either labor or working capital, both of which hardly changed from
their 1986 levels. Rather, the improvement can be attributed to inter-
mediate inputs, which generally accounted for about 70 percent of
total variable costs. The bulk of these inputs consisted of electricity
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purchased for resale, and coal. In recent years, the consumption of coal
alone has accounted for over 80 percent of total intermediate inputs, as
CHILGENER'S production-to-sales ratio increased significantly (97percent
in 1990). Thus, the decline in intermediate inputs canbe traced to greater
efficiency (reduced consumption of coal per gigawatt-hour of electricity
generated), which is an important point because it testifies to improved
management.

Compared with average variable cost, real and nominal fixed unit
costs in relation to generated output declined even more sharply after
divestiture, as can be seen from figure 9-7. This result is not surprising,
given that CHILGENER's plant factor increased from 50 percent in 1985 to
83.4 percent in 1989. (Plant factor is defined as the kilowatt-hours gen-
erated by a given plant over a certain period of time divided by its
maximum load-itscapacity-during thesameperiod.) That is, in recent
years, the company's capacity utilization has increased without the
capital stock increasing, and this has had the effect of reducing average
fixed cost. Recall, however, that the decision to operate a given plant is
exogenous to generating enterprises in Chile.

When variable and fixed costs are integrated into TFP, an overall
measure of productivity, the results still favor the private-ownership

Figure 9-7. Average Capital-Output Ratios, CHILCENER, Z982-90
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Figure 9-8. Total Factor Productivity and Real Public Profitability,
CHILGENER, 1982-90
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period. As figure 9-8 showrs, this condlusion holdls whether productivritv
is measured by TFP or by public profitability at constant prices. The
question i: By how much did producbtinty improve?

Calculated using te geometrical average, the productivity differential
is estiated at 2.8 percent per year. When calculated as a simnple average,
the differential is much higher, amounting to 6.5 percent per year. Th-e
large divergence between the two measures is due to the convexity of
the T1:P curve under public ownership and its concavity under private
ow-nership. F;or this reasonl, the geometrical average, which orly cap-
tures the contribution of two observations, is misleading, the sirple
average, which captures the contnibution of all observations, is more
appropriate. TIhus, we conclude that the productivity differential be-
tween public and private operation is 635 percent per year.

SLUVWAY OF PRoFrTsBiLrry AND PR0DucrT7= This analysis yields the
following primary conclusionls:

* Divrestiture was assocaatedlwilth ahigher rate of retumoanrevalued
capital, neanng 10 percent in 1990. This rate of retum compares
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favorably with an average rate of return of less than 6.0 percent for a
large sample of developing countries (see World Bank 1991). It also
compares favorably with a real interest rate of 7 percent on three-
month deposits in Chile. This suggests that marginal cost pricing can
provide producers with adequate incentives to expand. Hence, the
fear of underinvestment, often expressed by skeptics of divestiture,
may not be well founded.
* Divestiture was also associated with improved efficiency, which,
if due to divestiture, lends support to the hypothesis that change of
ownership increases productivity.
* Finally, divestiture was associated with a surge in investment,
which, again, if attributable to divestiture, is consistent with the hy-
pothesis that divestiture relaxes a resource constraint.

These are important changes. However, we still need to ask whether
they would have occurred in the absence of divestiture. Before turnng
to this question, however, let us first examine in preliminary fashion the
effect of CHILGENER's divestiture on the government's budget and
consumers.

Fiscal Effects

From the Chilean treasury's perspective, two important considerations
are the sale price and the annual flow of finds between CH[LGENER on
the one hand and CORFO and the treasury on the other. Both elements are
considered below, although we defer judgment on the fiscal impact of
divesting CHILGENER to the concluding section of the chapter.

PROCEEDS FROM THE SALE. The proceeds from selling CHLENER, ex-
pressed at December 1987 prices, amounted to Ch$12.6 billion, or the
equivalent of 20 percent of the company's net worth in the same year.
Brokerage fees were very modest, accounting for less than half of a
percent of the sale proceeds. Clearly, however, the comparison between
sale price and net worth is inappropriate: buyers pay far more attention
to the prospects of the company and altemative investment opportuni-
ties- In addition, governments ought to compare the lump sum gain from
sale plus taxes from private operation with the net revenues that would
have been received had public ownershdp continued.

ANNUAL FLOwS. To provide a flavor of what the Chilean government
traded C GENER for, figure 9-9 gives a breakdown of the annual flow
of funds between the enterprise and the treasury before and after divest-
iture. On a net basis, there is a clear indication that the treasury now
receives less resources from the company than it would have absent
divestiture, even though corporate taxes increased under private opera-



210 Welfare Consequences of Selling Public Enterprises

Figure 9-9. Fiscal Flows, CHILGENER, 1982-90
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tion except in 1989. But this is not a surprising result for two reasons.
First, the government is no longer entitled to receive dividends. Second,
when it was a public enterprise, CHILGENER did not impose a burden on
the treasury-the enterprise received no subsidy, equity, loans, or pref-
erential treatmcent. The absence of such transfers, which are conmmon to
public enterprises in many other countries, refects te lonlg-standing
tradition in Chile of operating pubEicenterprises as if they were privately
owned. As indicated in chapter 8, they have long been instructed to
mai'ie profit and be self-financing. Further, their managers have
had adeqluate autonomy to make irnportant operating ded:sions, i-n re-
tumn for which they have been held accountable to the governunent as
the owner.

Effects on Consumer Welfare

From the perspective of Chilean consumers, the divestiture of cHrLGENER
is arguably neutraL Even though the company has a significant market
share, it is in no position to exercise monopoly or oligopoly power. In
the rnarket for major indusLriial clients it has to compete with other
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generating enterprises. Major dients have the options of self-generation
or finding alternative sources of supply. In the medium run they even
have the option of using sources of energy other than electricity. In the
market for exchange of electricity among generating enterprises, tariffs
are set on the basis of marginal cost, irrespective of the terms of the
contracts negotiated with clients and irrespective of ownership. Ihus,
CHILGENER is essentially a price taker. As such, it cannot by itself affect
the price charged to consumers, whether it is publicly or privately
owned. Hence, no further analysis of consumersurplus is pursued in the
rest of this chapter.

Summary

In this section we have analyzed a bundle of partial performance indi-
cators before and after divestiture. The primary conclusions are that
divestiture was associated with improved profitability and productivity
and increased investment; that no judgment can be made as yet as to
whether the fiscal incidence of divesting the enterprise was negative or
positive; and that the divestiture of CHILGENER has had no significant
effect on consumers, largely because the company is a price (and in fact
a quantity) taker.

Why Did It Happen?

The counterfactual story in the case of CFILGENER is one of continuity of
the past. However, two positive correlations deserve further investiga-
tion: that between divestiture and TEP changes, and that between divest-
iture and increased investment.

Where did CHILGENER's productivity changes originate? Were they
due to changes in sector characteristics, the regulatory setup, or the level
of economic activity? Or were they due to behavioral changes caused by
divestiture? Would investment have increased even without divesti-
ture? Would it have increased at the level observed under private
ownership? These are the questions addressed in this section. The objec-
five is to explore causality, which, although important in its own right,
also enables us to identify the counterfactual parameters. The latter are
particularly important because we are ultimately interested in compar-
ing the actual and projected performance of the divested CHILCGENERwith
what it would have been without divestiture.

Elsewhere we hypothesized that changes in performance can be at-
tributed to four distinct sets of factors: changes in ownership, changes in
sector characteristics, changes in macroeconomic conditions, and
changes induced by sale conditions (Galal 1990). To explore whether
these factors influenced performance changes, we proceed by a pro-
cess of elimination: if performance changes cannot be attributed to A,
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Figure 9-10. Year-to-Year Changes in Total Facfor Productivity
at CHILGENER and Gross Domestic Product in Chile, 1983-90
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they must be attributed to B or C; if they cannot be attributed to B, they
must be attributed to C. For the surviving hypotheses the issue collapses
to finding supporting evidence.

Nonsurviring Explanatory Variables

Our search for causality begins by eliminating those explanatory factors
that seem to matter little or not at all. Factors in this category are the
conditions of sale, the state of macroeconomic activity, and regulation of
the electricity generating sector.

As noted above, the sale of CHLGENER left the enterprise's market
structure unchanged. It involved no tax exemptions or debt relief. It
imposed no restrictions on hiring, firing, or wage setting other than those
observed by all enterprises in Chile. Further, it entailed no physical,
labor, or financial restructuring. Therefore, there is no evidence to sup-
port the hypothesis that sale conditions contributed to the changes in
perfornance.

As for the state of macroeconomic activity, it can be seen from figure
9-10 that there is a strong positive correlation between Chile's GDP
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growth rate and TFP changes during the period of private ownership.
Therefore, it is tempting to conclude that the changes in TFP are due,
at least in part, to the business cyde-eonomic expansion increased
demand, thus capacty utilization, and thus productivity, whereas eco-
nomic contraction had the opposite effect However, the same figure
shows a very weak correlation between the two variables during the
public-ownership period, which suggests that the explanation must lie
elsewhere.

Can CHI[LGENER's improved productivity be attributed to changes in
the regulatory framework? This argument would particularly hold if the
regulatory setup had changed before divestiture in such a way as to
pressure enterprises to be more efflcient. As already noted, however,
cHl<LENER operated under the same regulatory framework before and
after divesfiture. Thus, no change in the enterprise's performance can be
explained by changes in the regulatory setup either.

Surviving Explanatory Variables

Where, then, did the 'TF changes originate? Two competing and equally
compelling explanatory variables remain: the "system's cycle" and the
change of ownership.

rHE SYSrE'S CYCLE. In Chile, the supply of electricity is planned such
that a new project comes on stream every few years. Given the country's
large hydroelectric potential, new projects have systematically used
hydroelectric t-chnology, as can be seen from table 9-6. As they begin
operation, the marginal cost of generating electricity using thermal
technology becomes too high. Enterprises that use thermal tedhnology,
such as CHLGENEE, are then instructed by the ELDC to operate less

Table 9-6. Actual and Planned Generating Capacity in the Central
Interconnected System (sic), Chile

Capacity Date completed
Plant or enterprise Owner megawatts or scheduled

Antuco ENDESA 300 1981
COLBUN COrBsu 400 1985
Machicura COLBUN 90 1985
Alfalfal CHILGENER 160 1991
Canutillar ENDESA 144 1991
Pehuenche PEHTCFE 500 1991
Curillinque ENDESA 75 1994
Pangue ENDESA 400 1995

Note: All plants are hydroelectric
Sources: ENDESA (1989), COILGENER (1990), CNE (1989).
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intensively, and they incur higher average fixed costs as a result. Be-
tween the coming on stream of new projects, however, as demand
increases while supply remains constant, these enterprises are instructed
to operate increasingly intensively, incurring lower average fixed cost.
They thus tend to go through a profit cycle. Therefore, to the extent that
irmproved profitability and productivity follow the comning on stream of
a new project, these changes can be attributed, at least in part, to the
system's cycle.

CHIGENER was affected by the coming on stream of COLBUN in 1985.
The system's cycle was thus in a favorable phase for CH-LGENER in the
late 1980s, and this, combined with a drought between 1988 and 1990
that reduced the system's hydroelectric capacity, make it hardly surpris-
ing that the enterprise's plant factor increased fro,i 50.0 percent in 1985
to 83.4 percent in 1989. As capacity utilization increased, fixed unit costs
declined, as we have seen, leading to improved productivity. Therefore,
we cannot reject the system's cycle hypothesis as an important deterrni-
nant of the productivity improvement experienced by CHILGENER in the
postdivestiture period.

OWNERSHIP CHANGE. Does this condusion mean that the change of own-
ership made no difference? In theory, transfenring ownership to the
private sector should reduce the principal-agent problem, which, al-
though common to large private and public corporations, is more
prevalent underpublic ownership for reasons explained elsewhere in this
volume (especially chapter 23). Managers of private firms, to a greater
extent than public managers, are expected to strive to maximize profit
and minimize X-inefficiency. Therefore, the question is whether there is
any evidence that they did so in the case of CHILGENER after divestiture.

Thus far, the most significant and concrete manifestation of such
behavioral changes within the enterprise is the dramatic decline in the
consumption of coal per gigawatt-hour of output, noted earlier. Inter-
views with management, regulators, and government officials suggest
that the divestiture of CHILGENER brought about a number of additional
changes. To cite but a few examples:

* The new board of directors replaced top management with a
seemingly more dynamic team.
* A new corporate plan was drawn up in 1989, focusing on diversi-
fication; this was followed by a reorgarization of the company.
* As a result, C-LGENER now uses its wharf not only to import coal
for its own use but also to serve third parties.
* In addition, a new contract has been negotiated with workers,
allowing them a share in profits and linking compensation to individ-
ual performance.
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Therefore, it seems reasonable to conclude that the change in owner-
ship contributed partly to CH[LGENER's improved productivity. The
question is, By how much?

It is difficult to determine precisely the separate contributions of the
change of ownership and of the system's cycle to improved productivity.
Yet given that fixed costs account for a large proportion of total costs,
and given that changes in fixed unit costs are essentially beyond the
control of management, it can be safely assumed that the bulk of the
change in productivity is due to the system's cycle rather than to the
change of ownership. Accordingly, and arbitrarily, we will conserva-
tively assume that divestiture contributed a mere 1.5 percent (out of the
total 6.5 percent estimated above) to productivity. To satisfy readers who
find this assumption implausible, the bottom-line results will be esti-
mated under two additional scenarios: one in which the full improve-
ment in productivity is attributed to the change of ownership, and
another in which the full improvement in productivity is attributed to
the system's cycle.

Investment

Another question is whether investment would have increased at the
same pace had CHILGENER continued to be publicly owned. The answer
is a simple yes. The only investment project undertaken under pri-
vate ownership thus far has been the Alfalfal project which was con-
ceived, approved, and begun prior to divestiture. Financing (in the form
of a loan from the Inter-American Development Bank) was also arranged
under public ownership. Therefore, we conclude that there is no evidence
as yet of a change in investment behavior that can be attributed to
divestiture.

Summary

Our search for causality leads us to three primary conclusions:

* CHRLGENER's improved productivity is overwhelmingly attribut-
able to increased capacity utilization, whidh is due in turn to what we
have referred to as the system's cicle. Given that capacity utilization
is determined exogenously, divestiture cannot be credited with this
improvement.
* Nevertheless, there is some quantitative and qualitative evidence
to support the conclusion that divestiture contributed, albeit mod-
estly, to the productivity improvement The most notable manifesta-
tions of this kind so far are the dramatic decline in the consumption
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of coal per unit of output and the use of the company's wharf to serve
third parties.
* In contrast, there is no evidence to support the hypothesis that
divestiture relaxed the resource constraint, thus increasing investment.

What Will Happen?

Projecting an uncertain future inevitably involves a margin of error. The
room for error is even greater in the present context because we also need
to quantify how CIILGENER would have behaved had it continued to be
publicly owned. To reduce the margin of error we follow CHUSGENERS
own most recent projections, in part because they reflect the recent
performance of the company and its plans, and in part because the
underlying assumptions seem consistent with most forecasts of the
electricty sector in Chile. At the end of this section we test for the
credibility of our estimates.

Private Projections

According to CHLGENER officials at the time of our study, the prices at
which it sells electricity were expected to decline in real terms around
1991-92 and around 1995-96 and then stabilizeY The two downturns
were expected to follow from the coming on stream of the new projects
listed in table 9-6. Given this level of prices, sales will vary between
self-generation and purchases from other enterprises. On the cost side,
average variable cost were expected to decline sharply in real terms in
1991-92, then rise. The initial decline was expected to result from the low
cost of operating Alfalfal. The rise thereafter is due to having to operate
the thermoelectric plants more intensively.

CHLGENER'S projections assume that no new power plants will be
bUilt 6 Further, the company intends to fully repay all outstanding
interest-bearing debt by 2006. It assumes a depreciation rate of 3 percent
and a dividend payout ratio of 75 percent at maximum. Further, it
assumes an interest rate of 9 percent on foreign loans and a real interest
rate of 10 percent on domestic loans.

Public Projections

In estimating the counterfactualwe deviate from the above assumptions
in only two respects. First, under the base case scenario we assume, for
the same level of output, that public total average cost would have been
higher than projected for private operation by an efficiency differential
of 1.5 percent. This assumption is derived from the productivity analysis
and discussion of causality above. Second, starting from the premise that
CI{LGENER would have had to meet the same financial obligations
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whether publicly or privately owned, we assume that the government
would have had to give up its dividend policy of capturing 100 percent
of profit in order to maintain a debt-equity ratio of 1.0. This ratio has been
the enterprise's policy throughout.

Credibility of Projections

Under the foregoing assumptions, the netpresent value of CHILGENER is
estimated at Ch$42.5 billion as of December 1990.7 As table 9-7 shows,
our estimate of the enterprise'F value is only 12 percent lower than the
value of the firm on the stock exchange.8

Several explanations of the divergence are plausible. The capital mar-
ketisiimperfect. Our estimate mightbe inaccurate. Orwe now have more
information than was available to investors at the time of divestiture. Or
investors may have viewed the government's initial announcement that
it would only sell 30 percent of the enterprise as a signal of continued
public ownership. Whatever the explanation, the important point is that
the two estimates are not wildly different, which lends credibility to our
projections.

What Is It Worth?

What are the bottom-line results of divesting cEILGENER? Who won?
Who lost? And how much did they win or lose?

Base Case Scenario

We first estimate a bottom line for our most plausible scenario, in which
a modest productivity differential is attributed to divestiture.

WELFARE EFFECTS. Under this scenario, in which 1.5 percent out of the
total 6.5 percent productivity gain is credited to divestiture, the divesti-
ture of CHILGENER improved world welfare by Ch$4.0 billion, in net
present value terms at 1987 prices. The change in welfare is calculated
as the difference between the social value of CHILGENER under the actual

Table 9-7. Estimates of Net Present Value, 1987and 1990
(billions of pesos)

Estimate At December 1990 prices

Authors 42.5
Stock market 47.9

Source: Authors' calculations and data from the Santiago stock exchange.
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scenario (private operation) and that under the counterfactual scenario
(continued public operation)? After the share of foreigners is netted out,
divestiture improved domestic welfare by Ch$L3 billion, again ex-
pressed in net present value terms at 1987 prices. The change in domestic
welfare represents 7 percent of the private value of CHILGENER, and that
of world welfare 21 percent of the same denominator. The perpetual
annuity equivalent of the change in world welfare is estimated at 2.1
percent of the enterprise's 1986 sales, and that of domestic welfare at 0.7
percent.10

WINNERS AND LOSERS A breakdown of the winners and losers is given
in table 9-8. In terms of net present value at 1987 prices:

* CHILGENER's shareholders, domestic and foreign, are the biggest
winners, realizing 3 total of Ch$6.6 billion in additional profits. This
is the difference between their maximum willingness to pay for the
enterprise (Ch$19.1 billion) and the price they actually paid (Ch$12.5
billion).
* Among buyers, Chilean shareholders other than employees gain
Ch$3.8 billion, and employees Ch$0.1 billion. Foreign shareholders
come out Ch$2.7 billion ahead.

Table 9-8. Distrbution of Wclfare Gains and Lossesfrom Divestiture
in the Base Case, CHILGENER
(billions of pesos)

Private Public Gainsfram
operation operation divestiture

Economic actor (Vsp) (Vsg) (Vsp - VsW)

Govemnment
Taxes 8.3 8.0 0.3
Net quasi rents 0.0 15.4 -15.4
Net sale proceeds 12.5 0.0 12.5
Debt takeover 0.0 0.0 0.0
Others 0.0 a.o 0.0

Total 20.9 23.4 -'t 7

Employees 0.1 0.0 0.1
Private domestic shareholders 3.8 0.0 3.8
Consumers 0.0 0.0 0.0

Total 24.8 23.4 1.3

Foreign shareholders 2.7 0.0 2.7
World 27.4 23.4 4.0

Note: Figures are estimated 1987 present values.
Source: Authors'calculations.
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Table 9-9. Distribution of Welfare Gains and Lossesfrom Divestiture
under Alternative Scenarios, CHILGENER
(billions of pesos)

Productivity differential ascribed to divestiture
Economic actor None All Partila

Governznent
Taxes 0.0 1.3 0.3
Net quasi rents -19.1 -2.3 -15.4
Net sale proceeds 12.5 12.5 12.5
Debt takeover 0.0 0.0 0.0
Other 0.0 0.0 0.0

Total -6.6 11.5 -2.7

Employees 0.1 0.1 0.1
Private domestic

shareholders 3.8 3.8 3.8
Consumers 0.0 0.0 0.0

Total -2.7 15.4 1.3

Foreign shareholders 2.7 2.7 2.7
World 0.0 18.0 4.0

Note: Figures are 1987 present values.
a. This scenaio ascribes 15 percent of the total 6.5 percent improvenent to divestiture
Source: A'-fhors'calculations.

* In ctrast, the Chilean treasury and CORFo are left Ch$2.7 billion
poorer than they would have been in the counterfactual scenario. Under
continued public ownership they would have received Ch$15A bil-
lion in net quasi rents, plus Ch$8.0 bilLion in taxes. With divestiture, they
receive only the sale price (Ch$12.5 billion) and Ch$83 billion in expected
future taxes. The fiscal loss represents 22 percent of the sale price.

Alternative Scenarios

In an altemative scenario in which divestiture is credited withl no effi-
ciency gains, welfare does not change with divestiture, as the first
column of table 9-9 shows. Public CHELGENER is as good as private
CHnLCENER The only differenrce is that government now forgoes Ch$19.1
billion in net quasi ren.6, in return for sale proceeds of Ch$125 billion
This makes the fiscal impact of selling the enterprise negative by 53
percent of the sale price.

Alternatively, in a scenario where divestiture is credited with the full
gains in productivity (second colunmn of table 9-9), world welfare im-
proves by Ch$18.0 billion and domestic welfare by Ch$15A billion.
Under this bcenario the government forgoes Ch$2-3 billion in net quasi
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rents but receives Ch$13.8 billion from the sale proceeds and taxes. On
a net basis this translates into a positive fiscal effect of 92 percent of the
sale price.

Summary and Lessons

The primary condusions of this case study of the divestiture of CHILGE-
NER are the following:

* Divestiture correlated with higher profitability (at current and at
constant prices), improved productivity, and increased investment.
* The improvedprofitabiliLy was due in part to marginal cost pricing
and in part to increased capacty uflization. Both factors are not
divestiture-specific. Rather, they are determined by the regulatory
setup in Chile.
* Nevertheless, part of the productivity improvement was due to
behavioral changes caused by divestiture, the most notable marifes-
tations of which thus far are the decline in the consumption of coal
per unit of energy generated and the use of the wharf to serve other
parties.
* There was no increase m investment due to divestiture. The only
project under way was initiated under public ownership.
* Nothing else has changed. However, the gains in productivity
were large enough to make the divestiture of CI-LGENER welfare-
improving by ChK4.0 billion, the equivalent of 21 percent of the private
value of the enterprise.
* Private shareholders were the biggest winners, maldng Ch$6.6
billion, of which foreigners made Ch$27 billion.
a The Chilean government came out Ch$2.7 billion poorer, making
the fiscal impact of divesting CHELGENER negative by 22 percent of the
sale price.

The analysis of CHMmENERlends support to thehypothesis that divest-
ing electricity generating enterprises is advantageous to society even
where:

* Public enterprises in the power sector operate as if they were
private firms, indcuding abiding by the regulatory rules.
* Those rules are based on marginal cost pricing, competition, and
coordination of operation and investment.
* Regulation is enforced by an independent regulatory body equally
across enterprises, irrespective of ownership.

The analysis also suggests that the welfare gains from divestiture may
accrue at a fiscal cost, even where the sale involves no concessions to
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sweeten the deal. This trade-off underscores the importance of clarifying
the objective of divestiture up front Finally, although the analysis falls
short of ascertaining whether divestiture would have improved welfare
in the absence of effective regulation and relatively well run public
enterprises, it supports the general condusion that quasi-market solu-
tions in the power sector are capable of functioning relatively well. This
is an important result since Chilean policies in this sector contrast with
those of most countries. As noted at the outset, Chile relies on private
ownership and regulation; most other countries rely on public owner-
ship, vertical integration, and centralized decisionmaling.

Notes

This chapter was writtenby Ahmed Galal. The author is grateful tojuan Antonio
GCuzman, general manager of CRauENER, and Juan Alberto Femandez, chief of
its planning and development office, for their cooperation and helpful discus-
sions; and to John Besant-Jones for commenting on an earlier draft

1. Chilectra dates back to 1921. It was later sold, along with several electric
companies in the central zone of Chile, to the South American Company. Under
the latter, each company operated as an autonomous entity until their consoli-
dation in 1936. In subsequent years Chilectra took over several otier electricity
companies in the same zone of concession, which enabled it to serve the current
region V (which Inludes Valparaiso and Vinia del Mar) and the metropolitan
area of Santiago, or approximately half the population of Chile. Chilectra was
dissolved in 1986, leaving the ownership of its subsidiaries to cowo.

2 Chile has four interconnected systems: the sic, the Norte Grande Intercon-
nected System, the Interconnected System of AYEN, and that of Punta Arenas.
The SIC is the most important

3. Firm capacity is defined as the maximum power its generating units
can contribute during the peak period of the system with a reliability exceeding
95 percent The peak period is defined as an important block of high-demand
hours.

4. Previously,electricitycompaniesoperatedunderDFLno. 4,whichwentinto
effect in 1959.

5. The price projections arebased on an annual growth rate of demand of 55
percent, a world oil price of US$18 per barrel, a coal price of US$58 per ton,
domestic inflationof 25 percent peryear, extemal inflation of 4 percentperyear,
and devaluation of the currency following a aawling peg rule

6. A few projects are being considered. However, neither the company
nor we include any of these projects in the analysis, because they will have
to compete for the approval of CnE, and the outcome of that competition is
uncertain.

7. Assuming a real discount rate of 10 percent for the period 1991-2014, since
all values are expressed in constant 1990 prices. For the period 1987-90 all values
are in current prices; thus, we apply actual nominal discount rates.

8. Note in addition that CHLGER was sold over a period of approximately
two years. During thisperiod share prices (atconstant 1987prices) increased. As
a result, the government was able to capture part of this appreciation. Interest-
ingly enough, these governmentgains came at the expenseof foreignsharehold-
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ers, who purchased most of their shares inJanuary 1988, paying a price 7 percent
higher than the average real price at which the enterprise was sold.

9. To convert all flows to their corresponding social values, we assumed that
all prices in Chile sufficiently approximate their opportunity cost. Thus, we set
all shadow multipliers equal to one.

10. The perpetual annuity equivalent is obtained by multiplying the change
in welfare by the discount factor (10 percent), then dividing by annual sales.



10 . ENERSIS

ENEss SiA. has a concession to distibute electricity in the metropolitan
area of Santiago, Chile. The entoprise is a natural monopoly because
electricty distribution is characterized by economies of scale. Despite
this monopoly position, the government sold 62 percent of its ownership
to the private sector in 1986, after having introduced a regulatory regime
in 1982.

These features make ENERSIS an intriguing case to analyze for several
reasons:

* As a regulated private monopoly, it allows an examination of the
effect of changing ownership under a theoretically unpredictable
outcome;private monopolies are likely to be more efficient than public
ones but are simultaneously expected to exercise their monopoly
power and capture regulators. Therefore, the net effect on society is
uncertain.
* Prior to divestiture the enterprse operated as if it were privately
owned. Its management was instructed to maximize profit, and it had
the autonomy to pursue this objective, in return for which it was held
accountable for its results. Inkeepimgwith a Chilean policy that is most
unique in the developingworld, ENERSIS thenhad to abide by the same
regulatory rules applied to other distnbution enterprises, whether
public or private. Under such conditions, the question is whether
private ownership can still make a difference.
* The comnLination of these two features allows us to address a
dilemma often encountered by policymakers, namely, whether to
allow a public enterprise to operate as a regulated private monopoly
or to operate it as a reformed and regulated public monopoly.

The case of ENERSiS differs from that of CHILGENER, analyzed in chapter
9, in two main respects. On the one hand, ENERSIS is the sole distributor
of electricity in Santiago, whereas C{LCENER is one of many competing
electricity generating companies in Chile. On the other hand, ENERsrs

223
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enjoys econoniies of scale; CHILGENER does not. Thus, the analysis in this
chapter complements that of the previous one. Together, both chapters
make it possible to address more fully the general question as to whether
or not quasi-market solutions and private ownership are capable of
producing satisfactory results in the electricity sector.

Background

Throughout most of its long history as a subsidiary of Chilectra S.A.,
Chilectra Metropolitana (the company that is now ENEESIS) operated as
a private firm. The enterprise became pcblicly owned in 1970, when the
goverment of President Salvador Aflende nationalized most of the
productive sector in Chile, as recounted in chapter 8. This policy was
short lved for many enterprises. The planned divestiture of Chilectra
Metropolitana was announced in 1985. By 1987 the company was 100
percent privately owned.

Between 1970 and 1981 the enterprise operated under the umbrelIa
of Chilectra SA., a govermment holding company that also owned
cHrLGENER and CHILQUINTA. The three subsidiaries comprised a verti-
cally integrated enterprise in the generation, transmission, and distribu-
tion of electricty. In 1981 the govenmment decided to incoxporate the
three enterprises. This strategy, in hindsight, achieved hree objectives.
First, it facilitated the process of tariff setting by avoiding the joint cost
problem. Second, it enhanced competition, in particular among generat-
ing companies, where economies of scale do not exist. Third, it made
divestiture relativelyeasierbecauseflndingbuyersisgenerallyeasierfor
smaller enterprises than for large ones.

Under private ownership, the shareholders of ChilectraMetropolitana
amended its statute in November 1987, extending the company's mis-
sion to include the management of and investment in electidty-related
activities. To this end, they formed ENERsis as a holding company on 1
August 1988. This company currently controls Distribuidora Chilectra
Metropolitana and four smaller firms)' Diversification was carried out
primarily by expanding existing departments to serve third parties.

Demand and Cost Structure

Three characteristics distinguish the demand faced by ENESIS. First,
even tough the company is one of twenty-five electricity distribution
companies in Chile, it alone faces the demand for electricity in the
metropolitan area of Santiago. This regional monopoly is dictatedby the
economriies of scale inherent in electricity distribution tecnology. Sec-
ond, demand in the company's area of concession grew at an annual rate
of 5.2 percent during the period 1982-90. This average conceals signifi-
cant sectoral variations, however. As table 10-1 shows, while consump-



Table 10-1. Prices ann Sales by Type of CGstotmier, ENERSIS, 1982-90

Cusloiner 1982 1983 1984 1985 1986 1957 1988 1989 1990

Residential
Price" 5.7 6.5 7.7 11.0 13.3 15.9 19.4 24.4 34.0
Salesvolumeb 1,037 961 1,041 1,038 1,054 1,098 1,124 1,207 1,232
Value of sales' 5,906 6,290 8,033 11,390 14,004 17,442 21,802 29,463 41,875

Comnmercial
Price" 5.5 6.3 7.2 10.2 11.9 14.0 17.1 22.0 31.1
Sales volumeb 440 443 475 495 535 577 621 678 679
Value of salesc 2,415 2,775 3,405 5,061 6,371 8,070 10,615 14,887 21,109

Industriai
b Price, 4.0 4.5 4.9 6.9 7.9 9.4 11.9 15.1 21.2

Sales volumeb 793 849 1,000 1,070 1,216 1,353 1,486 1,648 1,668
Value of saleWc 3,164 3,807 4,934 7,337 9,553 12,651 17,717 24,854 35,433

Othler
Pricea 4.2 5.2 5.8 8.2 9.7 11.6 14.3 18.7 26.5
Salesvolumeb 505 498 532 526 558 584 612 621 596
Value of salesc 2,103 2,570 3,097 4,316 5,419 6,767 8,772 t,59 15,809

Total
Price 4.2 5.0 5.6 8.0 9.7 11.1 14.2 17.7 27.4
Sales volume 2,775 2,751 3,048 3,129 3,363 3,612 3,843 4,154 4,176
Value of sales 13,588 15,442 19,469 28,104 35,347 44,930 58,906 80,793 114,226

a. In pesos per kIlowatt-hour.
b. In gigawatt-hours.
c. Prce times saks volume, in miilions of pesos.
Source: Bms data.
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tion by the industrial sector grew faster than the average (at 9.8 percent
per year), consumption by the commercial sector grew at a rate closer to
the average (5.6 percent per year), and that by the residential sector at a
rate below the average (2.3 percent per year). In 1990 the share of each
group in total consumption was as follows: the industrial sector ac-
counted for 40 percent, residential customers for 30 percent, and the
commercial sector for 16 percent. he remaining 14 percent was shared
by the agricultural sector, government, and the transport sector.

Finally, demand for electricity fluctuates between peak and off-peak
periods. This feature makes ENERSIS in effect a multiproduct firm, even
thougn electricity is a homogeneous product. Furthermore, it raises a
question about how demand is modulated in Chile to ensure efficiency
in consumption. This point willbe discussed below. Suffice it to mention
here that present regulation offers consumers a range of tariff options ex
ante, which vary between peak and off-peak periods. Ex post, it is
possible to classify customer groups by revealed preferences, as shown
in table 10-i. This classification is useful for measuring the changes in
consumer surplus following divestiture, as will be seen later.

As for the cost structure of electricity distribution, it depends, inter
alia, on the extent of economies of scale, the price the distributor pays
for electricity purchased from generating companies, and the losses
incurred in the process of transmitting electricity to end users In the
Chilean context, ENERSIS enjoys the largest economies of scale of any
electricity distributor because the company serves the most densely
populated area in the country. Like other distribution comyanies, it
pays regulated prices for its purchases of bulk electricity. Finally,
the company incurs technical losses (Le., from inefficiencies inherent
in the conduction of electricity over distance) and losses from theft
and unbilled use. As table 10-2 shows, the sum of both types of loss as
a proportion of total electricity purchases peaked at 22.4 percent in
1983 and bottomed at 142 percent in 1989. The recent decline in losses
(due in part to technological improvements in monitoring) has an im-
portant bearing on allocative efficiency, as will be analyzed later in this
chapter.

The Regulatory Framework

ENERSIS operates under the General Law of Electric Power, enacted in
1982. The law aims at providing producers adequate incentives to ex-
pand and operate efficiently, protecting consumers from monopoly
exploitation, and rationalizing electricity consumption. To this end it
specifies how concessions are granted, how tariffs are formulated, and
who enforces the regulation and settles disputes. These issues are elab-
orated below (see chapter 9 for a discussion of the regulatory rules
governing electricity generating companies in Chile).
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Table 10-2. Purchases, Sales, and Losses of Electricity, ENERSIS, 1982-90
Losses as a share

of purdhases
Year PurchUasee Sales Losses (percent)

1982 3,329.1 2,773 547.7 16.5
1983 3,557.6 2,751 799.6 22.4
1984 3,782.8 3,048 728.6 19.3
1985 3,938.5 3,129 802.6 20.4
1986 4,249.5 3,363 887.4 20.9
1987 4,512.9 3,612 894.1 19.8
1988 4,741.2 3,843 891.1 18.8
1989 4,853.4 4,154 689.7 14.2
Iggob 4,896.3 4,176 719.8 14.7

a. Salesplus losses do not add up to purchases because the latter indudes self-consump-
tion, which has accounted historically for 0.2 percent of purchases.

b. In the medium term, ENERSIS expects losses to persist at 125 percent of purchases.
Source: ENERSIS data.

Because economnies of scale are involved, the regulation auows enter-
prises to compete for licenses to distribute electrcity; the awardees must
then abide by the established regulatory rules. One of these is that
distribution companies are obliged to supply electricity to clients upon
demand. At the same time, the regulation authorizes elctricity enter-
prises to request financial contributions from consumers requiring new
connections. These contributions can be reimr:bursed in the form of equity,
bonds, electricity, or any other mutually agreed form of repayment.

Tariffs are regulated only for consumers with installed capacity of less
than 2,000 kilowatts; tariffs for larger users are negotiated. Where tariffs
are regulated, consumers are offered several altemative tarffs and bill-
ing plans, facing which each modulates his or her own demand. Those
whose electricity use causes the system to expand (ie., those whose
demand is large and coincides with the peak demand of the system) pay
a higher (capacity) price. Those whose use does not cause thp cystem to
expand pay a lower (energy) price, based on short-run marginal cost
The options vary by voltage and according to peak-defined as 6 p.m.
to 11 p.m (1800 to 2300 hours), May to September, except for weekends
and holidays-and off-peak periods.

Regulated tariffs to final consumers have two components: bulk tariffs
(known in Chile as node prices) and distribution costs. Node prices are
set by the National Conurission of Energy (cNE) on the basis of the
short-mun or long-run marginal costs of producing and transmitting
electrcity. Distribution costs are calculated for 1 kilowatt-hour at peak
and off-peak periods for an ideal firm. They indude three elements: the
cost of investment, operation, and maintenance; the cost of administtion,
billing, and other consumer-related activities; and losses of electrcity.
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CNE calculates node prices twice a year, in April and October. It
negotiates distribution costs (and thus retail tariffs) with the distribu-
don companies every four years. In the interim, distribution compa-
nies are allowed to adjust these tariffs for changes in node prices, the
copper price index, the wholesale price index, wages, and the import
price index.

At the time of our study, retail tariffs had been last negotiated in 1988.
The cost proposals made by different distribution enterprises, those
prepared by CNE, and those finally agreed to are presented in table 10-3.
The following observations may be made:

* Distribution companies vary significantly in the extent to which
they enjoy economies of scale. However, since regulated tariffs take
the size of the firm into account, the benefits from econom-Lies of scale
are transmitted to consumers.
* The tariffs agreed to in 1988 were doser to CNE estimates than to
the enterprises' proposals. This occurred because the regulation in-
cludes a conflict resolution rule, according to which failure to reconcile
cost differenftals results in taking one-third of the enterprise estimate
and two-thirds of the CNE estimate in the tariff calculation.
* Since regulated tariffs prevail for four years, enterprises can inter-
nalize any efficiency gains in the interim. However, these are tempo-
rary gains because the regulators are likely to transfer them to
consumers in the next round of tariff negotiation.

Three institutions are responsible for implementing the regulation.
CNE is the most important. It advises the government on tariff formula-
tion and investment decisions. The Ministry of Economy approves tar-
iffs, based onCNE's proposals. The superintendent of electricity and fuels
monitors compliance with regulations and procedures regarding instal-
lations and services.

Divestiture

Private sector partcipation in the ownership of ENERS first appeared in
1983, following the 1982 regulation, which, as noted, authorized electric-
ity enterprises to request reimbursable financial contributions from con-
sumers. ENERSIS took advantage of this provision, reimbursing some
customers with shares at book value. Thereafter the shares began to be
traded on the Santiago stock exchange.

The divestiture of the enterprise gained momentum in 1985, when
Chilectra decided to sell 30 percent of its shares. Shares were first sold to
the enterprise's employees, in several tranches. Employees were offered
the option of using their legal severance payment in advance. Over 90
percent of them acted upon the offer. In 1986 the process intensified, as
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Table 10-3. Proposed and Agreed Distribution Costsfor Electricity Tariffs
in Chilefor 7989-92
(pesos per kilowatt per month)

Proposed Proposed
Area by CNE by enterprises Agreed

Area Ia
High tension

Investment 342.6 529.1 404.8
Operation 143.9 268.9 185.6

Total 486.5 798.0 590A

Low tension
Investment 838.2 1,234.6 970.3
Opertion 342.7 504.9 396.8

Total 1,180.9 1,739.5 1,367.1

Arem 2
High tension

Investment 452.8 406.8 419.5
Operation 335.1 514.8 395.0

Total 760.9 921.6 814.5

Low tension
Irnestment 779.4 838A 799.1
Operation 475.6 992.2 647.8

Total 1,255.0 1,830.6 1,446.9

Area 3
High tension

nvestnent 1,026A 931.0 994.6
Operation 407.7 839.0 551.5

Total 1,434.1 1,770.0 1,546.1

Low tension
Investment 742.9 1,110.0 865.3
Operation 528.9 1,009.0 688.9

Total 1,271.8 2,119.0 1,554.2

a. Only ENERSS falls within area 1, which corresponds to the Santiago metropolitan
area.

Source: CNE data.

can be seen from table 104, with further sales of shares on the stock
market. As a result the private sector acquired a 62 percentmajority stake
in the company. In August 1987 the company became 100 percent
privately owned.

The ownership structure of ENERSIS in 1990 was such that two-thirds
of the shares were split almost equally between the company's employ-
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Table 10-4. Proceedsfrom Sale of ENERsis, 1985-87
Average price

Revenue per shtare
(millions of pesos) _ (pesos)

Number of At At At At
shares sold cutrrent constant current constant

Date (thousatnds) prices prices prices price?

August-December 1985 1,031 894 1,310 866.8 785.7
January-August 1986 2,789 2,824 3,585 1,012.6 1,014.8
September 1986 507 521 661 1,027.2 1,008.3
October 1986 943 993 1,242 1,0528 1,065.7
November 198 0b 367 385 475 1,050.0 1,295.0
Novemnber 1986 150 187 230 1,248.0 1,539.0
December 1986 266 355 230 1,331.1 1,330.0
January 1987 326 509 431 1,559.9 1,728.6
February 1987 79 147 606 1,859.9 1,804.3
June 1987b 346 569 172 1,645.0 1,724.0
July 1987 1,392 3,293 626 2,365.3 2,072.6
August 1987 2,359 4,118 3,563 1,75322 1,633.5

Total 10,547 14,795 17,299

a. December 1987, deflated by the consumer price index.
b. Sold directly to employees in exchange for severance payments.
Sourec ENERSIS and CORFD data.

ees and perLsion funds. The remaining third was owned by a variety of
private enterprises, other financial institutions, and individuals. Work-
ers were able to acquire such a large share of the company in part by
using their severance benefits, but also in part by creating an investment
company, which was able to mobilize additional resources thanks to
active management participatiorL

Two final observations are worth noting. First, even though all trans-
actions were concluded through the stock market, table 10-4 indicates
that workers paid less than the trend in share prices, which translates
into an implicit subsidy. This result followed from keeping the offer price
constant at a time of rising share prices. Second, because the share prices
were r jing on the stock market, the government was able to capture part
of the appreciation by selling the enterprise over a period of time, rather
than in one shot

What Happened?

How did the divestiture of ENERSIS affect domestic and world welfare?
We begin to answer this question by measuring the performance of the
enterprise before and after divestiture (1982-90), focusing on its opera-
tion and its impact on consumers.
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Profitability, Productivity, and Finance

We first examine the enterprise's financial results and productive effi-
ciency in the years before and after divestiture.

PROFIT: PUBLIC VERSUS PRIVATE. As measured by private profit after tax,
the performance of ENERSIS surged following the transfer of its owner-
ship to the private sector. As figure 10-1 shows, company profits were
1.9 billion Chilean pesos (Ch$) in 1982; after a sharp decline in 1983,
profits increased steadily, especially in 1989 and 1990, reaching Ch$31.6
billion in 1990.

On a trend basis, two obvious kinks can be detected: one downturn
during the period of public ownership (1983) and one upturn during that
of private ownership (1989). Enterprise reports attribute the downturn
in 1983 to exogenous factors: higher input and lower output prices, both
of which are regulated. In contrast, company reports attribute the uptum
in 1989 to improvements in efficiency. Neither assertion can be verified
at this stage.

Figure 10-1. Public and Private Profit at Current Market Prices,
ENERSIS, 1982-90

Billions of pesos

35
Year of divestiture- n-

30

Private after tax
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20 _ . ."<$
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15 _,/

1982 1983 1984 1985 1986 1987 1988 1989 1990

Sounre Authors' calculations from ENERSIS data.
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Private profit is particularly important to private shareholders. But to
society as a whole, publicprofit (quasi rentorproducersurplus) is amore
appropriate measure of the contribution of all resources. On this score,
figure 10-1 shows that society did better under private ownership as well
(except in 1990). However, the two kinks identified above persist.

One surprising observation is that private profit was larger than public
profit in 1990. Usually the reverse is true, because public profit is a
measure of all returns from operation to capital, whereas private profit
is the return to equityholders alone. This paradox can be explained by
the significant increase in net nonoperating income, which amounted to
Ch$19.6 billion in 1990. In turn, the surge in net nonoperating income
was due to the unusual return on the company's investment in other
divested enterprises, especially ENDESA, where its share in equity stood
at 11.4 percent in 1989 and 12.1 percent in 1990. On a total investment of
Ch$54.9 billion in 1990, ENERSIS made Ch$4.3 billion in dividends and
Ch$31.4 billion in capital gains. The rate of return on this investmentwas
a reasonable 11 percent, but the capital gains were an unusually high 69
percent.4

In short, the analysis of current profit shows that divestiture was
associated with a significant improvement in public and private profit.
The turning point (1989) occurred two years following divestiture. If this
improvement is attributable to divestiture, it lends support to the hy-
pothesis that private ownership improves profitability, which may also
mean improved efficiency. However, further analysis is required to
reach such a conclusion.

PUBLIC PROFIT: CURRENT VERSUS CONSTANT. To abstract from the price
effect we calculate quasi rent at constant prices (figure 10-2).5 Inspection
of this figure yields two observations. First, while the 1983 and 1989 kinks
persist, producer surplus at constant prices otherwise exhibits a steady
increase over the period of public and private ownership. Second, nei-
ther the 1983 downturn nor the 1989 uptum can be fully attributed to
price movements. In 1983 intermediate inputs, which constitute about
70 percent of total costs, grew faster than output. In contrast, intermedi-
ate inputs fell in 1989 (as electricity losses declined from 18.8 percent in
1988 to 14.2 percent in 1989), and output diversification increased.

These are important findings. The steady increase in quasi rent at
constant prices suggests that ENERSIS was relatively efficient under pub-
lic as well as private ownership-an issue we explore furtherbelow. The
second finding poses the counterfactual question as to whether the
decline in losses of electricity and the increase in output from diversifi-
cation would have occurred in the absence of divestiture.

PRICE AND QUANTITY DECOMPOSITION. To examine the price and quan-
tity effects, shown in table 10-5, reconsider quasi rent in the two excep-
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Figure 10-2. Public Profit at Constant Prices, ENERS s, 1982-90
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tional years, 1983 and 1989. In 1983 quasi rent declined by Ch$2.5 billion,
about 80 percent of which (Ch$2.0 billion) was due to unfavorable price
changes. However, the quantity effect was also negative. In contrast, the
sharp increase in public profit in 1989 was caused by a significant
quantity improvement.

More generally, 1983 and 1989 were exceptions to a trend in which
prices moved in favor of ENERSIS throughout the period analyzed. How-
ever, the boost in the postdivestiture period came from a combination of
price and quantity increases (except in 1990).

The changes in the components of public profit stem mostly from
changes in output and intermediate inputs. Excluding 1983, the net price
effect ^f both was positive under both regimes, especially in 1990. The
net quantity effect. was similarly positive in all years, except for 1983 and
1990.

The changes in wages foUowed a distinct pattern. Under public oper-
ation they increased every other year, as contracts were negotiated
with partial indexation. Under private operation not only did wages
increase, but so did employment. The increase in employment negates
the hypothesis that divestiture inevitably involves a reduction in the
labor force, The significant increase in wages in 1990 was due to a
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Table 10-5. Decomposition of Public Profit Trend into Price and Quantity
EJffects, ENERSIS, 1982-90
(hillions of pesos)

Clhange in 1983 1984 1985 1986 1987 1988 1989 1990

Output
Price 2.21 2.54 &.49 5.57 7.46 11.69 18.38 35.46
Quantity -0.22 1.85 0.49 1.97 2.92 4A43 8.99 -028
Value 1.99 4.39 8.98 7.54 10.38 16.12 27.38 35.19

Internmediate
inputts
Price 3.72 2.12 6.19 4.18 5.31 9.63 16.79 18.49
Quantity 0.23 0.79 -0.29 2.03 2.09 2.96 0.97 5.30
Value 3.95 291 5.90 6.21 7.40 12.60 17.77 23.80

Wages
Price 0.53 -0.02 1.19 -0.001 0.77 0.93 1.42 5.07
Quantity 0.04 0.18 0.13 0.11 0.14 0A5 0.28 024
Value 0.57 0.15 1.33 0.11 0.91 138 1.70 5.30

Rented factors
Price 0.0 0. 0.0 0.0 0.0 0.0 0.0 0.0
Quantity 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Value 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Working capital
Price -0.10 0.14 0.13 -026 0.10 0.10 0.58 0.45
Quantity 0.0 0.009 -0.04 0.004 0.05 0.03 0.13 0.19
Value 4.10 0.15 0.09 -0.26 0.15 0.13 0.71 0.64

Publicprofit
Price -1.94 0.31 0.98 1.65 128 1.02 -0.40 11.45
Quantity -0A9 0.87 0.68 -0.17 0.64 0.98 7.60 -6.01
Value -2.43 1.19 1.66 1.48 1.92 201 720 5.45

Source: Authors'calculations.

decision by the company's board to pay workers additional compensa-
tion if profit as aproportion of networth exceeded 20 percent, which did
in fact occur.

Finally, changes in the quantity of working capital were too small to
affect total costs or quasi rents.

FIxED CAP1TAL. These observations do not reveal the real bottom line; one
should relate all retuns to the factor of production presumed to receive
them, namely, capital stock. Given that the enterprise's additional in-
vestment was relatively modest in relation to its capital stock, we note
(in figure 10-3) that fixed operating assets at current and at constant
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prices exhibit a steady increase throughout the period analyzed. More-
over, since ENERSIS, like other Chilean enterprises, revalues capital using
the perpetual inventory methodology, market and book value assets
correlate dosely.

PROFITABILITY. Dividing private and public profit by the revalued capital
stock gives the profitability ratios reported in figure 10-4. This figure
(together with further calculations) shows a dramatic improvement in
performance under private ownership. Under the latter, private profit-
ability in relation to net worth and revalued capital averaged 18.8 and
23.1 percent, respectively. The corresponding five-year averages of the
two indicators under public ownership stood at 6.7 and 8.6 percent,
respectively. Similarly, public profitability at current prices in relation to
revalued capital averaged 223 percent under private ownership, com-
pared with a five-year average of 10.7 percent under public ownership.
At constant prices, the same figure also shows that public profitability
improved under private ownership, averaging 21.8 percent versus 11.7
percent under public operation.

Figure 10-3. Fixed Operating Assets, ENERSIS, 1982-90

Billions af pesos

100
Year of divestiture -}

80

60

At current
40 market prices

At constant 1986
20 r - ~ * market prices

. _ ~~ Balance-
sheet

1982 1983 1984 1985 1986 1987 1988 1989 1990

Source Authors' calculations from ENExsS data.



236 Welfare Cotnsequences of Selling Puiblic Enterprises

Figure 10-4. Private and Public Profitability, EEREPS,1 982-90
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The sigrificant incaease in profitability following divestiture derives
in part from an increase in output prices relative to input prices. How-
ever, it also derives from a reduction in losses of electricity, output
diversification, and increases in nonoperating income. The benefits from
reduced losses are arguably temporary for two reasons. First, opportu-
nities to reduce them further diminish over time. Second, the regulators
are likely to capture these benefits when tariffs are next revised. The same
logic applies to nonoperating income to the extent that the benefits are
due to a one-time capital gain. In contrast, the benefits from output
diversification are likely to persist over time, as will the normal returns
on venture capital.

PARTIAL VERSUS TOTAL PRODUCTIVT. Improved profitability at constant
prices means improved productivity. To explore the productivity ques-
tion further we calculate a number of indicators, beginning with labor and
capital productivity and conduding with total factor productivity (mFP).

Inspection of figure 1-5 supports the previous findings; that is, with
the exception of the downtun in 1983 (and, for capital productivity, in
1985) and the surge in 1989, labor and capital productivity improved
steadily underboth public and private operation. However, these results
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have to be interpreted with caution for two reasons. First, they suffer
from the well-known problems of partial indicators (as explained in
chapter 2). Second, they are based on the assumption that output equals
sales. For ENERSIS, however, output is not equal to sales because of losses
of electricity from theft and nonbi31ed use.

To address both problems, we calculate Tn' and its annual change
(ATFPITF-P) over the period 1982-90. mP is measured as a quantity index
of output to inputs, following the procedure outlined in chapter 2. Output
is defined here as the sum of sales and electricity consumed .or free; the
latter is evaluated at market prices paid by residential customers, since
most free consumption of electricity is reportedly by this group. The
results (together with public profitability at constant prices) are reported
in figure 10-6. The story they tell is the one already told in figure 10-5.

FINANCE Finally, we analyze ENERSIS's sources and uses of funds. This
analysis complements that of profitability and productivity. Its import-
ance lies in the fact that the financial position of an enterprise affects its
ability to grow and to furnish working capital for itself, and ultimately
affects its productivity. In the case of ENERSIS, it is also important because
of the significant changes in nonoperating assets.

Figure 10-5. Average Labor and Capita Productivity, ENERSIS, 1982-90
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Figure 10-6. Total Factor Productivity and Real Public Profitability,
ENEtSIS, 1982-90
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Figure 10-7 shows ENERSIS's uses of funds for the period 1982-90. It
shows that, whether the enterprise was public or private, it used most of
its funds for investment in its own operation. The main difference in the
postdivestiture period is that the company, as already noted, invested
more heavily than before in nonoperating assets, especially in 1989 and
1990. As it turned out, the returns on this investnerit were extremely
rewarding.

ENERSIS under public ownership generated most of its resources inter-
nally, primarily because of the government's insistence that public en-
terprises be self-financing. Under private operation the company has
maintained a high self-financing ratio. However, it also contracted a
significant amount of debt in 1989. As internaly generated funds in-
creased in 1990, some of the debt was retired.

Effects on Consumer Welfare

The effect of ENERSIS'S divestiture on consumers depends on whether
and how much it caused movements in real prices and in output quantity
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and quality. Consumers are better off the lower the real price, the greater
the quantity produced, and the better the quality of that producion.

As a first approxim ation we calculate the changes in consumer surplus
(ACS) for all customers, except those consuming electricity for free, as:

(10-1) ACS = Qt-v * (Pt - P:-I)

where P refers to the real price, Q represents quantity sold, the subscript
t refers to the current year, and the subscript t-l to the previous year (this
is known as the Slutsky compensation). For free consumption we mea-
sure ACS as:

(10-2) ACS = Pt-i (Qt - Qt-i)

That is, consumers of electrcity for free are worse off the greater the
reduction in the quantity of losses, evaluated at last year's price.

In the aggregate, consumers were worse off under private operation,
as figure 10-8 shows. This observation applies to consumers charged a

Figure 10-7. Uses of Funds, ENERSIS, 1983-90
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Figure 10-8. Changes in Real Consumer Surplus, ENERSIS, 1983-90
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positive price, but especially to consumers of electricity for free. The
latter result deserves further comment.

As will be discussed below, the reduction in losses is likely to have
two effects in the future. First, it is likely to mean lower prices for
those consumers charged positive prices, as the regulators translate
this reduction into lower tariffs in the next round of tariff negotiation
(which at the time of our study was scheduled for 1992, the tariffs to
go into effect in 1993). Second, society should benefit from improved
efficiency in consumption, which would lead to a better allocation of
resources.

Summnjy

Overall, this section shows that divestiture was associated with:

* A significant increase in returns to capital, accompanied by re-
duced losses of electricity and diversification of output
* Continued improvement in efficiency
* Increased returns from nonoperating assets, mainly from investing
in ENDESA.
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Divestiture was also associated with a decline in consumer surplus,
especially for users of electricity free of charge.

Why Did It Happen?

Correlation is not equivalent to causation. Only in the rare event
where all other things remained equal save the change of ownership
would it be reasonable to attribute the above changes in performance
to divestiture. Other things do not usually remain equaL The economy
booms or slows down. Market structure and regulatory rules change.
The sale process itself may alter the conditions under which the
enterprise operates. Thus, it is important to ask the counterfactual
question, Would the observed discontinuities have occurred in the
absence of divestiture?

Nonsuroiving Explanatory Variables

The conditions of the sale are the easiest explanatory factor to dispose of
in the case of ENERSIS. The sale left the enterprise's market structure and
regulatory framework unchanged. It provided no concessions to alter
the incentive structure, such as tax exemptions or debt relief. It did not
change the enterprise itself: no presale physicaL financial, or labor re-
structuning was undertaken. In short, no significant changes in perfor-
mance can be attributed to the sale conditions.

Can performance changes be attributed to changes in sector character-
istics? Following divestiture there was no shift in government policy
toward the electricity sector. ENERSIS continued to operate in the same
area of concession, and its operation continued to be governed by the
same regulatory rules. Thus, no significant changes in performance can
be attributed to sector characteristics either.

Can the changes be attributed to the state of macroeconomic activity?
The hypothesis runs as follows: a booming economy causes expansion
of demand and inaeased sales, thus greater utilization of existing re-
sources, and hence productivity improvement.6 To explore this possibil-
ity, we plot in figure 10-9 TFF changes against CDP growth rates over the
period 1983-90. Two observations are noteworthy:

Negative TFP changes correlate strongly with economic downturns
(for example, in 1983, 1985, and 1990), and positive ones with eco-
nomic recovery (for example, in 1984,1987, and 1989), at times with a
one-year lag (for example, in 1986 and in 1988). Therefore, the relative
changes in productivity are arguably the product of the business cycle
rather than of ownership change.
* If 1983 and 1990 are excluded, if? improved under public and
private ownership alike, which supports the perception that ENERS1S
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Figure 10-9. Year-to-Year Changes in Total Factor Productivity, ENERSIS,
and Gross Domestic Product, Chile, 1983-S0
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was relatively well run as a public enterprise, too. This finding lends
support 'co the secondary hypothesis, that refomig public e-nter-
prises and regulating them, rather d-an civesting die, can improve
efficiency. ENERSIS, likne o-ter public enterprises in Chile, faced a hard
budget constraint. It had to abide by a relatively well conceived and
implemented set of regulations. Its objecives were not clouded by
noncommercial goals. Its manage-rs were relatively autonomous in
makcing operational deciions, in return for which tey were held
accountable to demanding owners.

Surviuing Explanatory Variables

Does that mean that divestiture made no difference? Not quite. Produc-
tive efficiency aside, other *iings have diarnged: electricity losses went
down, prices inczeased, output diversification went up, and nonoperat-
ing retums escalated enormnously. These changes have had corise
quences for E!!-rss, consumers, and the Chilean treasury. They also
have had repercusions on allocative efficiency. If neither sale condi-
tions, nor sector c:haracteristics, nor the state of economic activity are
responsible for these changes, it can be arguled that they are attributable
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to divestiture. The general plausibility of this argument stems from the
views expressed by management, regulators, and government officials
that ENERSIS, now more than before, behaves as a profit maximizer. It
also derives from observed changes within the company, which reflect
an increased concern for profit.8 To cite but a few examples, compensa-
tion has been linked to profitability; the composition of the work force
has improved (by increasing the number of college-educated employ-
ees); and the company has undergone an organizational change to cope
with expansion.

Apart from the general plausibility of the ownership argument, it is
still valid to ask whether the specific changes observed after divestiture
would have occurred had ENERSIS remained publicly owned.

LOSSES OF ELECTRICITY. It could be plausibly argued that ENERSIS would
have reduced its losses from theft and nonbilled use under continued
public ownership, because the enterprise had created a department for
this purpose as early as 1983. However, table 10-2 suggests that the effort
intensified, with significant results, under private ownership. Therefore,
although we concede that losses would have eventually declined under
the counterfactual, the rate of decline would have beer. slower than that
achieved following divestiture.

PRICE fFFECTs. Given tat ENERs's prices are regulated, it could also be
argued that the changes in these prices are attributable to the regulation,
not to divestiture. However, this is an oversimplification. Regulated
tariffs are derived in part from actual losses. Therefore, to the extent that
losses would have been higher under continued public ownership,
prices would have also been higher.

To illustrate this point, recall that the actual price under private
operation (Pp) was calculated as:

(10-3) PP = [* 1 + ½ a (L - Lp)]

where Pis the price agreed to between CNE and ENER%S, excluding losses
of electricity; L is losses as estimated by CNE; Lp is losses as estimated by
ENERSIS; the coefficient 1/3 refers to the differential allowed by the
regulation in case of dispute; and a represents the weight of losses in
total purchases of electricity for distribution. Sinmlarly, the counterfac-
tual price (the price under continued operation as a public enterprise, or
PM) would have been estimated as:

(10S4) Pp = P1 [1 + ' 0 a an - Lps)].

Substituting equation 10-3 in equation 104 and solving for PFY yields:
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(10-5) Pp= Pr [1 + I ac(Lp- L4)].

Therefore, as long as (Lp - Lp) > 0, Ppe would have been greater than
Pp.

OUTPUrT DnIRSFICATION. It is true that the diversification of output
following divestiture took place primarily by expanding existing depart-
ments in the company to serve third parties. However, in view of the
pastbehavior of ENERSIS (and other public enterprises in the samesector),
it is likely that the expansion would not have materialized in the absence
of divestiture.

NONOPERATING EFFECIS. Three reasons lead us to believe that nonoper-
ating investment would not have occurred under the counterfactual
scenario. First, if ENERsis had enjoyed excess profit, the likelihood is high
that the government would have caphtred it in the form of dividends
and taxes. Second, in the unlikely event that retained earnings were
permitted, past management behavior suggests that funds would have
been invested in low-risk and highly liquid projects with modest retums.
Third, in view of the limitation imposed by the government on public-
enterprise borrowing in the past, it is unlikely that the enterprise would
have borrowed to invest in nonoperating assets.

Sutmmary

Except for the gain in productive efficiency, which we attribute to the
business cycle, we conclude that ENmsis's changes in performance are
the product of divestiture. Therefore, for the counterfactual scenario we
hypothesize that

* Losses from theft would have been higher.
* Thus tariffs would have been higher.
* Output diversification would have been lower.
* Nonoperating investment, and thus revenue, would have been
lower.
* Other things would have continued more or less the same as before.

These are critical differences, which will be incorporated in building
the counterfactual projections in the next section.

What Will Happen?

This section projects the performance of ENERSIS as a private company
and what that performance would have been without divestiture. By
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relaxing the constraint imposed by the short time horizon of actual
postdivestiture experience, these projections make it possible, as will be
seen in the next section, to answer a wider range of questions than has
been possible thus far.9

Operating Revenue and Cost

In estimating operating revenue and cost we make the following
assumptions:

* Demand is exogenous, irrespective of ownership. Overall demand
will grow at its historical trend of 5.2 percent per year.' 0 Demand of
residential customers will grow at 3.2 percent per year, that of com-
mercial customers at 5.2 percent, that of industrial customers at 7
percent, and others at 3.9 percent.
* Under private operation electricity losses will decline further to
reach 13.0 percent by 1993 (11.0 percent for technical reasons and 2.0
percent because of theft). Thereafter they will remain constant at 125
percent. Under the counterfactual, it is assumed that these losses
would have declined at their historical trend (between 1984 and 1986)
of 5.0 percent per year during the period 1987-90, declining thereafter
at 8 percent until they reached the private level.
* Revenue from diversification will increase in proportion to output,
using for private projections the technical coefficient of 1990, and for
public projections the technical coefficent of 1986.
* Under private operation, tariffs are adjusted downward in 1993
and in 1997, allowing, respectively, 13.5 and 12.5 percent for electricity
losses. (Recall that tariffs were revised in 1988 on the basis of 18 percent
for losses.) Where tariffs are estimated, and given demand shifts,
quantity sold is derived residually. Under the counterfactual, tariffs
are adjusted downward every four years, starting in 1988, until losses
fall to their level under private projections. Given demand shifts and
tariffs, quantity sold is estimated endogenously.
* As for operating costs, we assume that intermediate inputs,
wages, and the opportunity cost of working capital increase in
proportion to output under both scenarios. The only difference
concerns the ratio of intermediate inputs to output sold, which is
adjusted by the percentage of losses corresponding to private and
public operations.

Investment, Finance, and Nonoperating Income

Under both scenarios, ENERSIS is assumed to invest sufficiently to meet
demand. Investment is derived from the historical average and decre-
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mental capital-output ratios, which were estimated at 0.78 and 0.988,
respectively. It is also assumed, under both scenarios, that ENERSIS will
maintain a ceiling debt-equity ratio of 1.0. Given depreciation, the financ-
ing gap is closed by borrowing, provided the debt-equity ceiling is not
binding. Otherwise, the assumption of a dividend payout ratio of 100
percent is relaxed.

The projection of net nonoperating income deserves careful consider-
ation because of its importance in this case. As noted above, the company
made Ch$19.6 billion in 1990. This figure consists of Ch$12.2 billion
profit on its investment in ENDESA (of which Ch$8.0 billion was capital
gain), Ch$2.7 billion in interest on receivables, Ch$1.9 biUlion from sales
of assets and materials, and Ch$2.8 billion from miscellaneous sources.
Our projection 'inder private operation assumes that net nonoperating
income will remain constant in relation to nonoperating assets and
receivables, albeit with some adjustnent. We exclude the sale of assets
and materials as well as the capital gains following their full amortiza-
tion in 1994. For the public-ownership projections, nonoperating income
is assumed to remain constant in proportion to nonoperating assets and
receivables, but at its level of 1986.

Results

Under these assumptions, our estimate of the company's net present
value, expressed in 1990 prices, is Ch$147.8 billion. The corresponding
value of the company on the stock market was Ch$174.4 billion at the
end of 1990. Thus, our estimate is only 15 percent lower than the 1990
market valuation. The modest divergence between our estimate and that
of the market is probably due to a temporary surge in market valuation
arising from the unusual capital gains from investment in ENDESA, as can
be seen from figure 10-10.

What Is It Worth?

What, then, hasbeenthe effectonshareholders, government, consumers,
competitors, and citizens of the divestiture of ENERSIS? Where did the
change in welfare come from?

The divestiture of ENERSIS improved world welfare by Ch$18.5 bilion
and domestic welfare by Ch$16.3 billion; both of these figures are ex-
pressed in net present value terms at 1987 prices. The gain in world
welfare represents 31 percent of the private value of ENERSIS, and that of
domestic welfare 27 percent of the same denominator. As a proportion
of the enterprise's 1986 sales, the annual component of the perpetuity
equivalent of the gain in world welfare is estimated at 5.0 percent, and
that of domestic welfare at 4.4 percent.
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Figure 10-10. ENERSI SSlare Prices and Chilean Stock Pice Index,
7986-90
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Winners and Losers

Who were the winners and losers from the divestiture? Table 10-6 gives
a breakdown of the welfare effecL by recipient In net present values at
1987 prices:

* ENERSS's shareholders, domestic and foreign, are the biggest win-
ners, realizing gains of Ch$42.9 billion. This is the difference between
the price they paid for the enterprise (Ch$17.3 billion) and their
maximum willingness to pay (Ch$60.3 billion), assuming they fully
anticipated all realized gains at the time of purchase.
* Of this gain, employees, in their capacity as shareholders, gain
Ch$13.9 billion, which corresponds to their share in total equity (32
percent). Foreign shareholders gain Ch$2.2 billion, corresponding to
their share in equiity of 5.2 percent in 1990.
* Ordinary (paying) consumers are better off by Ch$17.5 billion, as
the reduction in electricity losses was translated into lower prices.
However, the same reduction in losses makes nonpaying consumers



248 Welfare Cotnsequences of Selling Public Enterprises

of electricity worse off by Ch$9.8 billion. On the whole, consumers are
better off by Ch$7.7 billion.
* The Chilean treasury and the government development corpora-
tion CORFO come out Ch$5.6 billion worse off. Had it not divested, the
goverment would have received Ch$28.9 billion in dividends and
Ch$9.5 billion in taxes. Through divestiture, the government received
Ch$17A billion from the sale of the enterprise. In addition, it can expect
to receive Ch$15A billion in taxes. On a net basis, then, the government
traded ENERSIS for 85 percent of its total receipts from the enterprise
had public ownership continued.11

* Chilean citizens are worse off by Ch$26.3 billion. This is nothing
but the returns on nonoperating assets (capital gains and divi-
dends) now acquired by the shareholders of ENERSIS, but which
could have easily been acquired by other citizens had they invested
in ENDESA.

Table 10-6. Distribution of Welfare Gains and Lossesfrom Divestiture, ENERSIS
(billions of pesos)

Gains ftom
Private Public divestiture

Economic actor (VSP) (Vsd (vie - Vsg)

Government
Taxes 15.4 9.5 5.9
Net quasi rents 0.0 28.9 -28.9
Net sale proceeds 17.4 0.0 17.4
Debt takeover 0.0 0.0 0.0
Others 0.0 0.0 0.0

Total 32.8 38.4 -5.6

Private domestic shareholders
Employees 13.9 0.0 13.9
Pension funds, others 26.8 0.0 26.8

Total 40.7 0.0 407

Consumers
Paying 2,772.7 2,7552 17.5
Nonpaying 22.1 31.9 -9.8

Total 2,794.8 2,7871 7.7

Citizens -26.3 0.0 -26.3

Total domestic 2,841.9 2,825.6 16.3

Foreign shareholders 2.2 0.0 2.2
World 2,844.1 2,825.6 18.5

Note; Figures are discounted net present values as of 1987.
Source: Authors'calculations.
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Tabe 10-7. Effects of Divestiture on Welfare by Origin, ENERSIS
(billions of pesos)

Consiumers
Shmre- Non- Govemn-

Origin of welfare change holders Paying paying Citizens ment Total

No change -17.3 0.0 0.0 0.0 17.3 0.0
Output diversification 4.6 0.0 0.0 0.0 0.8 5A
Losses 4.9 17.4 -9.8 0.0 0.6 13.1
Nonoperating income 9.5 0.0 0.0 -12.2 3.7 0.0
Capital gains 12.3 0.0 0.0 -14.1 1.8 0.0

Total effect 13.9 17.4 -9.8 -263 -5.6 185

Note: Figures are expressed as 1987 present values.
Source: Authors'calculations.

Origins of the Change in Welfare

Where did the change in welfare come from? Table 10-7 gives a break-
down of the contribution of each behavioral assumption to the bottom
line. In the first row divestiture is assumed to bring about no behavioral
changes. In the following rows we add the effect of each behaviwdal
change, ending with the results of the base case.

Where divestiture is assumed to bring about no behavioral changes,
welfare remains unchanged. The government sells the enterprise to the
private sector for Ch$17.3 billion. The transaction cost is too small to
make any difference.

The benefits from output diversification accrue mainly to the share-
holders. But as profits go up, the government receives more in taxes.
Consumers are left unaffected because of the competitive nature of the
markets in which these products are produced and sold.

i(educing losses of electricty enhances welfare, albeit with multiple
effects. It obviously affects nonpaying consumers of electricity ad-
versely. However, their losses are more than compensated by the gains
to paying consumers, producers, the government, and society. Paying
consumers benefit as the regulators translate the reduction in losses into
lower prices. Producers save the cost of providing electricity for free. The
govenmuent receives more taxes as profits go up. Society as a whole gains
from better allocation of resources and more-efficient consumption of
electricity.

Nonoperating income and capital gains appear in table 10-7 as retums
to the shareholders of ENERSIS, but alsoas losses to citizens. Lhe argument
for this treatment is that, had ENERSIS not invested in ENDESA, somebody
else would have. Thus, nonoperating income is a mere transfer of re-
sources. A possible counterargument is that the company undertook a



250 Welfare Consequences of Selling Public Enterprises

risky investment, for which it should be rewarded socially. This may be
so in some cases. In the present case, however, most observers would not
consider investment in ENDESA risky.

Summary and Lessons

Our conclusions may be summarized as follows:

The divestiture of ENEPSIS correlated with a surge in profitability,
a significant decline in losses of electricity due to theft, improved
productivity, diversification of output, and escalation of nonoperating
investment.
* Of these changes, the reduction in losses, output diversification,
and the increased returns from nonoperating investment were directly
attributable to divestiture.
* The combined effect of these changes on wdlfare was positive,
representing 31 percent of the private value of the enterprise, or, in
terms of the annual component of the perpetuity equivalent, 5.0
percent of 1986 sales.
* The gains in welfare accrued mostly to private shareholders, in-
cluding employees, but gains also accrued to consumers-
* However, the government and Chilean citizens as a group were
worse off.

The examination of ENERSIs's divestiture lends support to the follow-
ing hypotheses

* Divestiture promotes profit-maximizing behavior. In the case of
ENERSIS, the behavioral d. inges manifested themselves in a reduction
in losses from theft, diversification of output, and exploitation of
investment opportunities in the rest of the economy.
* Divesting monopolies in well-regulated markets limits their ability
to exercise their market power and improves resource allocation.
In the present case, regulation had the effect of translating the re-
duction in losses from theft into lower prices, which benefited some
users, while leaving nonpaying consumers of electricity worse off.
However, the loss in consumer surplus resulting from reducing elec-
tricity losses is not the typical story of a private monopolist exploiting
market power. Rather, it is a story of resource reallocation, the out-
come of which is a positive welfare gain (not a deadweight loss) to
society.
* Reforming and regulating public enterprises improves efficency.
This is evident from the relative efficiency of ENERSI under public
ownership.
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'The net benefits of divestiture accompanied by effective regulation
can outweigh the net benefits from reforming and regulating public
enterprises. Therefore, the policymaker's dilemma is resolved in this
case in favor of divestiture and regulation.

Coupled with the analysis of CHILGENER in chapter 9, the analysis of
ENERSIS lends support to the general proposition that market-based
solutions and private ownership in electricity are capable of producing
even better results than the altemative polcy of public ownership and
vertical integration.

Notes

This chapter was written by Alhmed Galal. IIe author is grateful to Marcos
Zelberberg, general manager of Chilectra Metropolitana, and his staff for their
cooperation and insightful discussions,and toJohn Besant-Jonesfor commenting
on an earlier draft.

1. The four companies are SYNAPS5 S.A., a computer and data processing
company; Inrnobilaria Manso de Velasco S.A., a real estate management, main-
tenance, and construction company; Distribuidora de Productos EIectricos S.A.,
which trades in energy-related equipment and Compafira Elctrica del Rio
Maipo S.A., a small electricity distribution company within the same zone of
concession as ENERSIS.

2. Given that tariffs for bulk electricity are regulated, distribution companies
tend to conclude long-term contracts with generating companies to ensure
stability of supply and appropriate technical specifications.

3. Forexample, ENERsis was allowed 18 percent for losses in 1988. In fact, the
company was able to reduce its losses below this level.

4. Recognizing the unusual nature of the capital gains, EsIS only recorded
Ch$8.0 billion out of this total in the income statement of 1990. The remainder
was to be amortized over the next four years.

5. Constant prices, here and elsewhere, are derived from information pro-
vided by ENERSS, in which the values of outputs and inputs were decomposed
into their quantity and price components.

6. Observing that the performance of both divested and undivested enter-
prises improved in the United Kingdom, Bishop and Kay (1990) posed, without
resolving them, two possibleexplanations: the improvement was due to the state
of the economic activity or to the "the threat of divestiture."

7. Note that the performance of ENERS1S, as well as that of other firms in Chile,
whether private or public, must have benefited from the general characteristics
of the macroeconornic policies of that period. See chapter 8 for elaboration.

8. Recall that managers (and workers) now own part of the company. There-
fore, even though the top management has remained largely unchanged, itisnot
surprising to observe an increased concern for profit.

9. Recall, for example, that calculating the fiscal impact of divestiture
requires comparing the sale price plus taxes from private operation with
government revenues forgone over an extended period through the giving
up of ownership.
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10. For an estimated income elasticity of electricity consumption of 1.2, this
implies a GDP growth rate of about 4.2 percent per year, which is well within the
realm of possibility for Chile. See CNE (1986) for an estimate of income and price
elasticities.

11. The negative fiscal effect is in fact smaller than reported by the extent to
which reduced losses from theft means higher value added tax revenues.



11. Companfa de Tel6fonos
de Chile

Traditionally, the sale of state-owned telecommunications enterprises
has been viewed as a mere transfer of public to private monopolies,
leading to uncertin and possibly negative effects on welfare. But since
the mid-1980s government withdrawal from direct participation in, this
sector has come to be viewed as an opportunity to improve efficiemcy,
modernize technology, and mobilize fresh capital to meet excess de-
mand-witness, for example, the recent divestiture of telecommrurnica-
tions enterprises in Chile, Mexico, Argentina, and Venezuela. The
empirical question is whether private ownership (with regulation) is
more advantageous to society than public ownership This chapter
attempts to answer this question by analyzing the welfare consequences
of divesting Compafiia de Telefonos de Chile (cTc).

Compared with the other Chilean enterprises we examined, ctc offers
a number of distinctive economic, technological, and institutional char-
acteristics. The enterprise operates in an industry characterized by rapid
technological progress, economies of scale and scope in production, and
extemalities in consumption. These features raise a host of questions. For
example, what is the effect of ownership change on technological inno-
vation, which is often embodied in capital? Since marginal cost pricing
in the presence of economies of scale creates a deficit, and thus un-
derinvestrnent, how is this problem being addressed in Chile? If tariffs
were to deviate from marginal cost pricing to avoid a deficit, would they
be set on the basis of the welfare-maximizing rule of inverse elasticity
and nonlinear pricing models? Further, given economies of scope and
sunk costs, are incumbents able to undercut newcomers, at least in
certain segments of the market?

On the institutional front, crc also offers a number of interesting
features. First, the ownership of the enterprise has changed from private
(prior to 1970) to public (through 1987) to private once again (since 1987).
Even more interesting, under private ownership the controlling share-

253
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holders have always been foreigners. The question is whether foreign
ownership is always associated with the divestiture of large (relative to
the domestic capital market) enterprises whose technology is changing
rapidly. Second, not only did the government of Chile sell crc, which
dominates the market for local network services, but it also divested the
Empresa Nacional de Telecomunicaciones (ENTEL), which dominates the
market for long distance services. Because each company stands to gain
from penetrating the market of the other, it is of particular interest to
explore whether there are behavioral differences between public and
private duopolies. Another interesting dharacteristic of CTC is that it
shares the telecommunications sector with a number of the other di-
vested enterprises examined in this volume, which should enable us to
conduct interfirm comparisons across countries.

Background

Telephone services were introduced in Chile by the Compafnia de
Telefonos de Edison as early as 1880. In 1927 Intemational Telephone
and Telegraph Corp. (rrr) acquired the company, which in 1930 was
incorporated as crc. cTc continued to operate under private ownership
until 1971, when the Chilean govemment intervened in its operation.
In 1974 CORFO (the Chilean state holding company) acquired rrT's share,
despite the otherwise market-oriented approach of the govemment at
that time. Government majority ownership continued through 1987,
somewhat longer than for other natural monopolies, for example in the
electricity distribution sector. By February 1988 the private sector had
acquired 86 percent of the enterprise's equity. Thus, the ownership of
the enterprise went full circle, beginning with and ending in (foreign)
private ownership.

Throughout its history CTC has been the main carrier of telecommuni-
cations services in Chile, owning approximately 95 percent of all tele-
phone lines in the country. By concession, which was renewed in 1982
for 50 years, the enterprise provides local telephone services in about 77
percent of the national territory, serving approximately 92 percent of the
population It also has a concession to provide national long distance
services in Santiago and Valparaiso, where about 50 percent of the
population resides,

CTC has expanded considerably in recent years. As table 11-l shows,
whereas the number of new lines increased at an annual rate of only 5
percent in the 1970s, it increased at an annual rate of 10 percent in the
1980s. The number of telephones per 100 inhabitants increased by only
32 percent between 1970 and 1980, from 4.1 to S.4, respectively. In
the 1980s telephone density doubled, readhing 8.9 telephones per 100
inhabitants in 1990. The degree of automation and digitalztion also
increased, reaching 99.6 percent and 64 percent of all lines, respectively,
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Table I1-1. Seiactci Growth Indicators, Compaifa de Teifonos de Chlile,
1970-90
(thousands unless specified otherwise)

Indicator 1970 1975 1980 1985 1986 1987 1988 1989 1990

Installed lines 258 340 407 550 585 615 634 800 1,059
Lines in service 241 305 360 505 528 548 592 646 812
Telephones 353 434 550 719 749 770 820 895 1,096
Telephones per

100 inhabitants 4.1 4.7 5A 6A 6.6 6.7 7.0 7A 8.9
Automation

(percentages
of total) 86.5 89.0 92.1 95.5 96.1 98.0 98.5 993 99.6

Digitalization
(percentages
of total) 0.0 0.0 0.0 34.1 36.8 36.0 37.9 51.1 64.0

Pending applications 3 12 114 151 219 230 236 284 308

Sourcr crc (1990).

in 1990. Moreover, the cr mpany expanded into activities whose tariffs
are unregulated-for example, public telephones, cellular telephones,
and private telephone systems and equipment-by means of several
subsidiaries.2 As a result, the share of its revenue from unregulated
services in total revenue went up from 16 percent in 1982 to 25 percent
in 1990.

Market Characteristics

Even though crc increased the number of new lines by 72 percent from
1987 to 1990 alone, the market for telecommunications services in Chile
is far from saturated. In fact, the number of pending applications has
been rising, as table 11-1 shows. This rise may be due to increased
expectations on the part of the applicants of actually getting a phone,
and to the company's improved ability to meet these applications.
Nevertheless, the demand gap is expected to persist through 1996, even
if crc fully implements its current expansion plan.

A second characteristic of the market for basic telecommunications
services in Chile is that it is highly concentrated. As already noted, crc
dominates the marketforlocal services, accountingin 1989 for 94percent
of the total. The remaining 6 percent was shared by Compafiia Telefonica
del Sur (3.5 percent), Compafia Manufacturera de Equipos Telef6nicos
(1.0 percent), Compafila Telef6nica Manquehue (0.8 percent), Comuna
de los Condes (0.4 percent), and Comparifa de Teldionos de Coyhaique
(0.3 percent). ENTEL, on the other hand, dominates the market for inter-
national long distance services and, to a lesser degree, the market for
national long distance services. CTC transfers about 21 percent of national
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long distance traffic by means of a digital microwave link between
Santiago and Valparaiso, in operation since December 1988.

By comparison, the market for complementary servkes is less concen-
trated and is growing rapidly. For example, in the mnarket for cellular
telephones, crc has to compete with CIDCOM in the metropolitan area of
Santiago and in region V, which includes Valparaiso and Viia del Mar.
(By regulation, only two concessions to provide cellular telephones may
overlap.) In the markets for facsimile, telex, telegraph, and data trans-
mission, the company faces considerable competition, for example from
TELEX-Chile and VTR. Nevertheless, cfC's sheer size, sunk cost, institu-
tional presence throughout the country, and service and maintenance
capabilities still place the company in a favorable position vis-a-vis both
established comnpetitors and newcomers.

The final important characteristic of the market for telecommunuca-
tions services in Chile is that it is in a state of flux. Following the
divestiture of CTc and ENTEL, each company is attempting to penetrate
the traditional market of the other. On the one hand, CTC applied in 1989
for concessions to provide national and intemational telecommunica-
tions services through satelfite links throughout Chile and fiber optic
links to the Santiago-Valparaiso and Santiago-Temuco markets. These
concessions, if granted, would have immediate adverse repercussions
on ENTEL. Not surprisingly, ENTEL filed a complaint, arguing that grant-
ing such a concession would provide cTC with a monopoly. At the time
of our study the dispute was awaiting resolution by Chile's supreme
court. ENTEL, on the other hand, applied in April 1989 for concessions to
provide local services in certain business sectors of Santiago. In response,
crc filed an objection, arguing that the telecommunications law does not
allow a concession holder to carve out a specfic area within an existing
concession. This case is also still pending. However both cases are
resolved, the emergence of these disputes illustrates the changed nature
of the relationship between the two firms under private ownership.
Under public ownership the two enterprises resolved their conflicts,
when any occurred, through their common owner. Under private own-
ership conflicts have escalated and are being resolved through the
courts. This is an important change in behavior, deserving of a thorough
investigation in its own right.

The Regulatory Framework

The state of development of the telecommunications sector in Chile
today is partly the product of signals provided by the regulatory setup,
which has evolved over time. Before 1982, crc operated under Decree
Law no. 4 of 24 July 1959. Under this regime crc was supposed to receive
prices high enough to provide it with a 10 percent rate of return on
revalued capital. The Tariff Commission-composed of the General
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Director of Electric Services as president; representatives of CORFO, the
Institute of Chilean Engineers, and the Production and Trade Confeder-
ation; and an appointee of the presidient of Chile-had the mandate to
approve these tariffs. In practice, tariffs were often adjusted on political
grounds and frequently failed to keep up with inflation. There was
cross-subsidization in favor of consumers of local services. Investment
was relatively modest, and pending demand was increasing.

In 1977 the government abolished the Tariff Commission and issued
Decree Law no. 1,762, establishing the Undersecretariat of Telecommu-
nications, SUBTEL, as part of the Ministry of Transportation and Telecom-
munications. SUBTEL was granted the responsibility of designing and
supervising all policies and technical norms pertaining to the telecom-
munications sector. It soon became apparent, however, that changing
the institutional setup alone was insufficient; the rules of the game had
to be changed, too.

In 1982 the government issued the General Law of Telecommunica-
tions (Decree Law no. 18,168), which followed dosely that for electricity.
This law emphasized competition in the provision of services. It placed
no limits on the number of enterprises that may be granted concessions
in a given geographical area, except for technical reasons. It left the
decision on whether a given market is competitive or not to the Fair
Trade Enforcement Office, one of two antitrust agencies in Chile.
This commission ruled that local and long distance services (excluding
public telephones and cellular telephony) are not competitive. Thus,
their tariffs had to be regulated on the basis of marginal cost, as provided
in the law.

Although this law was an improvement over previous arrangements,
itwasshortonthedetails of implementation,especiallyregardingtariffs.
Moreover, SUBTEL was still a growing institution and lacked sufficent
regulatory experience. Since crc and ENTEL were still publicly owned,
these shortcomings meant in practice that tariffs were simply negotiated
between the two enterprises, surTEL, and the Ministry of Economy.
'These negotiations resulted in maintaning cross-subsidization and
keeping tariffs in line with inflation.

In 1987 there occurred a significant modification of and additions to
the General Law of 1982 (other modifications have followed since). The
most important addition concemed taiffs, which were now to be calcu-
lated on the basis of the long-run marginal cost of each service and
geographical area, taking a hypothetical efficient firm as a base. Where
economies of scale are present, tariffs are adjusted upward to ensure that
enterprises are self-financing. These adjustments are introduced in such
a way as to minimize distortions and to generate the enterprise's rate of
return, following the capital asset pricing model. That is:

Ri = RR+ Pi ( - Rf)
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where Ri is the rate of return on the revalued capital of enterprise i, Rf is
the rate of return on risk-free assets, Pi3 is enterprise i's systematic risk,
and Rp is the rate of return on a diversified investment portfolio. Rf is
defined as the rate of return on a saving account at the Banco del Estado
de Chile. Rp may under the law be drawn from intemational data,
provided it does not fall below 7 percent. Once approved, tariffs remain
effective for the next five years, adjusted in the interim every two months
by the inflation index for each service. Disputes are settled by a commit-
tee of thLree experts, one nominated by each party and the third by mutual
agreement.

Recognizing that the implementation of the new rules would take
time, the 1987 law allowed enterprises one year to come up witi tariff
proposals. cTC and ENTEL prepared such studies, and a new tariff struc-
ture became effective as of January 1989 (table 11-2). For CrC the ideal
firm was defined to have 760,000 lines, to provide regulated services
only, to use a digital system, to be fully automated, to operate with 6.7
workers per thousand lines, and to incur no cost for interconnections.
The rate of return allowed was 12 percent on revalued capital (based on
an 8 percent risk-free rate and a 4 percent risk premium; ENTEL mean-
while was allowed a 14 percent rate of return).

The new tariff structure will gradually eliminate the allocation fees
and cross-subsidization between local and long distance services. It
provides enterprises adequate incentives to expand and operate effi-
ciently. Meanwhile, it avoids the problem of excessive investment,
known to foHow from the fair rate of return, primarily because the costs
are derived from an ideally efficient firm.

Divestiture

CORFo announced that it would sell 51 percent of crc in 1986. The sale
process began in 1987, when the government offered crc's er.Lployees

Table 11-2. Regulated Tarif Schedulefor Telephone Serie, Chile, 7990-93
(September 1989 base rate = 100)

Seruice 1990 1991 1992 1993

Local metered service
Monthly charge 123 138 154 171
Variable charge 100 100 100 100

Local flat rate service 114 125 136 147
National long distance 80 74 65 65
Intemational long distance 100 100 100 100
Allocation fee 62 25 12 0

Source: CTc- data.
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Table 11-3. Ownership S4ructure, Compaffia de Telfonos de Chile, 1982-90
(percentages of total)

Shareholders 1982 1983 7984 1985 1986 1987 1988 1989 1990

Public
CORFO 92.2 92.2 92.2 92.1 89.5 75.0 14.2 2.9 0.1

Private domestic
Pension funds 0.0 0.0 0.0 0.0 0.0 7.6 7.7 11.6 11.6
Employees of crc 0.0 0.0 0.0 0.0 0.0 6.4 4.3 3.2 3.2
Other? 7.0 7.0 7.0 7.1 9.8 10.2 23.5 31.9 25.8

Total 7.0 7.0 7.0 7.1 9.8 24.2 35.5 46.7 40.6

Privateforeign
Bond Corp. 0.0 0.0 0.0 0.0 0.0 0.0 50.1 49.2 0.0
Telef6nica de Espafia 0.0 Q0. 0.0 0.0 0.0 0.0 0.0 0.0 43A
Others s8 a8 0.8 0.8 0.8 0.8 0.1 12 16.0

Total 0.8 0.8 0.8 0.8 0.8 0.8 50.3 50.4 59A

a. Includes public employees.
Source: crc (various years).

50 percent of their severance payments in advance on the condition that
they invest 80 percent of the sum in shares in the enterprise. Eighty-four
percent of the employees elected to partcipate in the offer, acquiring 6A
percent of the enterprise by the end of 1987. Workers were guaranteed
that the value of their shares would not fall below their entitled severance
payment at the time of retirement. In the same year pension funds also
acquired 7.6 percent of the enterprise. In total the private sector held 25
percent (table 11-3).

In August 1987 CORFO invited domestic and foreign investors to bid
for 30 percent of the enterprise under two conditions: first, the bidder
had to commit itself to subscribe in new shares so that its final percentage
of ownership would eventually reach 45 percent, and second, the
awardee had to buy more than 10 million "B" shares of crc 3 The first
condition was intended to ensure expansion, and the second to allow the
new equityholders a voting majority in decisionmaking.

cOcFu received three bids, from Bond Corp. (a New Zealand corpora-
tion), Telef6nica de Espafia, and a local communications holding com-
pany. Bond Corp. won the bid in January 1988, albeit with some
controversy.4 Subsequently Bond purchased additional shares, which
increased its stake to 50.1 percent of CTC's subscribed capital stock
Because crc's bylaws forbid any single shareholder from holding more
than 45 percent of the total stock, Bond had to sign a "deconcentration
agreement" in October 1988, agreeing to ieduce its participation to 45
percent by October 1992.
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In April 1990 a subsidiary of TLlef6nica de Espania, Telef6nica
Internacional Chile, acquired Bond's stock in CTC for US$392 million.
Telef6nica had previously purchased 20 percent of the voting stock
of EN'TEL. As a result, the Preventive Commission (the other Chilean
government agency involved in antitrust enforcement) ruled that
Telef6nica had to give up its equity interest in one company or
the other on the grounds that its ownership of both companies
would adversely affect competition in !.e long distance market.
Telef6nica appealed this ruling, arguing that what counts is the be-
havior of companies in the marketplace, not their equity structure.
At the time of the study this case was awaiting resolution by the
supreme court.

In 1989 CORFO began to sell its remaining shares in crc to public sector
employees, including those in the armed forces. Participation in this offer
entitled employees to purchase additional shares, to be paid for in
quarterly installments over four to six years at annual real interest rates
ranging between 2 and 4.5 percent; this compared with an average real
market interest rate of 8.86 percent in 1989, which implies a subsidy. As
a result, the number of shares held by workers (inside and outside the
firm) reached 115 percent in 1989.

Summary

This background provides the following insights:

* Under public ownership crc expanded somewhat, but a large
demand gap persisted. To mobilize additional resources, the govern-
ment announced in 1986 that it would sell 51 percent of cTc, and in
1987 it laid down the foundations for the formulation of prices.
* Because crc is a relatively large enterprise, the government had to
sell it by public bid, placing no limitation on foreign participation, but
requiring that the bidders commit themselves to inject new equity and
to implement an agreed investment program.
* Improvements in regulation notwithstAnding, the regulatory setup
in Chile is still evolving. The most important challenge facing the
regulators today concerns entry, which was fueled by the sale of crc
and ENTEL to the private sector.

What Happened?

Has the sale of crc affected the enterprise's performance, and what have
been the effects on consumers and on the enterprise's sellers and buyers?
As in other cases we begin to answer this question by analyzing the
actual performance of the erterprise over the period 1982-90.
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Profit and Profitability

PROFIT: PUBLIC VERSUS PRrVATE. Under public ownership c'rCs profit
after tax (private profit) fluctuated and was even negative by Ch$3.1
billion in 1982 and Ch$1.9 billion in 1985. Following divestiture,
profits immediately doubled, from Ch$8 billion in 1987 to Ch$15.7
billion in 1988. By 1990 profits had more than quadrupled from their
1987 leveL More generally, figure 11-1 shows that the period of public
ownership was characterized by a series of unsuccessful takeoffs.
Under private ownership, on the other hand, profits improved signif-
icantly and steadily. A turning point occurred in 1936, before the
actual divestiture, whiclh implies a positive announcement effect.
Nevertheless, the more dramatic impro mement (in 1988 and beyond)
coincided with actual private operation.5

Further inspection of figure 11-1 yields two additional condusions.
First, unlike the trend in private profit, that of quasi rent (orpublic profit)
was rather smooth during the public-ownership period. This means that
the 1982 and 1985 losses were due to nonoperating activities, which were
in tiis case due to shifts in govermnent foreign exchange policy.6 The

Figure 11-1. Public and Private Profit at Current Market Prices, Compaiiia
de Telifonos de Chile, 1982-90
Billions of pesos
60

Year of divestiture -b4

50
Public

40

30 a

20 Private after tax

10

-10 I I
1982 1983 1984 1985 1986 1987 1988 1989 1990
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Figure 11-2. Public Profit at Constant Market Prices, Compafifa
de Teldfonos de Chile, 1982-90
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second conclusion, however, is that the trend in public profit stitp sup-
ports the notion that private ownership coincided with a significant
surge in producer surplus.

In shart, divestiture was associated with a surge in private and pubili
profit. Although this conclusion is obvious, its underlying explanations
are not. Performance changes either for "good" or for "bad" reasons. The
changes are "good" for society as a whole where, for example, they result
from productivity improvement They can be 'tad" when they result,
for example, from increased prices. To disentangle the good from the bad
we construct, in the balance of Thuis section, a number of additional
performance indicators.

PUBLIC PROFIT: CURRENT VERSUS CONSTANT PRICES. We begin our jour-
ney by calculating public profit at constant prices.? T_he results are given
in figure 11-2. Notably, quasi rent at constant prices improved through-
out the period analyzed, except in 1983. However, it increased at a much
faster rate during the period of private ownership, owing primnarily to
an increase in the quantity of outpuL. Thus, recent improvements in quasi
rent at current prices are not fully attributable to changes in tariffs.
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PRICE AND QUANT DECOMPOSITON. To examine the price and quantity
effects more fully, we decompose, in table 11-4, quasi rent and its compo-
nents into these two effects. The findings are most revealing. On the output
side, CTC benefited from favorable price changes under public as well as
under private operation. However, the enterprise increased the quantity of
output more significantly under private ownership; in fact, the change in
o atput quantity in 1990 was more than nine times the corresponding change
in 1987. As output grew, so did intermediate inputs. Yet on a net basis

Table 11-4. Decomposition of Public Profit Trend into Price and Quantity
E,ffects, Compafria de TelMfonos de Chile, 1982-90
(billions of pesos)

Ow:ange in 1983 1984 1985 1986 2987 1988 1989 1990

Output
Price 2.58 2.22 4.73 4.50 7.02 3.78 10.88 8.21
Quantity 0.60 1.70 3.02 0.79 2.86 8.50 17.02 27.80
Value 3.18 3.92 7.75 5.29 9.88 12.28 27.91 36.01

Internediate inputs
Price 0.35 0.54 1.04 0.73 1.08 0.88 1.92 4.84
Quantity 0.51 -0.43 0.30 -0.16 0.45 0.59 5.05 10.21
Value 0.85 0.10 1.34 0.56 1.53 1.47 6.97 15.05

Value added
Price 2.23 1.68 3.70 3.77 5.94 2.90 8.96 3.38
Quantity 0.10 2.14 2.71 0.95 2.40 7.91 11.97 17.58
Value 2.33 3.82 6.41 4.73 8.35 10.81 20.94 20.96

Wages
Price 0.07 0.093 1.35 2.02 2.79 1.57 4.31 8.34
Quantity 0.07 0.18 -0.005 0.30 0.39 0.47 -0.28 0.50
Value 0.13 1.12 1.35 2.32 3.18 2.04 4.02 8.75

Rentedfactors
Price 0.06 0.09 0.14 0.13 0.21 0.16 0.33 0.54
Quantity -0.02 0.06 0.07 0.10 0.05 0.08 0.18 0.07
Value 0.04 0.15 0.21 0.22 0.26 0.24 0.50 0.61

Working capital
Price -0.09 0.12 0.11 -0.26 0.10 0.13 1.16 1.10
Quantity 0.03 0.03 0.008 0.01 0.03 0.41 1.00 0.30
Value -0.06 0.16 0.12 -0.24 0.14 0.54 2.16 1.40

Public profit
Price 2.19 0.54 2.09 1.88 2.84 1.04 3.17 -6.61
Quantity 0.03 1.85 2.64 0.54 1.93 6.95 11.08 16.81
Value 2.22 2.39 4.73 2.42 4.77 7.99 14.25 10.20

Source. Authors' calculations.
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Figure 11-3. Gross Fixed Capital Formation, Cornmpafifa de Telefonos
de Chiile, 7982-90
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(measured by value added) the increase in quantity is still impressive,
amounting in 1990 to more than seven times the change in 1987.

Wages under both regimes increased systematically, in part to cope with
inflation and in part because the trade unions have been relatively strong
Similarly, new hiring was kept to a minimum, even under public owner-
ship. The main difference is that the two phenomena are more pronounced
in the postdivestiture period. In the last negotiation (in 1990) with twenty-
one unions-made up of nine bargaining groups and representing 7,200
nonexecutive employees-the company agreed to a real inaease in wages
of 13 percent over two years, intending at the same timLe to reduce the
number of workers per thousand lines in service from 10.6 in 1990 to 6.7 in
1996. Whether this target would have been feasible under continued public
ownership is an importantcounterfactual question, which we revisitbelow.

Changes in factor rentals and the cost of working capital are too small
to warrant further investigation. The important point, which can be seen
from the decomposition of public profit itself, is that the overall effect of
prices on CTC was positive during the entire period analyzed, except in
1990. In contrast, only the private period was characterized by an im-
pressive increase in quantities.
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FIXED CAPITAL The impressive increase in output was due to an even
more impressive increase in investment. crc's initial plan for 1988-92
contemplated a capital expenditure of Ch$401 billion, of vwhich Ch$214.6
billion had already been spentby December 1990. As a result, gross fixed
capital formation skyrocketed, as shown in figure 11-3. By comparison,
gross fixed capital formation had stagnated under public ownership,
except in 1985. Naturally, as investment increased in the latter period, so
did fixed operating assets.

From the counterfactual perspective, the critical question is whether
crc would have been able to raise sufficient funds to undertake such a
massive expansion program. If not, relaxing the resource constraint may
turn out to be the most important effect of divesting the enterprise, with
potentially significant repercussions on consumers, government, and
crc itself (see 'Why Did It Happen?" below).

PRIVATE vERSUS PUBLIC PROFRTABILuTY. Thus far we have employed a set
of performance indicators expressed entirely in absolute terms. To neu-
tralize the effect of size we now derive a set of relative performance
indicators, beginning with private and public profitability. As shown in

Figure 11-4. Privateand Public Profitability, Compaila de Telifonos
de Chile, 1982-90
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Figure l1-5. Total Factor Productivity and Real Public Profitability,
Companifa de Tel fonos de Chiile, 1982-90
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figure 11-4, the results still favor the divestiture period. Under public
ownership, profitability in relation to net worth averaged 4.5 percent per
year during the period 1982-87. Under private ownership the corre-
sponding three-year average was 14.3 percent. Similarly, public profit-
ability at current prices in relation to revalued capital averaged 17.7
percent per year under public ownership, compared with a three-year
average of 28.0 percent under private ownership. At constant prices, the
averages for public profitability stood at 17.3 percent under public
ownership and 36.6 percent under private ownership.

Total Factor Productivity

,ure 11-5 presents te results for TFP changes and public proitabULity at
constant pnce& These results support the concdusion that productivity
improved under private ownership more rapidly than under public own-
ership. Between 1982 and 1987 TFP improved by 36 percent, averaging 7.2
percent per year. Under private ownership TFP improved almost as much
(32 percent) in only tiree years, averaging 10.6 percent per year. Thus, under
private ownership crc surpassed its productivity record under public
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ownership by an annual average efficiency differential of 3.4 percentage
points. A major reason for this improvement is the much faster growth
in capital than in labor, which not only improved labor productivity but
also enabled the company to benefit from expansion in other areas.

Finance

As noted, the boost in cac's perfonnance originated primarily from
expansion. Expansion depends in tum on the availability of funds. Thus,
it is useful to, complement the above analysis by looking at CTC's sources
of fumds over the period 1982-90.

cm's sources of funds are given in figure 11-6. Between 1983 and 1986
the bulk of these resources came from depreciation and the enterprise's
own reserves. Thereafter new equity surfaced as an important source of
finance. in fact,between 1986and l990theenterpriseissued477.3zmiillion
new shares, which represents 132 percent of the enterprise's number of
shares in 1986. Of these shares, Bond Corp. acquired 204.6 million in 1988
for Ch$30.0 billion, and the American Depository and the Intemational
Finance Corporation undertook the underwriting of 110.5 million shares
on the New York stock market in 1990.

Figure 11-6. Sources of Funds, Comnpafifa de Teitfonos de Chile, 1983-90

Billions of pesos
200

Year of

150 [1 Equity divestiture

5 Debt

* Noninterest bearing debt

100 * Internal funding

50

:1 1 I 1______ 1. 1 -100
1983 1984 1985 1986 1987 1988 1989 1990

Source: Authors' calculations from crc data .



268 Welfare Consequncnces of Selling Public Enterprises

These equity injections created a ripple effect They enabled CTC to
mobilize additional debt, domestically and abroad. In turn, the acquired
resources enabled the enterprise to expand. Expansion itself generated
more funds intemally. In addition, the infusion of equity had a positive
effect oncTc'scapitalstructure. The critical issue here, which we address
next, is whether the mobilization of such resources would have been
feasible in the absence of divestiture.

Summary

The analysis of crc's performance yields the following primary results:

* Under public ownership, profits after tax fluctuated, becoming
negative in 1982 and 1985. The 1982 and 1985 losses were caused
essentially by shifts in government foreign-exchange policy, namely,
a significant devaluation in 1982 and the elimination of the system of
foreign exchange differentials.
* In contrast, divestiture paralleled a significant improvement in
after-tax profit and producer surplus. These improvements were due
in part to favorable relative prices. For the most part, however, they
originated in a surge in investment, output diversification into non-
regulated value added services, and improved productivity.
* In trn, the surge in investment was caused by the infusion of fresh
capital in the course of selling crc to the private sector.

Why Did It Happen?

Can divestiture be credited with the changes in investment behav-
ior, tariffs, and productivity? This is the question we address in this
section.

Investment

The key question here is, Would crc have been able to secure sufficient
funds to expand in the absence of divestiture? We may disaggregate this
question farther: Would the government have provided the enterprise
with new equity? Would it have given up its 100 percent dividend
payout policy? Would CTC have been able to borrow sufficently to fill
the demand gap? Would the enterprise have attempted to penetrate the
market for long distance services? Finally, given the necessary resources,
would the enterprise have diversified into value added services as much
as it did in private hands?

Our short answer is that it is highly unlikely that the government
would have given the enterprise new equity. Nor is it likey that the
govermnent would have given up its 100 percent dividend payout
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policy. However, given that crc's debt-equity ratio was relatively low
(65 percent in 1987), the enterprise would probably have been able to
borrow in substantial amounts, up to a ratio of 1.25. (This had been the
enterprise's debt-equity ceiling for some time.) In addition, it would
have capitalized, where possible, on the legal provision that allowed it
to request reimbursable financial contributions from customers .equir-
ing new connections.8 Finally, we argue that Crc would not have in-
vested in long distance services, nor would it have been able to expand
into value added services as much as it did under private control.

These assertions are based on past govement behavior vis-k-vis crc
and on cTc's own behavior. During the last ten years of its ownership of
crc, the government did not provide the enterprise with any equity
injections, nor did it convert any debt into equity. Further, CORFo sys-
tematically insisted on capturing 100 percent of profit after taxes in the
form of dividends. In fact, the story of 1985 is most revealing. In that year
the demand gap was growing, and the need for new investment was
apparent. But the enterprise was likely to lose money. Out of concemn for
dividends, CORFO insisted that cTc change its financial year to 18 months
(spanning the second half of 1985 and the whole of 1986), so that some
dividends could be collected in advance. 9

There are several reasons to doubt that crc would have invested in
the market for long distance services. First, both Crc and ENTEL were
owned by CORFo, which therefore may not have cared which enterprise
made more money (ENTL was divested L1 1988). The Planning Ministry
would have tended to approve investment for the enterprise's tradi-
tional market. Finally, the two enterprises would probably have contin-
ued to maintain a friendly relationship rather than the rivalrous one that
emerged under private ownership- Thus, we are persuaded that neither

CrC nor ENTEL would have attempted to penetrate the traditional market
of the other.

Finally, we aLso doubt that a public crc would have followed the
diversification strategy pursued by the private crc Our main reason is
that the enterprise would have first allocated its scarce resotuces to
network expansion, treating value added services as a residual.

The implications of these arguments are as follows:

* Investmentwouldhaveincreased underpubLic ownership as ithad
in the past, thanks to additional borrowing, reimnbursable financial
contributions, and depredation. However, in the absence of new
equity, the increase in investment would have been relatively modest
compared with that under private ownership. That is to say, divesti-
ture released the resource constraint.l'
* In any case, the public crc would not have invested in fiber optic
and satellite technologies, thus leaving the long distance market to
ENTEL
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Tariffs

Would the government have changed the telecommunications law
in 1987 had CTC not been divested? Would the new tariff structure have
been the same? Our response to tot questions is yes, for three main
reasons:

* The govenmment of Chile has consistently attempted to improve
regulations when they have proved to be less than effective. This is
evident from its more successful effort in the electric power sector,
discussed in chapters 9 and 10. It is also evident from the government's
repeated attempts to improve the regulation of the telecommunica-
tions sector itself. In fact, the government is currently considering
revising some aspects of the 1987 regulatory structure to correct for
some shortcomings.
* Past regulatory reforms were applied to public and private enter-
prises alike-one of the distinguishing characteristics of Chilean reg-
ulatory policy.
* Where reforms were introduced, they were generally derived from
economic principles, especially regarding tariff formulation. In fact,
the 1982 law stipulated that pricing would be based on marginal cost.
There is no reason to believe that the 1987 regulatory reform would
have been an exception.

Productivity

Would the productivity improvements observed after divestiture have
materialized in the absence of divestiture? Our answer to this question
is no: even if we were persuaded that divestiture brought about no
behavioral changes within cTc, it did increase investment, which has
positive implications for productivity.

To elaborate, any case for crediting divestiture with no efficiency
differential would have to rest on the following grounds. Productivity
improved before and after divestiture, as figure 11-7 shows. Where
productivity changed, it correlated dosely with GDP growth rates, as also
shown in figure 11-7. Finally, the sale of the enterprise left its manage-
ment and workers largely unchanged. Thus, by this argument, no effi-
ciency improvement should be attributed to divestiture.

The case for the altemative hypothesis, that divestiture did enhance
productivity, is more persuasive. It rests on the following grounds:

* Even though productivity improved on a trend basis before and
after divestiture, its rate of change was higher under private owner-
ship by 3.4 percentage points (the average annual differential over
three years).
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Figure 11-7. Year-to-Year Changes in Total Factor Productivity, Compaflia
de Telefonos de Chile, and Gross Domestic Product, Chile, 1983-90
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* This result is closely linked to the surge in investment in recent
years, which has introduced more-efficent technology and economies
of scale.
* Expansion in turn will enable the company to reduce the number of
employees per thousand lines in service from 10.6 in 1990 to 6.7 in 1996.
* The divested crc expanded into value added services; this expan-
sion, given excess demand in basic network services, would not have
materialized otherwise.

Therefore, even if we assumed that divestiture caused no behavioral
changes within the enterprise, the strong likelihood that investment
would have been lower under continued public ownership suggests that
labor productivity would have been lower as well.

Sumntary

In the aLsence of divestiture, we conclude that:

* Investment would have been limited to crc's ability to generate
funds internally, to borrow witiin the limits of a debt-equity ratio of
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125, and to request reimbursable financial contributions from cus tom-
ers requiring new connections.
* The enterprise would not have invested in long distance services,
leavingsuch investment to its sisterenterprise ENTEL. (The assumption
he-e is that if the government had not divested crc, it would not have
divested ENTEL either.)
* Lacking sufficient resources to meet pending demand, the enter-
prise would not have expanded as much as it did into nonregulated
value added services.
* Productivity would have been lower, largely because expansion
would have been slower.
* Tariffs (and other variables) would have been the same.

What Will Happen?

To assess the long-run effects of crc's divestiture, this section projects
the performance of the divested enterprise and what that performance
would have been without divestiture. Our general procedure is as
follows:

* Until demand is satisfied, projections are supply-driven. Supply
depends on availability of funds, which are constrained in turn by
depreciation and retained earnings, the room for borrowing, and new
equity. Once excess demand is satisfied, we assume that the company
will invest sufficiently to meet normal demand shifts.
* Given supply and tariffs (and thus revenue), costs are derived
proportionately.
* Finally, under both scenarios, we assume the same depreciation
and direct and value added tax rates.'1 All projections are at constant
1990 prices.

Investment

Projected private investment is derived from cTc's 1990 investment plan
for the period 1991-96. According to this plan, the company contem-
plates a total capital expenditure of Ch$441 billion, 89 percent of which
will be devoted to the expansion of new lines, 9 percent to services whose
tariffs are unregulated (e.g., public phones, cellular telephony, and other
value added services), and the rest to national and international long
distance service. Given that the company has no concession as yet in long
distance service, we simply assume that it will sell tis component of the
investment program to a third party at cost.12 Financing is assumed to
come from depreciation and retained earnings, borrowing at a real
interest rate of 9 percent, and supplier credits. We assume a dividend
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payout ratio of 80 percent, provided the debt-equity ceiling of l._ * is not
binding to execute the investment program. Otherwise we reduce the
dividend payout ratio to 60 percent.

Had CrC remained publicly owned, we assume that the enterprise
would have expanded its basic network and associated services, as it had
in the past. We allow maximum financing, short of new equity other than
contributions from customers requiring new connections, and assume
that the enterprise would not have attempted to penetrate the traditional
market of ENTEL. Finally, for reasons discussed in the previous section,
the dividend payout ratio is assumed to be 100 percent of profit after tax.

On the basis of these assumptions, the private crc is dramaticaly
different from the crc that would have emerged had it continued pub-
licly owned. Under private operation crc is expected, between 1990 and
1996, to increase the number of lines in plant from 1.0 million to 1.8
million, the number of lines in service from 0.8 million to 1.6 million, the
number of telephones from 1.1 million to 2.1 million, the share of
automated equipment in the total from 64 percent to 100 percent, and
the share of equipment digitalized from 64 percent to 84 percent.'3 Full
implementation of the plan is expected to eliminate excess demand by
1996. Thereafter the company expects demand to require the addition of
74,000 lines per year.

In contrast, an undivested CrC would have probably increased
the number of lines in service from 0.7 million in 1990 to 0.9 million
by 1996, which at that time would only represent half the capacty of
the firm under private ownership. A backlog of phone applications
would have persisted. Unable to satisfy demand for basic network
services, the enterprise would not have expanded as much into value
added services. That is, investment in public and cellular phones, fac-
simile machines, and data transmission systems would also have been
relatively modest.

Revenue

Under both scenarios we apply the tariff schedule given in table 11-2 to
regulated activities through 1993. Thereafter we assume that tariffs will
remain constant in real terms.'4 For activities whose tariffs are unregu-
lated, we assume that prices will remain constant at their level of 1990.

To prgect quantities we allocate the number of lines in service under
each scenario to residential and commercial customers, distinguishing
subscribers in the "per call" from those in the "flat rate" system. For the
former we estimate the total number of calls using the 1990 average of
2,550 calls per line per year. In the long distance market, we similarly
estimate quantities by multiplying the number of lines in service by the
1990 averages or 220 calls per line per year for national long distance
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service and 170 minutes per line per year for international long distance
service.

Given the tariff structure, which is common to both scenarios, and the
total number of calls, which differs substantially, we estimate revenues
for the two scenarios as follows:

* For local service we multiply the schedule of fixed charges by the
estimated number of lines in service, and the variable charge by the
estimated number of calls.
* For national and intemational services we also multiply the
tariff schedule by the estimated number of calls, keeping CTC's
share in total revenue (with ENTEL receiving the remainder) at its
level of 1990.
* We assume that, for each scenario, revenue from other sources will
increase in proportion to investment in othei activities.

Costs

Under both scenarios we assume that operating costs wiU grow in
proportion to the average number of lines in service; the only exception
is the labor requirement per line. In projections for the firm under private
ownership we assume that c1c will reduce the number of workers per
thousand lines in service from 10.6 in 1990 to 6.7 by 1996, owing in
principle to expansion. For the counterfactual scenario we assume that
the enterprise would also have reduced the number of workers per
thousand lines, but only at the historical rate of decline between 1978
and 1987. This translates into an average of 12.2 workers per thousand
lines in 1990 and 10.1 in 1996.

Table 11-5. Alternative Estimates of the Net Present Value of CompaFnfa
de Tel fonos de Chile, 1988 and 1990

Billions of pesos Millions of dollars
Estimate 1988 1990 1988 2990

Authors' estimate of
private ac 116 295 473 875

Bond Corp. and Telef6nica
de Espafia 138 294 554 871

Stock market valuation 98 223 400 661
Actual sale price 59 na. 241 n.a.
Authors' estimate of

valuation under public
operation 60 131 245 389

rna. Not applicable.
Sourc CTC, Santiago stock exchange data, and authors' estimates.
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Results

On the basis of the above assumptions, the private calculus15 of the net
present value of CTC under private operation is estimated at Ch$116
billion in 1988 and Ch$295 billion in 1990. These estimates are compared
in table 11-5 with the valuation implicit in Bond Corp.'s and Telef6nica's
bids for the enterprise, its value on the Santiago stock exchange, the
actual sale price, and our estimate of cTc's value had the enterprise
continued to be publicly owned.

OUR ESTIMATE VERSUS BIDDERS' IMPLICIT VALUATIONS. Our estimate of
cTC's value in 1988 is 16 percent lower than the valuation implicit in Bond

Corp.'s purchase price. HIowever, our estimate in 1990 is virtually the
same as that implicit in Telef6nica's purchase price. Thus, we feel quite
comfortable about our projections.

OUR ESTIMATE VERSUS STOCK MARK VALUATION. The stock market
valuation of crc has been consistently lower than our estimate and the
estimates impLicit in Bond's and Tel6fonica's bids for the enterprise. This
suggests that the capital market in Chile is relatively imperfect.

OUR ESTlMATE OF PRIVATE CrC VERSUS our ESTIMATE OF PUBULC CrC
VERSUS THE ACTUAL SALE PRICE. Our estimate of the value of crc under
private operation is almost twice that for the enterprise had it continued
under public ownership. How can this result be explained? Simply put,
our estimate of the private value of cTc represents the maximum the
private sector was willing to pay, fully recognizing the enterprise's
potential. On the other hand, our estimate of the public value of the
enterprise summarizes the effect of continuing public behavior. Thus, it
represents the floor price below which the government would not have
been willing to sell the ente ,prise and still make money.

Table 11-6. Proceeds fom Sale of CompaniAa de Teltfonos de Chile, 1985-90

Numberof Value (millions of pesos) Price per .sare
shares sold In current In constant In current In constant

Year (thousands) pesos 1988 pesos pesos 1988 pesos

1985 1,656.7 58.5 98.1 35.3 592
1986 8,159.3 539.7 811.1 66.1 99A
1987 17,062.7 3,298.0 3,800.5 193.3 222.7
1988 204,438.3 36,565.6 40,341.3 178.9 197.3
1989 8,407.9 1,387-2 1,327.2 165.0 157.9
1990 95,144.3 15,698.8 12,930.3 165.0 135.9

Total 334,869.0 57,547.8 59,308.4 171.9 177.1

Source: crC (various years).
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What about the near symmetry between the floor price, given in table
11-5, and. the actual sale price, detailed in table 11-6? At face value, the
similarity suggests that the government did no more than break even,
with the private sector fully internalizing the gains from turning the
company around. That is, the fiscal impact of divesting crc is revenue
neutral in the long rur.. This conclusion is unwarranted because we have
not yet taken into account the streams of taxes under both regimes, which
we do in the next section. Until then we deferj udgment on the budgetary
impact of divesting crc.

What Is It Worth?

What was the effect of divesting crc? Table 11-7presents thebottom-line
results of our analysis. In terms of net present value as of 1988:

* Chilean welfare is enhanced by Ch$574 billion. This is the differ-
ence between the social value of crc under private operation and its
social value had it continued publicly owned. This is a substantial
change: it represents about five times our estimate of the private value
of crc, and the perpetual annuAty equivalent is about 145 percent of
the company's 1987 sales.
* World (national and international) welfare is also enhanced, by
Ch$612 billion. Foreigners are expected to gain the equivalent of
Ch$39 billion, while still leaving Chileans considerably better off.

In other words, the divestiture of crc provides an instance where
divestiture with regulation is superior to public ownership with regula-
tion. It also offers an example of foreign participation creating a positive-
sum gdme in which both nationals and foreigners can benefit.

Winners and Losers

Who are the recipients of the positive change in overall domestic wel-
fare? As table 11-7 also shows:

* Consumers are the biggest winners, gaining Ch$516 billion, or 90
percent of the total improvement in domestic welfare.
* CTC's domestic shareholders are expected to come out Ch$8 billion
ahead; within this group, CTC's employees realize Ch$5 billion.
* ENTE, the provider of long distance -ervices, gains Ch$16 billiorL
* The Chilean government is expected to come out Ch$33 billion
ahead, equivalent to 28 percent of our estimate of the private value of
the company.

These distributional effects merit elaboration.
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Table l1-7. Distribution of Welfare Gains and Lossesfrom Divestifure,
Comrpaiifa de Telifonos de C/rile
(billions of pesos)

Private Ptublic Gainsfrom
operation operation divestiture

Economic actor (Vsp) (Vsg) (I/sp - V53 )

Government
Taxes 40 15 25
Net quasi rents -2 49 -50
Net sale proceeds 58 0 58
Debt takeover 0 0 0
Other 0 0 0

Total 97 64 33

Private domestic shareholders
Employees 5 0 5
Pension hinds, others 14 11 3

Total 19 11 8

Consumers 1,104 588 516
Cornpetitors 43 27 16
Citi-zens 0 0 0

Total domestic 1,263 690 574

Foreign shareholders 39 0 39
World 1,301 689 612

Note: Figures may not sunm to totals because of rounding.
Source Authors' calculations.

CONSUMERS. 'vWhat makes the Chilean consumers the biggest winners? In
general, divestiture benefits consumers if it reduces real prices, increases
the supply of services, or improves their quality. We argued that crc's
divestiture did not change tariffs one way or the other. However, it wil
increase the stock of installed lines in service by more than 160 percent
between 1988 and 1996. The divested enterprise will also provide a
variety of value added services.16 Not surprisingly, the effect of divesti-
ture on consumers is overwhelming, accounting for 84 percent of the
total change in welfare.17

Did divestiture improve the quality of services? The indicators in table
11-8 suggest otherwise. On the positive side, the private CTC reduced the
percentage of calls receiving no answer. The company also appears to be
more responsive to customer complaints, as can be seen from the decline
in the percentage of problems corrected witiin twenty-four hours. Nev-
ertheless, the proportion of completed calls has declined, that of busy
signals has increased, and the number of reported problems per yearhas
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Table 22-8. Qtality of Service Indicators, Compaflia de Telfonos de Chile,
1982-89
(percentages of total unless specified otherwise)

Indicator 1982 1983 1984 1985 1986 1987 1988 1989

Calls completed 63A4 64.3 65.0 65.9 63.1 60.6 57.6 56.2
Calls engaged 26.3 25A 26.0 25.1 26.8 27.9 30.4 31.0
No answer 8.9 9.1 8.0 8.1 8.3 8.2 7.7 7.9
Problems

Thousands per year 816 813 865 821 810 838 754 883
Percent corrected

within 24 hours 71.0 75.8 77.1 79.1 68.6 66.8 77.7 70.6

Source: cTC data. The data are from a sample of iccal calls in the Santiago metropolitan
area.

stagnated. These developments mean that our estimate of the effect
of divesting the enterprise on consumers is somewhat overstated.
It is difficult to say by how much, given the significant increase
in capacity, but it is doubtful that the modest deterioration in the
quality of services is sufficient to alter the main finding substantially,
let alone reverse it.

DOMESIC SHAREHOLDERS. Under private operation, domestic sharehold-
ers-mainly pensionfunds, Crc employees, other public employees, and
hundreds of small investors-are better off as a group by Ch$19 billion.
This is a net rather than a gross gain since we subtracted from it the price
paid to purchase shares. Under the counterfactual scenario private do-
mestic shareholders would also have been better off,18 but by only Ch$11
billion. Therefore, on a net basis, domestic shareholders are better off
following divestiture by Ch$8 billion. In addition, the composition of the
beneficiaries following divestiture is quite different from that under
public ownership.

ENTEL Under both scenarios ENTEL benefits from the expansion of crc.
Expansion of the local network not only generates additional revenue
for the provider of local services, but also increases access to, and thus
demand for, downstream activities. The additional net quasi rent to
ENTEL depends on the magnitude of network expansion and the rate of
return allowed by regulators.

Since divestiture caused a substantial expansion in Crc, ENTEL
emerges, as expected, as one of the beneficiaries. We estimate ENTEL's
gains at Ch$16 billion, using a rate of return on capital of 14 percent (the
maximnum rate permitted by the regulators). One qualification is in order:
to the extent that the private CTC penetrates the long distance market,
these gains may be overestimated, as Crc will be able to internalize some
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of the gains. (It seems likely that Chile will intrr ';-.e a multicarrier
system soon.)

GOVERNMENT. Had the government kept CTC public, it would have
received Ch$49 billion in dividends and Ch$15 billion in taxes. Follow-
ing divestiture, the govermnent received Ch$58 billion in sale proceeds,
net of transaction costs. In addition, the treasury is expected to receive
Ch$40 billion in taxes from the divested enterprise. Thus, the fiscal
impact of divesting cTc is a positive 28 percent of our estimate of the
private value of the company.

This is an interesting result because it contrasts with our findings in
tie cases of cHiLtGEN'Raand ENERSIS, where the fiscal impact of divestiture
was negative. How can this difference be explained? We believe that the
method of sale may have made a difference. We know that crc was sold
in part through public bids, whereas CHILGENER and ENERSIS were essen-
tially sold on the stock market. In turn, public bids may have increased
the potential competition for the enterprise among large investors who
can afford to evaluate it more thoroughly than small investors canx if this
explanation holds, it implies that sellingenterprises through public bids,
allowing foreigners to participate, can enhance government revenue.

Origins of the Change in Welfare

So far we have discussed what happened to the size of the pie and the
distribution of the increment in welfare. The question here is, Where did
the change in welfare come from?

We decompose in table 11-9 the relative contrbutions of the changes
brought about by divestiture to the change in welfare. The following
points are noteworthy:

* Expansion of the basic network contributes the greatest share to
welfare enhancement, with benefits accruing to consumers, competi-
tors, and shareholders.

Table 21-9. Origin of the Change in Welfare, Compafn a de Telifonos
de Chile

Contribution Percentages
Behavioral difference (billions of 1988 pesos) of total

Increased investment 384 62
Diversification 190 32
Improved labor productivity 38 6

Total 612 100

Source: Authors' calculations from crc data.
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* Diversification into value added services ranks next, impacting
once again mostly on consumers, shareholders, and the govenment.
* Labor productivity contributes modestly to the change in welfare,
largely because the teleconmmunications industry is capital intensive.

Summary and Lessons

Our analysis of crc yields the following primary conclusions:

* Divestiture brought about a nassive infusion of foreign and do-
mestic capital, and it increased the room for borrowing. As a result,
the company will more than double its capacity between 1988 and
1996, further expaLd into a variety of value added services, and
enhance labor productivity.
* These are dramatic changes, which will enhance domestic welfare
by Ch$574 billion, or about five times our estimate of the private value
of the company; the perpetual annuity equivalent of this figure is 145
percent of CTC's 1987 sales.
* Giver. tariff regulation and expansion, consumers will benefit the
most from divestiture; their gains alone account for 84 percent of the
total change in welfare.
* But domestic and foreign shareholders, competitors, employees,
and the government also benefit.

In short, the divestiture of CTC is Pareto-improving, maldng every-
oody better off without making any one else worse off. Notwithstanding
this impressive result, the divestiture of CTC and ENTL has had several
other effects. Most notably:

* It fueled competition between the two companies, resulting in an
attempt by each to penetrate the traditional market of the other. In
response, Chile is now considering the introduction of a multicarrier
system in the long distance market. The effect of the new system on
welfare is difficult to ascess at this stage, but to the extent that it
enhances competition it may furither improve welfare.
* It posed new challenges to the ability of existing antitrust rules and
institutions to resolve disputes that may not have surfaced otherwise.
A case in point is Telef6nica de Espania's ownership of 45 percent of
CrC and 20 percent of ENTEL, which if left unaddressed may adversely
affect competitive behavior.

The story of crc lends support to the following hypotheses:

* Divestiture releases the resource constraint, especially at times of
fiscal stringency. In the case of CrC it especially mobilized foreign
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capital, which was necessary because the company is large in relation
to the domestic capital market.
* As a result, divestiture alleviates excess demand in basic infrastruc-
ture services, such as telecommunications, which are vital to economic
development For this to occur, however, the Chilean government had
to insist that the buyers conmmit themselves to an ambitious invest-
ment program.
- Foreign participation can be rewarding to the foreign investors as
well as to the host country, provided effective regulation is in place.
* In the absence of effective regulation, private ownership in and of
itself is insufficient to meet excess demand. This is evident from the
period 1959-71, during which cTc was privately owned but neverthe-
less did not expand sufficiently.
e Divestiture promotes profit-maximizing behavior. Ln the case of
crc the behavioral changes are most apparent in the company's
attempt to diversify output, expand into new markets, and, while
generously paying workers, demand higher productivity.
* Finally, divestiture does not necessarily hurt workers. On the con-
trary, in the case of crc they came out winners.

To conclude, selling public telecommunications monopolies, even to
foreigners, can create a positive-sum game in which all parties can
benefit However, the crc case suggests that, if the transaction is to be
mutually beneficial, governments are well advised to insist, during the
sale negotiation, that the new owners undertake an investment program
to meet excess demand, in return for which the government should be
willing to commit itself to maintaining an appropriate and stable regu-
latory regime, particularly regarding tariffs.

Notes

This chapter was written by Ahmed Galal and Clemencia Torres. The authors
are grateful to Oscar Marquez and other staff of crc for their cooperation, to
Felipe Montt for his advice and counsel, and to Manuel Abdala for helpful
continents.

1. The term "intervened" is used in Chile to mean goverrnment control of the
enterprise, but not ownership.

2. crchassix subsidiaries:crc-IsARE (formed in 1987),which provideshealth
care for the group's employees; crcCellular (1988), which provides portable
cellular telephone services; cac-Negocios (1988), which trades in goods related
to telecommunications activities; crc-Transmisiones Regionales (1989), which
provides installation and equipment for long distance telecommunications ser-
vices; crc-Servicios (1988), which provides legal, financial tax, computer, and
real estate advisory services; and crc-Operaciones Telef6nicas (1988), which
specializes in telecommunications infrastructure.

3. crc's equity is composed of two series of shares, "A" and "B." The A shares
were originally held by cORFo. Minority private shareholders owned B shares.
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The only difference between the two types of shares is that the B shares can elect
one mnember of the company's board even though they represent less than
one-seventh of the company's equity.

4, The Chilean GeneraL AccountingOffice refused to approve thesale to Bond
Cort. on the grounds that it had offered to increase crc's equity by a smaller
number of shares than coRFO required from other bidders. As a result, coRPo
decided to declare that none of the bids was satisfactory and went on to offer the
shares in a direct sale under the same conditions as the original open bid. Almost
immediately, the shares were sold to Bond Corp. In addition, the board of
directors of crc approved the sale of 10,440,204 B shares to the Bond group. This
sale was challenged in court by a group of private shareholdersbecause it would
give Bond a majority on the board. The court rejected the complaint, finding that
CORFO's procedure of selling the shares directly, bypassing the General Account-
ing Office decision, was legal.

5. Announcing the sale of a public enterprise may have a positive effect on
performanceif itentails appointing new management, ashappened in the United
Kingdom, or if it motivates management and workers to get their act together.
Conversely, the announcement can be demoralizing if it is perceived by manage-
ment and workers as threatening. None of these conditions seems to have been
preseni in the case of crc.

6. In 1982 the government devalued the peso by 88 percent; this move hit crc
hard because 90 percent of its debt was denominated in foreign currency. In 1985
the govermnent announced that it would no longer provide enterprises with
preferential foreign exchange to settle their foreign debts. Thus, the market value
of the centralbark's debt to crcplummeted, and this led to nonoperating losses.
This practice was of course applied not only to crc but also to other public and
private firms.

7. Constant prices, here and elsewhere, are derived from inforrnation pro-
vided by crc, in which the values of outputs and inputs were decomposed into
their quantity and price components.

8. Up to a maximum of 49 percent of total equity if governrment was to retain
public ownership, provided private customers were willing to finance as much
of the new connections.

9. In a normal calendar year, dividends are paid in four instalments (in April,
July, October, and January) on the basis of anticipated profits after taxes.

10. Skeptics may argue that thegovernment could have relaxed the resource
constraint without selling Crc The counterargument is that govemrnments face a
hard budget constraint, violating which can generate adverse macroeconomic
effects, reduce the country's creditworthiness, or both. Altematively, if the
goverunent had decided to shuffle resources around, giving, for example, more
resources to crc, it would have deprived another project of those resources.
Either course would have been costly to society.

11. Direct taxes, which were 15 percent at the time of our study, were
scheduled to decline to 10 percent starting in 1993. Value added taxes, on the
other hand, were reduced in 1987 from 20 percent to 16 percent

12. Even if cTC were permitted to operate in the long distance market, this
componentof the investment program wouldbe too modest to have a significant
impact on our projections.

13. This plan is a revised version of the 1988-f9 plan, in which crc contem-
plated a total expenditure of Ch$401 billion, of which it had implemented
Ch$214.6 billion by December 1990.
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14. That assumption need not hold. In fact, regulators in the United Kingdom
and Mexico follow the RPI - X formula, which allows for a decline in real tariffs.
See the case studies of British Telecom (chapter 4) and Telefonos de Mexico
(chapter 19) in this volume for further details.

15. As opposed to the social calculus, in which one should take into account
the effect of divestiture on allimportant economicactors (e.g., consumers), adjust
for price distortions, and net out transfers.

16. Expansion into value added services is particularly important given the
trend in the telecommunicationsbusiness around theworld, which is marked by
a relative contraction in "POTS" (plain old telephone service) and an expansion
into "vANs" (value added network services). For further details see The Economist
(1991).

17. We calculated the change in consumer surplus by estimating the area
under the demand curve for residential and commercial customers, using the
variablechargeforlocal calls and priceelasticities of -0.18 for residential custom-
ers and -0.20 for commercial customers. From these estimates we subtracted the
fixed charges (i.e., connection and installation fees) and the fixed component of
the two-part tariff. Further, we used a shadow multiplier of 1.5 to account for
externalities in consumption, resulting from the ability notonly to place calls but
tobe called as well. Lacking the necessary information, we did not calculate any
consumer surplus for long distance services, even though crc provides such
services in a segment of the market.

18. These include essentially the shareholders who held 10 percent of the
enterprise's shares prior to divestiture, plus a few customners who would have
purchased shares when they received new connections.



12. Summary: Chile

The divestiture of CHILGENER, ENERSis, and crc improved domestic and
world welfare. This condusion holds despite the differences in structure
of the markets in which the three enterprises operate, and despite the
fact that all three were relatively well run public enterprises. As can be
seen from figure 12-1, however, the magnitudes of the gains vary from
case to case.1 The welfare changes in the two electricity cases (CHILGENER
and ENERss) were modest compared with that in the case of crc. Do
these welfare changes exhibit characteristic distributional patterns?
Do they systematically originate from improved productivity? What
factors explain them: markets, institutions, the sale structure?2 Final-
ly, what condusions can be drawn from the Chilean cases?

Decomposition of Welfare Changes

Only in CTC did all parties gain and none lose. At CHILGENER and ENERSIS,
although most actors benefited, others lost. The effect of divestiture on
the main actors is summarized in figure 12-1 and elaborated below.

* Buyers. Foreigners partcipated in the purchase of equity of all
three enterprises. In no case did they lose, but neither did Chilean
investors. In the case of CTC, foreigners gained substantially, but
domestic actors gained several times as much.
* Govemment In contrast, the Chilean government lost in two of
the three cases (CHfILGENER and ENERSIS), although by small amounts.
Thus, the gains in overall welfare accrued at a fiscal cost.
* Consumers. Despite the monopoly position of ENERSIS and crcthe
gains to producers did not occur at the expense of consumers. On the
contrary, in the divestiture of crc consumers gained by a substantial
margin from the company's subsequent expansion. At ENERSIS, some
consumers were made worse off by the reduction in theft of electricity,
but others gained even more as reduced costs meant lower regulated
prices.

285
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Figure 12-1. Summary of Winners and Losersfrom Divestiture, Ciile
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Note: Gains and losses are the annual component of the perpetuity equivalent of the
welfare change, expressed as a percentage of annual sales in the last predivestiture year.
Sourre- Authors' calculations.

* Workers. Workers gained in all three cases through participation in
ownership and appreciation of the shares they acquired. The gains
were particularly substantial at ENERss, where management and work-
ers acquLred a large share of the enterprise. Meanwhile there were no
layoffs because the enterprises were not overstaffed to begin with.
* Competitors. No major effect on competitors is detected except in
the case of crc, whose expansion benefited ENTEL, the company pro-
viding complementary long distance services.

Origins of the Change

The changes in welfare originated from different sources, the most
important of which are shown in figure 12-2 and summarized below:

* Productivity. Divestiture improved the productivity of CTc and
CI-LGENER At ENERSIS productivity also improved but not beyond its
historical trend. The gains in productivity at CHILGENER came from
better management of existing resources, whereas at crc they were
derived largely from increased investment.
* Investment. The divestiture of crc relaxed the resource constraint,
leading to a doubling of capacity in five years to meet pending de-
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Figure 12-2. Summary of Sources of Welfare Changefrom Divestiture, Chile
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Note: Gains and losses are the annual component of fthe perpetuity equivalent of the
welfare change, expressed as a percentage of annual sales in the last predivestiture year.
&Source Authors'calculations.

mand. In the cases of CHELGENER and ENERSIS divestiture did not cause
any dramatic change in investment behavior.
* Prices. Despite the market power enjoyed by crc and ENERSIS, the
only change in output prices due to divestiture was at ENERSIS, where
better management reduced electricity theft. Otherwise regulation
prevented the exploitation of consumers in the telecommunications
and electric power sectors.
* Endogenous demand expansion. Divestiture induced a number
of market-expanding activities, mainly through the creation of new sub-
sidiaries where synergies were present For example, CTC intnxuced a
series of new value added services, and EN}SIS began to sell electrical
equipment and provide a number of electricity-related services.
* Nonoperating performance. Only ENERSiS realized significant re-
turns and capital gains from financial investment3 These gain are not
considered welfare improving, given that other citizens would other-
wise have made them.

In sum, the divestiture of the three Chilean enterprises created a
positive-sum game in which Chile and the world were better off than
before. The origin of the gains varied from one enterprise to another but
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came primarily from investment, improved productivity, and product
diversification, and secondarily from more appropriate pricing, and thus
better resource allocation. Most of the gains accrued to the buyers of the
enterprises (including workers) and consumers, with some accniing to
competitors. The only losers were the government (in the cases of
CHILGENER and ENERStS, by a moderate amount), a subset of consumers
of electricity (in ENERSIS), and citizens, who otherwise would have
reaped the capital gains made by ENERSIS.

What factors may explain these results? In general, the answer lies in
market conditions, institutional factors, and the way in which the com-
panies were sold. These issues are elaborated below.

Market Factors

In particular, the product, labor, and capital markets can play important
roles in explaining these results. HIow might that be?

The Product Market

Two of the three Chilean enterprises operate in noncompetitive markets.
CTC has a virtual monopoly in the market for telecomnmunications net-
work services, and ENERSis is the sole provider of electricity in Santiago.
Only CHILGENER operates in a relatively competitive market structure.
Nevertheless, welfare improved in all three cases. This result negates
the conventional wisdom that private monopolies exercisirng their mar-
ket power will reduce consumer surplus. In addition, it underlines the
effectiveness of regulation in the Chilean economy, as elaborated below.

If effective regulation prevented potential losses to consumers, it is
also worth noting that the govermment altered the market structure of
the electric power and telecommunications sectors prior to divestiture.
In the electric power sector the government separated generation from
distribution. In the telecommunications sector it freed entry and encour-
aged competition in all markets, except in instances where a case was
made through the antitrust commuission to the contrary. As a result,
increased competition may have precluded us from observing losses to
consumers and may have alleviated the burden on regulators.

Finally, divestiture itself is causing market structures to change. In the
telecommunications sector the divestiture of crc and ENTEI led each to
attempt to penetrate the traditional market of the other. As a conse-
quence, the government is now considering a change in its policy in the
long distance market in favor of a multicarrier system. To the extent that
the new system will enhance competition and improve welfare, the
positive effects of divesting crc and ENTEL may be even greater than
reported here. In the electricity sector the opposite phenomenon is
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emerging. ENERSIS acquired some 10 percent of the shares of ENDESA,
causing concern that ENDESA may favor ENERSIS in granting access to
transmission lines. If that should happen, the positive welfare im-
provements from divesting ENERSIS would be overstated. Both problems
are now being addressed by the govenrment.

One reason why consumers did not lose in the cases involving monop-
olies in electricity distribution and local telephone services is the effec-
tiveness of the long-run marginal cost pricing regime adopted in Chile,
first in the electric power sector and then in telecommunications. This
regime is based on the projected future costs of a hypothetical efficient
firm. It offers enterprises a fair rate of return, using the capital asset
pricing model. Prices remain in effect for five years, during which they
are adjusted automatically for inflation. The regime thus provides enter-
prises with incentives to be more efficient and to expand. Meanwhile it
protects consumers from potential exploitation.

Price and entry regulations are not, of course, sufficient to ensure an
effective regulatory regime. Credibility of governmentcommitment and
the existence of safeguarding institulons to prevent opportnistic gov-
ernment behavior are also important These issues are addressed briefly
later in this chapter.

The L7bor Market

There are several reasons why workers were not hurt by the divestiture
of their enterprises in the three cases analyzed. First, there were no
layoffs. Chile had already restructured the labor force in its public
enterprises in the 1970s, which meant that atthe time of divestiture these
enterprises operated more or less with the labor force they needed.
Second, divestiture did not cause wages to deteriorate. On the contrary,
at CHILGENER and ENERSIS the new owners introduced profit-sharing
schemes to motivate workers. Finally, workers acquired equity shares in
all three cases and a controlling stake at ENERSIS. As a result, they
benefited from rising profits and share appreciationr

It can, of course, be argued that these benefits may have been offset in
part by increased effort on the workers' part. After all, private owners
would not tolerate the slack that may have existed under public owner-
ship. But even if this is so, it is not clear whether gre.ater effort on the part
of workers is necessarily associated with lower utility (for a discussion
of this point see chapter 15).

The Capital Market

All three enterprises' shares were already being quoted on the stock
market before divestiture. In that sense the existence of a capital market

INtl



290 Welfare Consequences of Selling Public Enterprises

facilitated valuation and thus the sale transaction. Thereafter, the trading
of shares on the stock market undoubtedly helped enhance Chile's
capital market development.

Following divestiture, the capital market may also have provided a
mechanism of corporate governance in two ways. First, fluctuations of
share values on the stock m.rket may have provided the ovmers a signal
as to how management was doing, prompting corrective action. Second,
stringent borrowing criteria, especially in international capital markets
without implicit government guarantees, may also have persuaded
management to shape up.

To be sure, the capital market in Chile is still limited and somewhat
imperfect. This may partly explain why such a large enterprise as crc was
sold through publicbids that involved foreigners. Itmayalso explain why
cTc and subsequently ENErSiS have resorted to raising capital abroad.

Surnmary

The role of markets in explaining the welfare changes in tlhe Chilean
cases can be summarized as follows:

* The positive results at CHILGENER support the proposition that
divesting public enterprses in competitive markets can be benefi-
ciaL Moreover, the positive results at crc and ENERSIs suggest that
effective regulation can prevent monopoly exploitation of consum-
ers, and that divestiture can produce substantial gains through
expansion.

* Market structures are not always to be taken as given; they can be
influenced by govemment policy and by divestiture itself. Govem-
ment can increase competitior by splitting large enterprises into
smaller units. Divestiture produce, more aggressive behavior, the
impact of which on competition is uncertain.
* Divestiture is likcely to benefit workers where labor reforms have
already been introduced. The gains may follow from greater employ-
ment opportunities, profit sharing, and/or equity partidpation.
* The existence of capital markets makes divestiture easier, but di-
vestiture in turn undoubtedly enhances capital market development
Moreover, capital markets can play a positive role in helping share-
holders monitor management.

Institutional Factors

The structure and behavior of Chilean institutions were also important
to the outcome of the three divestiture cases.
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7he Principal-Agent Relationship

One of the reasons why the changes in welfare were relatively modest
in the case of CHILGENER and ENERSIS is tat the two enterprises did not
suffer from problems often observed in public enterprises. The principal
(the government) did not force managers (the agents) to pursue multiple
and .onflicting objectives, nor did it deprive them of operational free-
dom, including the freedom to set selling prices, except in cases of
monopoly. In the latter, prices were set by the regulators on the basis of
well-specified formulas, irrespective of ownership.

Although cTc operated under similar conditions, the enterprise faced
a resource constraint, which precluded adequate expansion to meet
demand. The scarcity of resources followed from the tight fiscal policy
imposed by the government on most public enterprises for macroeco-
non-dc and other reasons (including the ideological position that the state
should only play a subsidiary role in economic activity). Had the enter-
prise been able to expand as much as needed to meet pending demand,
the welfare effect of divesting cTc would have also been relatively
modest.

Perhaps the most remarkable observation about the Chilean cases is
that divestiture improved welfare at all, given the limited room for
turning these companies around. How did private ownership make the
difference? Profit maximization and better incentives seem to have led
management to improve X-efflciency at CHILGENER by diversifying coal
supplies, using coal more efficiently, and using the company's port
facility to serve third parties. At crc, management diversified into value
added telecommunications services. At ENERSIS, even though efficiency
did not improve beyond its historical trend, management reduced losses
of electricity and invested aggressively in profitable companies else-
where. Accordingly, even where public enterprises are relatively effi-
cient, private ownership may still improve the principal-agent
relationship, with positive results.

Regulatory Institutions

The positive results in the Chilean cases also reflect the effectiveness of
regulatory institutions in providing enterprises with adequate incen-
tives; their credibility led the private sector to invest as massively as it
did. Meanwhile regulation also seems to have been effective in protect-
ingconsumers. Several factors appear to accountforthese results. Inboth
the electric power and the telecommunications sectors:

a The regulation clearly specifies the rules of entry and pricing,
which are applied to all enterprises, irrespective of ownership. More-
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over, the regulation provides clear procedures for settling disputes. In
the telecommunications sector, for -example, disputes over tariffs are
settled by a three-person arbitration committee.
* The regulation itself and the agencies responsible for it (cNrE for
electrcity and SUBTEL for telecommunications) were introduced well
before divestiture.
* Perhaps more important, details of the regulatory rules are con-
tained in the laws themselves, which are difficult to change in Chile,
given the country's political institutions (a fragmented legislature and
a weak presidency) and its independent judiciary system (for more on
this point see Calal 1994).

Summary

Our analysis of the role of institutional factors in explaining the welfare
effects of divestiture in the Chilean cases suggests that:

* Even where the prncipal-agent relationship in public enterprises
is least problematic, divestiture can enhance profit-maximizing be-
havior and incentives, with positive implications for society.
* Effective and credible regulatory institutions can prevent
monopolies from exploiting consumers and provide producers
adequate incentives to invest in such asset-specific utilities as
telecommunications.

Sale Structure

The way in which divestitures were structured in Chile often had a
favorable influence on their outcomes.

Ownership versus Control

In the three Chilean cases the govemment relinquished 100 percent of
its shares, and thus control of the enterprise, to the private sector. That
meant that the private sector owners have had the freedom to bring
about the behavioral changes expected of them. Evidently this freedom
has led to improved productivity, increased investment, and the other
favorable results we have found.

Of course, the government could have transferred control without
selling a majority of its shares, as happened, for example, in some
cases in Mexico (see chapters 18 to 22). Moreover, it could have
exercised its control differently even if it had retained a majority of
the shares, as the Malaysian cases (see chapters 13 to 17) demonstrate.
These variations were not observed, however, in the three Chilean
cases.
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Prior Restructuring

In none of the Chilean cases did the governnent undertake major
investments prior to divestiture for the purpose of facilitating the sale of
the enterprises. On the contrary, in selling crc the government sought
and obtained a commitment from the primary buyers to bring in fresh
capital to finance needed expansion, and this expansion in tum brought
about the most significant positive welfare effects in the entire sample.

On the surface, it also seems that the government did not undertake
any legal, labor, or mnarket restructuring of the three enterprises prior to
divestiture. That is not the case, however, when a longer time horizon is
considered. In commercializing the operation of its public enterprises in
the mid-1970s, the government instructed managers to get rid of redun-
dant workers, creating at the same time a fund to ease the cost of their
adjustment Similarly, in the early 1980s the government increased com-
petition in the electrcity and telecommunications sectors by splitting up
large enterprises in the former and allowing free entry in the latter. These
reformssdearlypaid off, as evidenced by themodest gainstosociety from
divestiture in Chile compared with those in other cases in this book

The Sale Transaction

Chile phased each of the three divestitures over a two-year period on
average, combining several sale mechanisms including share offerings
on the stock market, bidding, and direct sale to ,vorkers. The governmurent
allowed foreign participation, primarily because some of the enterprises
were quite large relative to the domestic capital market. In its direct sales
to workers, the government offered no share discount in the majority of
cases and in fact made no special provision for employees other than
allowing them to use their severance pay in advance.

Overall, the process was more transparent, better phased, and more
carefully scrutinized (especially in the choice of the buyers) than the
country's earlier divestiture process. These features apparently led to
favorable results.

Summary

The positive welfare improvements in the Chilean cases are correlated
with.

* Full transfer of owneiship and control to the private sector
* A commitment by the private sector buyers to meet demand, in
return for which the government committed itself to provide appro-
priate regulation
* Significant public-enterprise reform prior to divestiture
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Conclusions

The Chilean cases demonstrate that selling public enterprises can be
beneficial to society whether the enterprises operate in competitive or
noncompetitive markets, and even where the enterprises are relatively
efficient. The cases also demonstrate that these gains are contingent on
what policymakers do, cspeially regarding competition, regulationr,
and sale structure.

A number of other specific conclusions are worth underliing. First,
the positive results at ENERSIS and crc support the conclusion that the
net benefits from divesting and reg-ulating monopolies can outweigh the
net benefits from reforming and regulating the same monopolies while
keeping them public. This is an important result because Chilean polices
in the electricity and telecommunications sectors contrast with those of
most countries: Chile relies on private ownership and regulation,
whereas most countries rely on public ownership and centralized
decisionmakirig. The Chilean success story can be traced to enterprise
restructuring to enhance competition, effective regulation, and then
divestiture. Failing this, divestiture may not necessarily have a favorable
outcome- In fact, crc performed rather poorly under private ownership
between 1930 and 1971 (for details see Galal 1994).

Another important conclusion from the Chilean cases is that,
even where divestiture leaves behavior wifhin the enterprise largely
unchanged, it can release the resource constraint. In the case of cac,
divestiture mobilized foreign capital, which led to a doubling of capacity
in five years. This outcome was possible because the Chilean govern-
ment structured the sale of crc so that the buyers agreed to an ambitious
investment program, in return for a government commitment to an
"appropriate" regulatory framework

Notwithstanding these positive results, the analysis of the Chilean
cases also suggests that divestiture may accrue at a fiscal cost, even
where the sale involvesno concessions to sweeten the deal. This trade-off
underscores the importance of clarifying the objective of divestiture up
front. Moreover, the analysis also suggests that divestiture poses contin-
uous challenges to policymnakers. In the Chilean cases, the sale of cTc
and ENTEL fueled rivalry between the two companies. Similarly, the
participation of ENERsis (an elechicity distribution company) in the
ownership of ENsESA (an electricity generation company) is causing
concern that anticompetitive behavior may develop. However, Chile
already has in place the necessary antitrust rules and institutions to
resolve such disputes.

In short, divestiture is capable of bringing about significant welfare
gains to society, provided that society adopts welfare-enhaacing poli-
cies. Chile has adopted such policies and reaped the benefits, especially
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in its divestiture efforts of the 1980s. The Chilean success story thus
serves as a model for other countries to emulate.

Notes

This chapter was written by Ahlned Galal.
1. Welfare change is measuared as the annual perpetual component of welfare

change relative to sales in the year prior to divestiture.
2. As recounted in chapter 8, Chile divested its public enterprises into an

environment conducive to efforts to improve efficiency. Chile liberalized its
markets (for domestic production and imports) and generally pursued sound
macroeconomic management, which meant that divested and undivested enter-
prises alike faced greater pressure to operate more efficiently. These issues are
not explored further below.

3. This occurred primarily through ENERsIs' investment in the equity of
ENDEsA, the largest electricity generating enterprise in Chile, whose divestiture
took place in 1990.
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13. Divestiture in Malaysial

Divestiture is well suited to an economy in which growth and profit
maximization are paramount. But what if the country is equally con-
cerned with social goals, induding the redistribution of wealth? Can
divestiture be carried out in such a country? What changes, if any, must
be introduced to the exercise? Do the changes amount to watering down
the original objectives and effects of divestiture? If so, is divestiture really
necessary for such a country?

Malaysia's answers to the above questions are especially germane for
two reasons First, the country's most important public policy between
1971 and 1990, the New Economic Policy (NEP), stressed both growth and
equity distribution. Second, Malaysia has implemented a policy of di-
vesting government entities since 1983. These two policies are described
in tum.

The New Economic Policy

Etinic Malays (or Bumiputra) constitute the majority of the Malaysian
population and therefore control its democratic political institutions.
Political power, however, does not translate into economic power in
1970 the Bumiputra held only 1.9 percent of corporate assets. The NE?
was therefore designed to redress the imbalance between political and
economic power. A major goal was to increase the Bu.miputra share of
assets to 30 percent by 1990. To further ffis goal the govenmuent created
a host of public enterprises: financial institutions to hold shares onbehalf
of the Bumiputra, entrepreneurial organizations to set up new firms and
eventually transfer shares to the Bumiputra, financial and support
organizations to help private entrepreneurs, and standard govemment
enterprises managed by Bumiputra. The govemment has had consider-
able success in increasing the Bumiputra share of assets, largely at the
expense of foreigners.
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Features of the Divestiture Policy

The government first announced the divestiture policy in 1983. The
policy had the following objectives (Malaysia, Government of, 1984, pp.
22-23):

* To increase the private sector's role in the development of the
economy.
* To reduce the financial burden on the government of maintaining
extensive and expensive services.
* To improve the level of productivity and efficiency of the services
and enterprises that would be divested.

These features were elaborated as follows (Malaysia, Government of,
1984, p. 2 2):

A new departure in the direction of the strategy to encourage greater
private investment in the economy willbe required if the private sector
is to be revitalized and to assume a much bigger development role.
The progressive and selective privatization of Government services
and investments will be part of the new strategy to increase the role
of the private sector in the development of the economy. Ihere are
various fonrs of privatization depending on the extent of ownership
that is retained by the Government when the existing service is privat-
ized. Privatization can be complete when the entire ownership and
control of the existing service or interest is sold off and transferred to
the private sector. Partial privatization implies tat the transfer of
ownership is not complete and only a portion of the Government's
ownership interest is transferred to the private sector. Privatation
can be selective when a Goverrunent agency divests only a part of its
services to the private sector. Commerialization, involving the adop-
tion of certain commercial practices, can be a phase in privatization
while the encouragement of greater private sector participation in the
provision of new services will enhance the scope and extent of the
private sector in the economy. In its broader form, privatintion
can encompass various aspects of private sector participation in the
economy and seeks to promote the influence of market forces, the
enhancement of opportunities for private entrepreneurship and the
encouragement of greater competition in economic activities. The
ultimate objective of privatization is the reduction of the size and
presence of the Government and, conversely, the need to expand the
role of private enterprise in the economy.

All this is quite standard and could have been part of the divestiture
plans of almost any country. More noteworthy is the emphasis on equity.



Divestiture in Malaysia 301

The policy contained promises that the government would carry
out divestiture without adversely affecting the interests of consumers,
employees of the divested bodies, the Bumiputra, or the nation as whole.
As spelled out by the government (Malaysia, Government of, 1984,
p. 23):

Privatization will be implemented within the context of the NEP and it
must be stressed that it will not negate the NEP. Increasing opportu-
nities for ownership participation, jobs and business to Bumiputra and
other Malaysians, are expected to be generated by privatization. The
substantial assets and other interests of the public sector which will be
privatized will provide the basis for further corporate growth a of the
Bumiputra private sector and these will undoubtedly provide ample
opportunities for Bumiputra, at various levels and scale of operation,
to share in the benefits arising from privatization. The Govemment
will also ensure that the ownership conditions will be implemented
with flexibility on the privatized enterprises as it will be important to
ensure that ownership imbalances between Bumiputra and other
interests are further reduced.
Efforts will be taken to ensure that the benefits of privatization will
be widely shared. The interests and welfare of the employees
affected by privatization will be adequately taken into account
before the services are privatized. As a substantial proportion of the
services that are proposed to be privatized will be basic services,
the Government will make the necessary arrangements with the
private sector acquiring the basic services to ensure that the level
of prices charged to the consuming public, especially the lower
income groups, will not be unduly high or unfair. The Government
will, therefore, take the responsibility for ensuring that privat-
ization will be implemented with the maximum adwantages to the
nation.

Another distinctive characteristic of the Malaysian strategy was an
explicit recognition of partial divestiture as an option (Malaysia, Gov-
emment of, 1991, p. 13):

Privatization is defined as the transfer to the private sector of activities
and functions which have traditionally rested with public sector. This
definition applies to enterprises already owned by the Government
and to new projects which normally have been implemented by the
public sector. In effecting such transfers, three essenttial organization
related components are involved, viz., management responsibilty;
assets (with or without liability) or the right to use assets; and person-
nel ... privatization must involve the transfer of at least one of the
components.
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The divestiture policy was part of a set of new policies aimed at
increasing productivity and growth in both the public and the private
sectors and increasing the private sector's role in economic development.
The policies ranged from establishing "Malaysia Incorporated" to intro-
ducing the Look East Policy and the National Agricultural Policy, and
from absorbing Islamic values in administration to installing punch
clocks in government offices.

Reaction to the Divestiture Policy

The announcement of the privatization policy took the public and the
civil service by surprise. The very term "privatization" wasnew to them,
and there was widespread ignorance in the months following the
announcement about the manner in which the govenmuent would
implement ithe policy. There was, however, little doubt about the
govemment's political commitment, which stemmed from a long-
simmering dissatisfaction with the performance of public enterprises.
Among the dissatisfied parties were Dr. Mahathir Mohamad, who had
expressed his views long before he became prime nister in 1981, and
the top echelon of the Economic Planring Unit (see Mohamad 1970;
Malaysia, Government of, 1985, pp. 66-68; Wahab 1987; Al-Haj and
Yusof 1988).1 The government did not make the empirical basis for the
dissatisfaction public, but the feeling was given widespread credence
because of the views of the prime minister and his top advisers on the
subject.

One of the immediate results of the ignorance of various segments of
society about the utility of divestiture was resistance to it. Civil service
unions for one, especially CUEPACS (the Congress of Unions of Employ-
ees in the Public and Civil Service) and those representing workers at the
Kelang Port Authority (who were concerned about the possible negative
effects of the planned divestiture of the port's container termninal), came
out strongly against it (for details see Havelka and Havelka 1990, pp.
200-02). Concerned individuals also criticized the policy. The most
strident criticism, published in a 1989 book, revolved around the follow-
ing points (Jomo 1989):

* As an alternative to divestiture, the public sectorcouldbe runmore
efficiently, as some public enterprises had demonstrated. Also, divest-
iture would not provide a miracle cure for all the problems, especially
ihe inefficiencies, associated with the public sector, nor can divested

enterprises guarantee that the public interest will be i.aost effectively
served by their taking over public sector activities. In addition, by
diverting private sector capital from making productive new invest-
ments to buying public sector assets, economic growth would be
retarded rather than stimulated.
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* Greater accountability of and more effective control over the public
sector would ensure greater efficiency in achieving the public and
national interests while limiting public sector waste and borrowing.
* The government would only be able to divest profitable or poten-
tially profitable enterprises and activities, because the private sector
would only be interested in those.
* Divestiture would not resolve the fiscal problem, because the pub-
lic sector would lose income from the more profitable public sector
activities and would be stuck with financing the unprofitable ones.
This would undermine the potential forcross-subsidization within the
public sector.
* Divestiture tends to affect adversely the interests of public sector
employees and the public, especially the poor, to which the public
sector is supposed to be more sensitive.
* Divestiture would give priority to maximizing profit at the ex-
pense of social welfare and the public interest, except on the rare
occasions when the two coincided. Thus, for example, only profitable
new services would be introduced rafiea than services needed by the
people, especially the poor and the politically uninfluential.
* Divestiture exercises in Malaysia might not even pretend to achieve
their alleged objectives-supposedly to increase Bunmputra wealth
and business opportunities-by invoking NEP restructuring consider-
ations. With increased competition from the Bumiputra, except in
those cases where new owners can arrange for collusion with the
Bumiputra, political influence and connections would probably play
a more significant role in business.

In addition to all these criticismns, political parties, including compo-
nents of the ruling party (tle National Front) and even the United Malays
National Organization also expressed their concem that divestiture
might slow down the restructuring programs of the NEP.

The Implementation of Divestiture

The barrage of criticism notwithstanding, the Malaysian government
implemented its divestiture policy with vigor. By the end of 1990 it had
succeeded in divesting 106 goverment entities and activities: 11 depart-
mental activities, 10 new projects, 1 activity of a statutory body, and 84
govremment enterprises (Malaysia, Government of, 1989, r n. 19-20;
1991, pp. 57-59). The most common mode of divestiture wts sale of
equity (72 entities or activities); followed by management contracts (15);
build-operate-transferarrangements (8);2 sale of assets (3); lease arrange-
ments (2); lease and sale of assets (2); managementbuyouts (2); andbuild
and operate arrangements (2 entities; Malaysia, Government of, 1989,
pp. 19-20; 1991, pp. 52-59). The vast majority of activities divested were
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commercial and manufacturing operations (82), followed by infrastruc-
ture and utility construction (10), with various other types of activities
making up the rest (Malaysia, Government of, 1989, pp. 19-20; 1991, pp.
52-50).

In terms of protecting the Bumiputras' interests, seventy of the divest-
iture projects involved the transfer of government enterprises to
Bumiputra companies. Complete details on the projects are unavailable,
but at least in the case of the major ones (e.g., Sports Toto Malaysia,
Malaysian Airline Systems, Malaysian International Shipping Corpora-
tion, Kelang Container Terminal, and Syarikat Telekom Malaysia), the
government took steps to ensure that a portion uf shares sold were
allocated to Bumiputra incdividuals, companies, or trust agencies.

Issues to be Explored

By international standards, the divestiture program was clearly a
remarkable achievement, both in the number of activities divested and
in the protection of Bumiputra interests. However, certain questions
remain to be answered.

First, in most cases divestiture was carried out with little or no change
in management or the work force. In certain cases the government did
not even decrease the amount of control it exerted over the divested
entities. Therefore, one must ask whether improvements in the perfor-
mance of such entities can be attributed to divestiture.

Second, most of the divested entities were already in Bumiputrahands
in the sense that state-administered Bumiputra trust agencies owned
them. Transferring their ownership to other Bumiputra individuals,
companies, or trust agencies such as Permodalan Nasional Berhad did
not increase the total share of the Bumiputra in corporate wealth. One
must therefore ask what the net gain in Bumiputra holdings was.

Third, in those cases that involved monopolistic activities, such as
container services and telecommunications enterprises, divestiture has
not changed their monopolistic character. Thus an important question
is whether or not the divested enterprises exploited their position at the
expense of consumers.

Fourth, in the major cases listed above, ultimate control remains in
government hands. The government is directly or indirectly the majority
shareholder or holds a "golden share" with certain special rights or
privileges. The question is whether or not such partial divestiture really
makes a difference in performance.

The three case studies that follow address these issues and others. A
concluding summary chapter provides a synthesis of the answers.
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Notes

1. rFadil Azim Abbas wrote this chapter.
2. Al-Haj and Wahab were, at different times, the directors-general of the

Economic Planning Unit. The report by the government called for greater gov-
ernment control over the budgets of public enterprises, in particular the
nonfinancial public enterprises. These views were only expressed after the 1983
announcement on divestiture, but they correctly expressed feelings prevalent
before 1983.

3. This required the private company to construct a facility, normally an
infrastructural or utility project, operate it for a period, and then return it to the
government.



14. Malaysian Airline Systems

Malaysian Airline Systems Berhad (MAS) has a vkrtual monopoly in
scheduled domestic service in Malaysia and is also a major player in
interational service in the region. In 1985 and 1986, both domestic and
foreign share placements reduced the central goverunent's status from
that of dominant shareholder to a minority shareholder. However, gov-
ernment agencies, including state authorities and public enterprises,
retained a majority holding, and the federal govenmuent also retained a
specially privileged "golden share.'

In comparison with other divestitures worldwide, the case of MAsthen
has three major distinguishing features. First, institutionaLly it is a case
of partial financial divestiture. It is financial in that the govemment
traded shares wit diversified private buyers for cash, but yielded little
of its control over the enterprise; it is partial in that only about a third of
the shares left the public sector. Second, economically the firm's domes-
tic and international operations have distinctly different commercial
opportunities, regulato±y constraints, political importance, and welfare
impact. Thus, how divestiture affected behavior across the two markets
is of particular interest. Third, foreigners are affected by the divestiture
in three distinct roles: as buyers of part of the enterprise, as consumers
of its services, and as competitors on international routes. Accordingly,
the distinction between domestic and world welfare changes is critical
in this case.

Backgrotsnd

History

MAS is endowed with great genes, having descended from the same
parentwhich spawned that acknowledged leaderof the airline industry,
Singapore Airlines.1

Both airlines' origins datle to the 1937 formation of Malayan Airways
Limited, which only began actual operations in 1947. Subsequent events
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followed major political changes in the region. In 1963 the Federation of
Malaysia was formed, and the airline changed its name to Malaysian
Airways, subsequently absorbing Borneo Airways, which had hitherto
operated in the states of Sabah and Sarawak on the island of Borneo.
In 1965 Singapore left Malaysia, but the two goverrunments continued
as business partners, changing only the airline's name, to Malaysia-
Singapore Airline.

The marriage did not last, however. The conflicting interests of the
two govermnents, especially on the issue of balance between domes-
tic and international routes, led them in 1971 to agree to a divorce and
the formation of separate national airlines. As a result, in 1972 the
Malaysian govemment incorporated MAS andgave itthefollowingofficial
objectives:

* To provide the people of Malaysia with an efficient and profitable
air transport system that enhances the standing of the nation and the
policies of its government
* To develop an efficient domestic service within Malaysia tat
directly links eastem and western Malaysia and contributes to the
economic and social integration of the country as a whole
* To provide simultaneously competitiveandprofitable international
services that support Malaysia's trade, tourism, and other activities
* To contribute to national aspirations and foster an organization
that is inl harmony with the governmentfs multiracial objectives.

Institutional Characteristics

In pursuit of these conflicting objectives, the following arrangements
were imposed on MAs:

* Appointnents to the board of directors of MAS were made by the
government or with its concurrence. In practice, board members were
top civil servants from the ministries oi Transport and Finance, the
Department of Civil Aviation, the state governments of Sabah and
Sarawak, and prominent business people and professionals from the
private sector.
* The government also appointed the chairman of the board and the
managing director.
* The Department of Civil Aviation and the Ministry of Transport
regulated the operations of MAS in terms of airport expansion in
Malaysia, the acquisition of landing rights abroad, air and airport
safety, and so on.
* The govemment guaraniteed all Ic;ns and credit facilities granted
to MAS.
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* The government's consent was required for all major puxhases
by mAS and other major decisions, including increases in domestic
fares, disposals of substantial assets, and amalgamations, mergers,
and takeovers.
e The government would compensate MAS for losses incurred on its
rural air services in the event that the enterprise's profits were less than
15 percent of its share capital. (Rural airline services are provided by
small, often single-engine aircraft and are a very small proportion of
total sales. This provision thus does not reflect an automatic subsidy
on the bulk of domestic routes.)

Market Characteristics

MAS operates in two distinct spheres: a monopolistic domestic market
and an oligopolistic international market. in 1985 the domestic market
accounted for almost half of passenger trips, but only a quarter of
revenue. The tension between the competing needs of these two markets
was manifest in both the 1972 split from Singapore Airlines and the
objectives set for MAS. The same tension will be an important element of
our analysis.

In the international arena MAS, although bound to abide by the
broad guidelines suggested by its organizational objectives, was gen-
erally free from government intervention in setting prices, choosing
destinations to serve, and establishing service standards. Its decisions
on these matters were mainly determined by the pursuit of profit
under imperfect market conditions. These imperfections manifested
themselves in three ways:

* As protectionism in the form of demands for reciprocal landing
and other rights
* As joint service agreements with other airlines to operate an equal
number of flights between two selected cities, charge the same ticket
prices, and share the revenues eamed (by 1985 MAS was carrying out
joint flights with Thai Intemational on two routes and withSingapore
Airlines on two other routes-this is obviously a nice solution from
the oligopolists' point of view but potentially detrimental to con-
sumer interests)
* As an unnatural monopoly, with MAS enjoying virtual sole carrier
rights to transport Malaysian pilgrims to Saudi Arabia to perform the
Hajj each year, based on an ongoing contract with the Malaysian
Pilgrims Management and Fund Board.

If MAS's intemational markets fell considerably short of the competi-
tive ideal, its domestic markets were even less competitive. MAS had a
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virtual monopoly on all routes covering points within Malaysia, includ-
ing those in the interior of Sabah and Sarawak The govenmuent, how-
ever, retained the right to control prices in pursuit of social objectives.
The regulatory regime was simplicity itself from 1983 through 1990 the
government did not allow any domestic price increases.

In sum, MAS represents a standard case of public-enterprise cross-
subsidization, in which profits in one imperfect market (international)
are used to subsidize losses in another imperfect market (domestic).
Additional details of the market structure and its consequences will
emerge as we proceed.

Divestiture

mAs and the Ministry of Transport took the initiative to divest MAS
shares. The consultants' report on the proposed divestiture was com-
pleted in January 1985, the cabinet approved the proposal in August of
that year, and the following month the prospectus was presented to the
public. The share offering took the following form (see table 14-1).
Thirty-five million (existing) ordinary shares were reserved for govem-
mernt-approved Buniiputra institutions by way of private placement; 70
million new ordinary shares were issued, with 175 million reserved for

Table 14-1. Evolution of Shareholding, Malaysian Airline Systems,
April 1979-October 1986

Flow of shares Stock ofshares
Percentage

Number of SkaTeS held by the
shnes Price outstanding federal

Date Event (millions) (M$) (mitlions) go vanmente

April 1979 n.a. n.a. n.a. 70 90
September Bonus issue (4-for-I

1985 stock split) 210 0.0 280 90
October Sale of government

1985 shares 35b 18 2&0 78
October

1985 New issue 70c 1.8 350 60
October Sale of government

1986 shares 63d 43 350 42

n.a. Not applicable.
a. Excluding 5 percent each held by the Sabah and Sarawak state governments.
b. To Malaysian institutions.
c. Including at least 17.5 million to MAS ernployees, who may have picked up more from

the general issue.
d. Including 35 million to the Brunei governnent, with the balance going largely to

foreignerm
Source MAS data.
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the employees of mAS and its subsidiaries; the balance were made
available to Malavsian citizens, Malaysian companies, societies incorpo-
rated in Malaysia, and Malaysian institutions, after reserving 3.0 million
shares for an approved institution. All the shares had a par value of
M$1.00, but sold at M$1.80.

To ensure government control of critical operating decisions, a golden
share was created. The most important feature of this share is that it
allows the government to appoint six directors to MAS's board of direc-
tors, the chairman, and the managing director. The golden share does
not carry any rights to vote at general meetings, but it does entitle the
holder to attend and speak at such meetings. Certain matters-in par-
ticular, the alteration of specified articles of association of MAS; any
substantial disposal of assets; and any amalgamation, merger, or take-
over-require the special shareholder's prior consent. The special share-
holder also has the right to require MAS to redeem the golden share at
par at any time.

The public offering received a subscription of M$717 million; that is,
it was oversubscribed by 6.6 times, with the excess demand among
Bumiputra applicants allocated by lottery. MAS was listed on the Kuala
Lumpur stock exchange in late 1985, and its shares traded at prices
ranging from M$1.92 to M$3.10 during the first six months of listing.
Since then they have acquired a reputation asblue chips. In 1987a second
tranche of 20 percent of MAS stock was sold to foreigners at M$4.50 per
share.

The divestiture had the following effects:

* The government's share of MAS stock decreased from 90 to 42
percent by November 1986.
* The sale of 35 million existing ordinary shares generated gross
revenues of M$63 million for the government, while the sale of 70
million new ordinary shares yielded gross proceeds of M$126 million
for mAS. The second sale to foreigners, at a considerably higher price
than the first, yielded an estimated M$283 mnillion.
* The institutional relationship between MAs and the government
described earlier remained essentially unchanged. The special share-
holder provision was a dear demonstration of the govemment's in-
tention to retain control over MAS. There was, however, one important
exception: the government would stop guaranteeing MIAS loans and
credit facilities.

What Happened?

This section compares Wa's performance before and after divestiture to
examine what happened in the course of divestiture. The extent to which
this correlation is causal is deferred until the next section.
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Figure 4-1. Public and Private Profit at Current Market Prices,
Malaysian Airline Systems, 1981-90
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Profit and Profitability

PuBLIC VERSUS PRiVATE PROFrr. A natural place to start is with the bottom
line of the profit-and-loss statement, which we refer to as private profit
(dividends plus retained earrnigs). As shown in figure 14-1, private
profit was negligible or negative from 1981 through 1983, then rose to
about M$100 million, where it remained through 1987, and thereafter
grew steadily to more than M$200 million in 1990. There are thus two
turning points in private profit to be explained: an improvement follow-
ing the announcement of divestiture arnd a deterioration following its
implementation. These changes in perfom-ance, however, may not nec-
essarily be caused by divestiture. There are many reasons for this, but
the first is that private profit measures the wrong thing. The rest of this
section undertakes a series of measurement adjustments to try and
obtain a better measure of the impact of divestiture on national welfare.

The first problem is that while private profit is a useful measure of
return to the equityholder, we are really interested in the return to all of
society's resources, which we call public profit. As explained in more
detail in chapter 2, public profit differs from private profit in three ways:
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first, in addition to returns to equityholders, it includes returns to
debtholders (interest) and government (direct and indirect taxes); sec-
ond, to correspond to the economic concept of quasi rents, it excludes
nonoperating returns and deducts the opportunity cost of working
capital; and third, to correspond to cost-benefit methodology and avoid
the use of accounting depreciation rates, profit is measured gross of the
depreciation allowance.

As figure 14-1 also indicates, public profit tells a dampened story,
being closer to trendless both before and after divestiture (the announce-
ment increment and the implementation decrement remain but are less
dramatic in percentage terms). The reason for the discrepancy is that the
total size of tie pie (public profit or quasi rents) has grown more
smoothly than has its distribution. This can be seen in figure 14-2, which
decomposes the total surplus (or return to capital). For example, note
that the differences from 1981 through 1983 are largely due to rising
distributions to debtholders (interest payments) and increases in the
allocation of earnings to depreciation reserves.2

In. sum, inspection of current profit and its distribution yields only
minor discontinuities accompanying divestiture. Private profit tumed

Figure 14-2. Return to Capital at Current Market Prices, Malaysian
Airline Systems, 1981-90
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up markedly with the announcement of divestiture, and public profit
somewhat less so. In contrast, the execution of divestiture coincided with
a slight drop in performance. This is, of course, nowhere near the end of
the story, because we need to look at many other things, including
inflation and capital.

CURRENT VERSUS CONSTANT PROFIT. Public profit and its derivation at
constantmarket prices are shown in figure 14-3. Two pointsare notewor-
thy. First, the trend is now quite different: we now see that perfor-
mance-as measured by public profit-improved dramatically from
1981 through 1983 and then leveled off. Second, the improvement in the
earIy years was caused by output rising more rapidly than in later years,
which, coupled with roughly stable input coefficents and partially offset
by rising labor costs, created a magnified growth of the residual bottom
line.

Consideration of retuns alone is misleading without simultaneous
inspection of that to which they are returned, namely, capital stock.

Figure 14-3. Public Profit at Constant Market Prices, Malaysian
Airline Systems, I981-90
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Figure 14-4. Gross Fixed Capital Formation, Malaysian Airline Systems,
1981-90
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FIXED CAPITAL. In contrast to the changes in profit, the discontinuities in
fixed capital formation (figure 14-4) are dramatic At both current and
constant prices, fixed capitalformation declined precipitously from 1982
through 1984, was then stable at a low level just prior to and just after
divestiture, and finally took off dramatically.

The impressive discontinuity in the flows naturally becomes diluted
in the corresponding stock measure (not shown), which is ten times
larger and includes deterioration. However, real operating assets (at
replacement cost) grew at a compound annual rate of only 4 percent from
1983 to 1986, but thereafter grew at more than 16 percent. This upward
shift in fixed capital formation is potentially an extremely important
change in conduct accompanying divestiture, and in the section on
"Why Did It Happen?" we will focus on its causality.

PROFITABILrIY. Combining the numerator, profit, with the denominator,
capital stock, yields the true bottom line of this subsection, namely, the
return to fixed capitaL or profitability. As shown in figure 14-5, private
profitability and public profitability atcurrentpricesshow asinilar trend
of improvement following the announcement of divestiture, a slight dip
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Figure 14-5. Private and Public Profitability, Malaysian Airline Systems,
1981-90
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at divestiture, and stability thereafter. Public profitability at constant prices
makes divestiture look even less beneficial, elminatig the announcement
effect and increasing and prolonging the decline after divestiture.

We have thus far identified three kinks associated with divestiture: a
dramatic rise in fixed capital formation, a decline in productivity, and
a change in the relative price structure (since real and nominal
profitability trends differ). This last observation requires additional
investigaton, which we shall conduct after issuing a warning against
drawing premature conclusions.

PRICE AND QUANTITY DECOMFOSrUON. Table 14-2 decomposes changes
in public profit (and its components) into price and quantity effects. For
each variable, the table reports three pieces of information: how much
the value of the variable itself changed over the previous year (in
absolute, notpercentage, terms), how much of that would have occurred
if only prices had changed, and how much would have occurred if only
quantities had changed.'

As an example, consider the 1990 public profit triplet in the lower
right-hand comer of the table. Public profit rose by M$68.2 million
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between 1989 and 1990, but prices moved against MAS to such an extent
that it would have lost M$28.6 million if quantities had not changed in
the airline's favor to the tune of M$96.8 niiWon. Contrast this with 1987,
when relative prices moved overwhelmingly in MAS's favor, offsetting
negative quantity effects.

Examine the following points:

* At the broadest level (public profit), there is no clear trend in
relative prices, but quantities are negative only in the two years
immediately following divestiture.

Table 14-2. Decomposition of Public Profitability into Price and Quantity
Effects, Malaysian Airline Systems, 1982-90
(millions of ringgit)

Component 7982 1983 1984 1985 1986 1987 1988 1989 1990

Output
Price 18.1 39.8 41.5 -22.0 -15.3 -3.5 44.5 78.7 89.1
Quantity 144.1 143.2 14.4 84.6 19.8 101.9 145.8 240.4 50.0
Value 162.9 183.0 55.8 62.5 4.5 98.3 190.3 319.1 439.1

Less intermediate inputs
Price 28.9 0.6 -45.4 -10.2 -7.5 -80.7 9.9 21.2 89.8
Quantity 84.2 53-2 5.4 17.2 26.3 132.8 98.5 177.2 82.6
Value 113.1 53.8 -40.1 6.9 18.7 52.2 108.4 198.3 172.3

Equals value added
Price -10.1 39.2 86.9 -11.8 -7.8 77.1 34.6 57.5 -0.6
Quantity 60.0 90.1 9.0 67.4 -6A -30.9 47.3 63.2 267.4
Value 49.9 129.2 95.9 55.6 -14.2 46.2 81.9 120.7 266.8

Less wages
Price 34.4 8.0 123 18.0 5A 8.4 27.1 22.8 21.5
Quantity 14.3 -2.2 -1.3 11.9 3.6 7.6 2.6 17.8 59.6
Value 48.7 5.8 11.0 29.9 9.0 16.1 29.7 40.6 81.1

Less rentedfactors
Price -0.9 0.8 1.0 -. 7 -2.1 -1.4 1.7 28 2.2
Quantity -3.5 -8.5 4.5 0.3 7.3 -0.8 4.0 28.5 108.
Value -4.5 -7.8 55 -0.4 5.3 -22 5.7 31.3 110.6

Less opportunity cost of working capital
Price -7.3 14.0 0.1 1.9 -8.4 -6.0 -7.6 3.6 4.3
Quantity 1.1 0.8 OA 0.5 5.6 2.6 1.5 0.8 2.6
Value -6.2 14.8 05 2A -2.8 -3.4 -6.1 4.4 6.8

Equals public profit
Price -36.3 16.4 73.5 -31.0 -2.8 76.1 13.4 28.3 -28.6
Quantity 48.1 100.0 5A 54.8 -22.9 -40.4 392 16.0 96.8
Value 11.8 116.4 78.9 23.8 -25.7 35.7 52.6 44.3 68.2

Source: Authors' calculations from MLAS data.
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Figure 14-6. Average Variable Costs, Malaysian Airline Systems, 1981-90

0.6
,c- Year of

divestiture

0.5 Intermediate p

inputs

OA*

03 - Labor

02 1..
e..~ ~ ~ ~ ~~~~~...........

0.1 Rentals
0.1 - ~Working capital ' 

o ~ ~ ~ o

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Note: Costs are expressed as a ratio to output.
50urce. Authors' calculations from MAS data.

* Output, however, shows a dramatic trend, with relatively modest
price effects but quantities rising sharply at the beginning of the
period, flat in the middle, and growing rapidly thereafter.
* Intermediate input quantities largely track output, suggesting
fixed coefficients, with price increases surprisingly moderate except
for the impact of fuel prices, which fell substantially in 1984 and 1987
and rose dramatically in 1990.
* Labor shows steady price increases from 1983 onward (there was
a major wage hike of 10 percent in 1982), averaging 4 percent per year,
with the number of workers growing substantially only in 1990.
* Working capital shows only small changes, but these are largely
caused by prices, because the interest rate varied widely, from a
high of nearly 10 percent in 1985 to a low of less than 3 percent in
1988.

Two summary observations follow from these price and quantity
decompositions. First, the only significant kink around divestiture is the
takeoff in the quantity of output. Whether this was caused by better
marketing, relaxation of an investment constraint, maaoeconomic
recovery, or somehiing else will be a major concern of the next section.
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Second, a notable feature of the MAS case, even though it represents
continuity rather than change, is the enterprise's ability to stay out of the
red despite output price increases being constrained to 2 percent annually
during a period when inflation was averaging3.1 percent. In part this was
because MAS'S input prices-especially labor and fuel-rose at less than
the general rate of inflation, and in rart because efficiency improved.

uNIT cos5. The changing efficiency relationships can be expressed as
ratios of particular inputs to outputs, either nominal or real-that is, as
unit costs. We will firstconsider variable costs and then fixed costs in the
form of capital-output ratios.

Average variable costs (nominal inputs over real outputs)
are shown in figure 14-6. First note the cost structure. Labor and fuel
are the two largest individual cost categories, each consuming a fifth or
a sixth of revenues. However, the most important category is miscel-
laneous intermediate inputs, a highly diverse bundle of goods and
services.

Inspection of the trend for kinks yields little that is remarkable. Falling
fuel prices reduced the unit cost of fuel during the first two-thirds of the

Figure 14-7. Unit Costs at Consfant Prices, Malaysian Airline
Systems, 1981-90
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Figutre 14-8. Average Capital-Output Ratios, Malaysian
Airline Systems, 1982-90
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period, and rentals substituted for intermediate inputs at the very end
of the period.

Talcing out the effect of changing input prices as well, figulre 14-7
prcesents real unit costs (real inputs divided by real outputs), or
technical coefficients. While again no kink is evident (except the
substitution effect mentioned above), labor productivity does show a
steady improvernent.

Real and nominal average capital-output ratios are shown in figure
14-8. In sharp contrast to the variable unit cost series, these fixed uriit
costs show a marked turn for the worse following divestiture. Tfhat is,
the extra capital generated a less tan proportioal rise in output. Trhis
is not necessarily a bad thing, so long as the present value of the
incremental return is above the opportunity cost over the life of the
investment. We will evaluate this trend later.

Finance

By financial beilavior we refer primarily and conventionally to the way
in which investrnent is financed and to the different retwxns (costs frome
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the enterprise's point of view) to the various sources, that is, to the
liabilities and net worth side of the balance sheet and associated flows.
As we are looking for evidence of change, we will concentrate on the
flows in the form of uses and sources of funds. Under the financial rubric
we also, less conventionally, include the management of nonoperating
assets.

Figures 14-9 and 14-10 present real and nominal uses and sources of
funds. Interpretation is clouded by the anomalous peak and trough in
1989 and 1990, respectively. MAS took out a large volume of loans in 1989
to buy financial assets, which it then liquidated in 1990, using some of
the proceeds to acquire capital and some to reduce debt. The resulting
kinks are presumably due to the arbitrariness of the fiscal year and the
term structure of existing debt: shift the fiscal yearby six months and the
kinks would go away.

If we make the foregoing adjustment, we may note the following

a Internal cnrporate savings were the largest source of funds except
in 1982, when MAS borrowed heavily, and in 1985, when divestiture
resulted in an infusion of new equity.

Figure 14-9. Uses of Funds, Malaysian Airline Systems, 1982-90
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Figure 14-10. Sources of Funds, Malaysian Airline Systems, 1982-90

Millions of ringgit

1,500
Year of -
divestiture

1,000 _

500 n

0

-500 -

-1,000 I l I I I 1 I l
1982 1983 1984 1985 1986 1987 1988 1989 1990

o Equity * Debt * Noninterest debt 5 Internal funding

Source: Authors' calculations from MAS data.

* On the uses side, the dominant feature is the fall and rise in the
purchase of fixed operating assets.
* The same fall and rise do not appear as a surge of borrowing on the
uses side in 1987 and 1988, which is somewhat surprising.
* Instead of borrowing, MAS financed the 1987 and 1988 capital
acquisitions primarily by liquidating financial reserves accumulated
during its constrained years.

In sum, the investment constraint appears to have taken the strong
form of precluding buying (even using the firm's own funds) rather than
the weak form of precluding borrowing.

If we look at sources of funds as a stock rather than as a flow, we see
that a decreasing reliance on debt after 1982 caused a marked fall in the
debt-equity ratio, which fell from a peak of about 5.0 in 1982 and 1983 to
a steady level of 13 from 1986 on (after adjusting 1989 for the anomalous
year-end borrowing noted above).

Another aspect of financial performance is nonoperating returns. Not
much of interest appears here (other than a one-time jump in capital
gains on the sale of used assets in 1990), and thus they are not discussed
further.
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Why Did It Happen?

In the previous section we identified three major changes that were
contemporaneous with divestiture: increased investment, declining pro-
ductivity, and changing relative prices. In this section we examine the
extent to which these changes were caused by divestiture. A complete
answer to the question of causation requires an explict statement of the
counterfactual, namely, what would have happened in the absence of
divestiture.

The Investment Constraint

The investment story is quickly told. in the early to mid-1980s,5 MAS
wanted to expand, and with load factors approaching-nd eventually
exceeding-the international industry standard of 70 percent, there is a
prima fade case that it should have expanded. The government, how-
ever, apparently concerned with the fiscal shortfall and the balance of
payments deficit, would approve neither domestic nor foreign borrow-
ing. En the wake of the announcement of divestiture, however, the
government did begin to approve expansion proposals.

Note three institutional features of this story:

i Managerial behavior did not change. The same set of MAS managers
pushed for expansion before and after divestiture.
* Managerial autonomy did not change. The government still had
the final say by virtue of any one of three independently sufficent
conditions: holding a clear and substantial plurality of shares directly"
holding a majority of shares indirectly? and holding a single golden
share.8
* What did change was the way in which the government exercised
its decisionmaking power. Before divestiture it said no; thereafter it
said yes.

The critical question is whether or not the change in decision-
making was due to divestiture, with the government taldng the view
that, as a "private" entity, MAS should now be allowed to make
investment decisions on a purely commercial basis: if MAS wants to
borrow and the banks are willing to lend without a government
guarantee, then that is mAS's business. It is the unanimous view of
those interviewed at MAs and elsewhere that the government did see
matters in this light.

The primary competing hypothesis is that changes in the macroeco-
noimic environment relaxed the government's fiscal constraints, and that
the goverinment would have allowed MAS to resume investment even
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without divestiture. This hypothesis is refuted by three arguments.
First, although inflation was under control by 1985, the country then
plunged into a recession, and the fiscal and balance of payments deficits
persisted. Second, other large utilities-especially the telephone sys-
tem-remained constrained in their investment activity until much later.
Third, we can find no one in Malaysia-inclucding some of those in-
volved in the decisionmaking process at MAS-who believes this ver-
sion of events.

We 'herefore accept the hypothesis that the investment constraint
would not have been relaxed in the absence of divestiture. However,
given prior behavior at MAS, subsequent behavior with other public
enterprises, and common logic, it is reasonable to assume that, even
without divestiture, the government would have eventually released the
investment constraint as macroeconomic conditions improved.

The quantitative issues of how much later and how released are, of
course, subject to considerable uncertainty. Relevant facts are that the
real CDP growth rate rose to 5 percent in calendar year 1987 (largely
Iv/AS's fiscal 1988) and to 9 percent in calendar year 1988, and the
current account balance turned positive in 1987. Accordingly, for our
basic counterfactual scenario we assume a three-year lag; that is, the
capacity actually added in 1986 would not have been added until 1989
without divestiture. A further cnimterfactual question is whether or
not, once the constraint was released, MAS would eventually have
caught up. Stylized facts of international public-enterprise life are that
periodic national fiscal crises result in periodic curtailment of public-
enterprise investment. We model this in our base counterfactual by
assuming arbitrary five-year cycles, with counterfactual public capi-
tal stock catching up to private capital stock linearly over three years,
then being held to replacement levels for two years, with the cycle
then repeating itself.

Declining Productivity

To what extent can the decdine in productivity following divestiture be
attributed to divestiture? Two alternative sources of change must be
considered. First, there is obviously an exogenous macroeconomic im-
pact following from the Malaysian recession of 1985-86. Second, there is
the less obvious endogenous inpact of the investment constraint in a
monopoly market. These possibilities are analyzed in turn.

MACROECONOMIC IMPACT. In a recession, demand and real output fall,
and with significant fixed inputs, total inputs fail less than proportion-
ately and productivity declines. Several factors make this unconvincing
as an explanation of the decline at MAS:



Malaysian Airline Systems 325

* Recall from table 14-2 that, while productivity declined during the
recession, recovery did not follow: levels remained roughly constant
from 1987 through 1990.
* As shown in figure 14-11, the number of passengers carried did not
decline with the recession but grew at a reduced rate: domestic traffic
declined marginally, butthe larger international load continued to rise
in both 1986 and 1987.
* If we take into account other inputs and use revenue weightings,
the impact of the recession on output is even less evident (see the
output quantity index in table 14-2). The annual real growth of output
was 3.5 percent from 1983 to 1985, rising to 5.2 percent from 1985 to
l987.9

WVe need to look elsewhere for the decline in productivity, which
means looking at inputs. Figure 14-12 shows clearly that in 1986 and 1987
both fixed and variable real inputs grew more rapidly than real output
(it is the relative slopes that matterhere, not the levels). The figure is less
useful in gauging the relative importance of the two inputs.1 0 In fact, the
impact of the variable input rise is five times that of the fixed inputs. That

Figure 14-11. Domestic and International Ridership, Aalaysian
Airline Systems, 1987-90
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Figure 14-12. Quantities of Output and of Variable and Fixed Inputs,
Malaysian Airline Systems, 1981-90
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is, if the ratio of fixen iputs to output had remained unchanged frot
1985 to 1987, real public profitability would have been only 1 percent
higher than it actually was. However, if the ratio of variable inputs to
output had remained unchanged, it would have been 5 percent higher.
We consider the two types of inputs in turn.

FXED INPurS. The examination of fixed inputs is straightforward. Recall
from figure 14-8 that the average capital-output ratio surged dramati-
cally in 1986 and 1987. This was not caused by any change in efficiency
or technology, but by the relaxation of the investment constraint already
described. Its impact on productivity is thus attributable to divestiture,
but this is a downstream corsequence and not a new primary behavioral
change.

VARIABLE iN'uS. Variable inputs are a little harder to examine because
we can only carry the exploration so far without running into data
confidentiality problems. Recall from figure 14-7 that the only real
variable input other than fuel that rose relative to real output in 1986,
and especially in 1987, was intermediate inputs. Further pinpointing of
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the change is not possible without releasing proprietary information.
However, we are allowed to report (based on detailed accounts made
available by MAS) that well over half of the nominal increase came in
just two areas: passenger services that were contracted out (primarily
meals) and advertising and promotion (also largely carried out by
third parties).

The fact that the increase is largely in business services creates a
technical problem, because our price index for this category is economy-
wide and may or may not accurately reflect the prices for the particular
types of services consumed by MAs, and hence our derivation of a real
increase may be inaccurate. However, MAS sources confirm that there
was a real push toward imnproving business services at the time.

If this was indeed the case, what interpretation should be put on the
increased expenditure? Was it a good thing or a bad thing? Was divest-
iture responsible? We confess that we have no good evidence on either
score, but our informedjudgment is that it was a good thing. Investments
in the quality of service and in marketing could have a major future
return by helping to fill the (by this time) rapidly expanding MAS fleet
We also believe that divestiture was not responsible, except as another
indirect consequence of the relaxation of the investment constraint,
which created the expanding capacity that needed to be filled.

Note that it is the second judgment that is critical for our analysis,
because if the increased expenditure would have occurred anyway, it
does not matter whether it is good or bad. Our judgment is once again
based on interviews.

SUMMARY OF REASONS FOR DECLINE IN PRODUCTIVrTY. In sum, we can
draw two conclusions. First, one part of the decline in productivity was
caused by a rise in capital relative to output, and four parts were caused
by a rise in nonfuel intermediate inputs, Iargely passenger services and
advertising. Second, neither change was attributable to divestiture, ex-
cept as an indirect consequence of the relaxation of the investment
constraint. Critics who would like to show a greater impact of divestiture
might well focus on the rise in marketing expenditures. We, however,
shall proceed on the assumption of no intemal behavioral change.

Tmproving Relative Prices

Recall that, after divestiture, relative prices turned in MAS'S favor. How-
ever, this was largely because of falling fuel prices in 1987, a clearly
exogenous event. International output prices are likewise independent
of divestiture, set by MAS within the loose cartel structure of IATA (the
International Air Transport Association). Prices of intermediate inputs
are exogenous. This leaves domestic fare structures and wage rates as
possibly affected by divestiture.
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As noted earlier, domestic fares rose by 25 percent in 1983 and were
then held constant for the remainder of the period under review. Man-
agement-before and after divestiture-continually requested price in-
creases, but these were denied, most recently in 1991. Although
continuity is thus evident in the periods before and after divestiture, we
need to ask whether this uniformity will continue.

A priori theorizing can run either way. On the one hand, one could
argue that private shareholders will create greater pressure on the gov-
ernment to create profits when other market conditions are unfavorable,
thus implying that domestic price increases willbe more generous under
private operation. On the other hand, one could argue that national
airlines set prices so as to use profits in protected domestic markets to
cross-subsidize unfair competition with private carriers in international
markets, thus implying that price increases will be more generous under
public operation.

In the case of MAS there is not much evidence either way. It might be
thought that since no domestic price increases were granted in the two
years before divestiture or in the six years after, behavior would be
identical under both regimes. However, corporate conditions in the
period after divestiture never matched those in the period before divest-
iture. The 1983 price increase followed a drop in return to equity (divi-
dends plus retained earnings, divided by net worth) from 3.5 percent in
1981 to -24 percent in 1982. After divestiture, returns never fell below 15
percent. The question is, How low must earnings fall before triggering a
domestic price increase, and how will this differ between public and
private regimes?

Our answer for the base counterfactual is based on two premise:

* The public interest of the federalshareholders, reinforcedby the 10
percent combined share of Sabah and Sarawak (the two states located
off peninsular Malaysia, and thus particularly sensitive to domestic
airfares), will preclude domestic price increases so long as some
lower-bound level of profits is maintained. If profits fall below that
level, domestic fares are raised discontinuously to achieve some target
level. This holds true under private and public regimes alike.
v The private interest of private shareholders, however, will operate
to ensure a higher lower-bound and a higher target rate under private
operation.

For illustrative purposes we therefore set the public lower bound at
zero (based on actual behavior during 1981-82), the private lower bound
at 5 percent, and the public and private targets at 15 and 20 percent,
respectively. The 15 percent band may seem excessive, but the 25 percent
jump late in fiscal 1983 led to a return to equity of 35 percent in 1984.
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Conclusion

In the previous section we saw that not much changed at the time of
divestiture. Ln this section we have seen that much of what did change
was not attributable to divestiture, and that what did change was in the
regulatory environment and was not internal to the firm. This judgment
about the relative unimportance of divestiture is reflected in MAS's 1986
annual report: the two-page chairman's statement does not mention
divestiture; the four-page director's report details the share issue, but
says nothing about public and private participation, asserting that "This
issue was made to provide additional funds to meet the Company's
capital expenditure on aircraft fleet expansion" (MAS 1987, p. 61). The
"Highlights of the Year" section does devote one paragraph to divesti-
ture. This paragraph is reproduced below, together with another para-
graph given equal emphasis in the report (MAS 1987, p. 99):

The balloting of 525 million On 4 March 1986 new uniforms
mAS shares for public subscrip- forthefernaleinflightandgrrand
tion on 6 November 1985 frontlinestaffwerelaundtedina
marked a new era in MAS devel- colorful ceremony in conjunction
opment: the national carrier with a cabin crew graduation
went private, the first govern- held in the new MAS Headquar-
ment agency to do so under the tersBuilding.OurChairman,YM
Malaysian govemment privat- Raja Tan Sri Mohar and his dep-
ization program. The shares for uty, YB Datuk Sulaman Sujak,
public subscription was part of were among the dignitaries who
the overall issue of 70 milldion witnesed the glittering occasionL
shares-of which 17.5 mnillion The new uniforms, markdng the
were reserved for MAS employ- first change since 1977, features,
ees system wide. On 16 Decem- besides winter attire, the basic
ber 1985, MAS shares were sarung kebaya tailored from
listed under the Industrial In- batik fabric with "cempaka"
dex of the Kuala Lumpur Stock flower designs against a "kelstra'
Exchange. weave pattern.

The implication that privatization had the same importance as a
change of stewardess uniforms is either an understatement or an
overstatement. It is an overstatement of the importance of privatiza-
tion if one believes that the investment constraint would have been
loosened anyway, that marketing expenditures would have increased
in any event, and that there would be no future differences in pricing
policy. It is an understatement if one believes the reverse. We are in
the latter camp and will proceed to evaluate the welfare implications of
these two changes. The uniform change is nonetheless a useful reminder
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of the comparatively modest internal changes that accompanied MAS's
form of divestiture.

In sum, although not much changed internally as a result of divesti-
ture, a good deal changed externally, in the form of relaxed investment
and pricing constraints.

What Is It Worth?

Who should care about MAS's divestiture, and why? As shown in table
14-3:

* Consumers (domestic and foreign) should care the most, as they
gain a total of M$2,606 million (this and all subsequent figures are in
1985 net present values) from divestiture, equivalent to roughly a
quarter of one year's total sales. However, these gains all accrue to
foreigners-domestic consumers actually lose M$590 million.11

* The Malaysian govemment should care, as it comes out about M$1
billion ahead, or roughly enough to pay for one year's federal expen-
ditures on health care.12

* Buyers of MAS stock (foreign and domestic, including employees)
also should care, as they paid a total of M$406 million for shares worth
M$1,037 milion, for a gain of M$631 million, or 155 percent.3 Approx-
imately one-quarter of tfis accrues to foreigners.
* Foreign conmpetitors-primarily Singapore Airlines andThaiInter-
national-should care, because they gain the equivalent of M$169
million.
* Overall, the bulk of the gains (nearly 80 percent) accrue to
foreigners.

These bold assertions will be amplified and qualified below, but first
we note three unique characteristics of the results as a whole:

* Divestiture is sweet (in the sense of Pareto efficient) in that in the
aggregate (that is, looking only at functional groups such as consum-
ers and not at their domestic and foreign breakdown), everybody wins
and nobody loses. The actors listed above are made better off without
anyone else being made worse off.
* That there is a net gain is unsurprising, since our two counterfac-
tuals are responsive to two of the most basic principles of economic
policy: get prices "righter," and invest where the benefits of investing
seem likely to exceed the costs.
* That no functional group loses is surprising but attributable to the
offsetting effects of the two different changes: pricing reform makes
consumers a lot worse off, but they are more than compensated by the
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Table 14-3. Distribution of Gains and Losses from Divestiture, Malaysian
Airline Systems
(millions of ringgit, 1985 present values)

Private Public Gainsfrom
Economic actor operation operation divestiture

Domestic
Consumers 22,269 22,859 -590

Government
Taxes 2,163 1,705 458
Net quasi rents 1,011 834 177
Share sales (less transaction cost) 401 0 401
Debt subsidy or takeover 0 0 0
Others 0 0 0

Total 3,575 2,539 1,036

Shareholders
Diversified 397 0 397
Concentrated 0 0 0
Employees 79 0 79

Total 476 0 476

Miscellaneous
Employees (as inputs) 0 0 0
Competitors 0 0 0
Providers 0 0 0
Citizens 0 0 0

Total domestic 26,320 25,398 922

Foreign
Consumers 19,128 15,932 3,196
Shareholders 155 0 155
Competitors 1,219 1,050 169
Others 0 0 0

Total foreign 20,502 16,982 3,519

Total 46,821 42,380 4,442

Source: Authors' calculations.

expansion of capacity from the investment reform; shareholders, in
contrast, are made a little worse off bythe investmentchange,but they
are more than compensated by the pricing change.

The last observation leads to a general organizing principle in the case
of MAS, understanding the impact of the pricing and investment regimes
independently is quite easy, but their interaction is occasionally opaque.
Accordingly, we proceed by describing the two regimes independently.
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This has the further advantage of informing those who might believe one
of our counterfactual stories, but not the other.

The Identihy Regime

Table 14-4 provides an overview of the next few sections by showing
various values of MAs under each of four different regimes. The left-hand
column assumes that nothing changes as a result of divestiture (the
identity regime), the next two columns display the impact of pricing and
investment changes independently, and the last column gives our basic
story (summarized above) of both investment and pricing changes.

Table 14-4. Regime Comparisons, Malaysian Airline Systems
(millions of ringgit)

Price = Public Public Private Private

Value Investment = Public Private Public Private

VP,
Production 2,649 2,668 3,431 3,526
Financial -2,248 -2,379 -2,382 -2,489

Total 400 289 1,049 1,037

Vsp
Production 30,271 31,806 31,046 31,677
Financial -4,744 -5,285 -4,994 -5,352

Total 25,527 26,521 26,052 26,325

V59
Production 30,271 30,225 30,271 3D,225
Financial -4,828 -4,828 -4,828 -4,828

Total 25,443 25,398 25,443 25,398

Vsp V55
Production 0 1,580 744 1,451
Financial 84 -457 -166 -524

Total 79 1,118 604 922

Distribution
Consumers 0 4,572 -895 2,606
+ Government 1 -70 925 1,036
+ Buyers, etc. -6 -117 643 631
+ Competitors 0 169 0 169
+ World welfare change -5 4,554 673 4,442
= Foreigners -84 3,436 70 3,519
= Domestic welfare change 79 1,118 604 922

Sourc: Authors'calculations.
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The identity regime assumes that the divestiture accomplished noth-
ing and that the divested MAS behaves exactly the same as if it had not
been divested. As such, it serves as the baseline of our analysis. Note only
the following:

* Since nothing material changes as a result of divestiture, the only
world welfare impact is the loss of the transaction costs of executing
the sale, which we estimate at M$5 million.
* Under business as usual, our calculations show the private value
of the firm (Vpp) to be M$379 million, which is equivalent to a per share
value of M$2.38. This is not dramatically above the actual price set for
the initial offering (M$1.8). Given the usual discount for initial public
offerings, the initial share price was not unreasonable for the firm as
it had traditionally been run.
* Although aggregate welfare does not change, its distribution does.
Domestic shareholders who bought at the low initial price would have
gained M$79 million, while (mostly) foreign shareholders who bought
at the higher second-round price of M$4.5 would have lost M$84
million.
* Give-n the losses to foreign shareholders, domestic welfare would
actually have been enhanced under this regime Recall that this is simply
a hypothetical baseline: it is, of course, unlikdy tat foreigners could have
been induced to pay M$45 per share under these conditions.

The Pricing Regime

Recall our basic pricing assumption that international fares are set
exogenously, but domestic fares are adjusted to maintain profitability
within a target band. Under public operation that band is 0 to 15 percent,
but under private operation we conjecture that it would rise to 10 to 25
percent. Under the pure pricing regime (column three in table 14-4),
investment is held constant at the identity level, where significant excess
demand is present. Accordingly, quantities do not respond to the chang-
ing domestic prices; there is only a reduction in unfulfilled demand. The
primary distributional results are as follows:

* As expected, consumers lose substantially (M$895 million) from
the higher prices. Only domestic routes are affected, so domestic
consumers bear virtually all the loss (the small foreign loss of M$70
milLion is from foreigners taking domestic flights).
* As also expected, shareholders and the government gain from the
higher prices (M$643 and M$925 million} respectively).
* Unexpectedly, however, the first two effects do not offset one
another. Under the conditions described (rising prices with fixed
capacity and excess demand), one would have expected a precisely
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offsetting transfer of surplus from consumers to producers. However,
as can be seen, there is a net gain in domestic welfare. Why?
e Part of the explanation is that some of the consumer loss accrues to
foreigners, who are given zero weight in the domestic welfare calcu-
lation. However, foreigners are only a small part of the domestic
market, and, in any event, world welfare also rises.
* The bullc of the explanation comes from a sometimes neglected
reason for gettingprices righter, namely, the welfare costs of rationing.
With excess demand, rationing is required. If this is done by any
mechanism other than willingness to pay, welfare is reduced, as
people whose demand for travel is weaker are accommodated at the
expense of those with stronger demand. In this environment, raising
prices reduces the welfare costs of rationing and creates a net gain for
society.14 Under our assumptions, the resulting net gain in welfare is
M$673 million.1 5

* Competitors are unaffected, as the price changes only affect domes-
tic markets, where there is no competition.

In sum, under the pure pricing regime, divestiture shifts quasi rents
from consumers to producers, but the gains exceed the losses. Recipients
of quasi rents-the government and shareholders-gain more -than con-
sumers lose, but consumers' losses are substantial.

The Investment Regime

The second consequence of divestiture at MAS was relaxation of the
investment constraint. The divested enterprise is hypothesized to invest
so as to meet demand, given prices. The public enterprise, in contrast, is
periodically prohibited from investing by federal fiscal concerns. In a
few years, the constraint is relaxed and the public enterprise catches up
to the divested enterprise, only to start falling behind again thereafter.
That is, public capacity does not diverge continuously from private
capacty, but rather lags during the early part of a five-year cycle, then
catches up fully.

The pure investment regime is somewhat impure in that domestic
prices are not held constant across the public and private stories; rather.
regulatory regimes are held constant. That is, both enterprises are as-
sumed subject to the same 0 to 15 percent band, but this results in
somewhat different price structures because of the different levels of
investment, revenues, and costs. The goal is to see what happens as a
result of relaxing the investment constraint without changing th.e pricing
rules.

Unlike the pure price regime, the investment change affects interna-
tional markets, so we must specify the competitive response of other
carriers. As already noted, the bulk of MAS's intemational revenues are
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from highly imperfect markets, with entry restricted by reciprocal allo-
cation of landing rights. Although there is a continuum of imperfections,
we capture the essence of the structure as a weighted average (40percent
and 60 percent, respectively) of two extreme international markets, one
of which is competitive and the other of which is a cooperative duopoly.
For the competitive sector think of the long haul from Kuala Lumpur to
London. The competition comes from the consumers' alternative of
dropping down to Singapore and taking any carrier they like from there.
On such routes there are no rents accruing to competitors, and there is
no consumer surplus. For the cooperative duopoly, think of mAS's and
Singapore Airlines' sharing of the traffic on the Singapore-Kuala Lum-
pur route. The question then is, If MAS cannot expand on this route, does
Singapore Airlines take up the slack or not? Given the secrecy of the
relevant agreements, we confess to some uncertainty on this issue. Our
assumption, however, is that for relatively short lags of a few years such
as we are positing, the Malaysian government will not agree to an
expansion of slots unless MAS is in a position to maintain its share.
Accordingly, the investment constraint also affects the competitors on
these routes, and the amount of revenue to be shared falls. Rising load
factors take up some of the slack, but the con petition also loses from the
constraint and gains from its removal.

Shown in column two of table 14-4, more important distributional
consequences of such an envirortment are as follows:

- Consumers-both domestic and foreign-prosper because of the
expansion of capacity.
o In contrast, recipients of quasi rents-shareholders and the govern-
ment-are losers, essentially because the allowed average rate of
return on the extra investment is less than the cost of debt to fund it.
* Competitors gain, because additional profits in the duopoly routes
are not offset (as at MAS) by pricing policies in domestic markets.

In sum, expanding investment without changing the pricing regime
is good for consumers, but bad for those who have to foot the bill.

T'he Divestiture Regime

Puffing the two pure regimes together yields the base results described
at the beginning of this section and shown in column four of table 14-4.
The losses to consumers from higher prices are more than offset by the
gains from higher investment levels, and the losses to producers from
higher investment are more than offset by the gains from higher prices.
The two sets of policies interact to produce a cyclical pattem. Only two
additional points require emphasis at tis point. First, domestic consum-
ers still come out behind because they pay the entire bill in terms of
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higher prices, but receive only a portion of the benefits in terms of
expansion of capacity. Second, shareholders are essentially indifferent
between the pure pricing regime and the joint regime, as in either case
they are guaranteed the same high rate of return on their investment and
will pay the same for that return whether at a lower or a higher level of
activity.

Summary and Lessons

The facts of the MAS case, interpreted through the twin lenses of tieory
and judgment, have led us to the following conclusions on the conse-
quences of the MAS version of divestiture:

- Absolutely nothing discernible changed within the enterprise. Re-
sponses to the external environment were unchanged.
. Outside the enterprise, absolutely noffiing changed in the
govemnment's power to intervene in MAS's decisions. What did
change was the way in which the government chose to exercise this
discretion.
* In particular, the government got both investment and prices
"righter" in that economic factors played a larger and political factors
a smaller (although still far from negligible) role in deciding outcomes.
* As a result of the new investment decisions, consumers gained at
the expense of capitalists (the government and private shareholders),
while the change in pricing had the opposite impact. The net impact
was positive for both groups, however. Competitors also gained, so
world welfare increased.
* A considerable portion of the gains leaked to foreign shareholders,
consumers, and competitors, however, so that domestic welfare gains
were only about a fifth of the total.
e In particular, domestic consumers were net losers, as they paid all
the costs of the higher prices but received only a fraction of the benefits
of the expanded investmeA.t

The following hypotheses on divestiture are consistent with the MAS
case but, of course, not proved by it

* Partial financial divestiture is a largely cosmetic exercise, in the
sense that the government's power to intervene is unchanged.
* Partial financial divestiture can nonetheless be beneficial if the
introduction of private shareholders shifts the exercise of government
discretion in the direction of more economically rational decisions.
The fact that these same decisions could have been taken without
divestiture is irrelevant if they would not have been taken.
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* When divesting enterprises with market power, the regulatory
regime is critical. Market power allows consumers to be exploited for
political ends under public operation and for capitalist ends under
private operation. Constraining this exploitation is essential under
both regimes.
* In optimizing the regulatory regime, careful attention must be
given to the leakage of benefits to foreigners.

Notes

This chapter was written by Leroy Jones and Fadil Azim Abbas with Yong-Min
Chen. In addition to those listed at the beginning of this volume, the authors
would like to acknowledge the cooperation received from the following
individuals at Malaysian Airline Systems: Tan Sri Abdul Aziz Rahman (manag-
ing director), Noor Amniruddin Nordin (manager, research and dab), and S.
Supiah (manager, accounts).

1. The material in tis section is based largely on Danker (1981), Malaysian
International Merchant Bankers Berhad (1985), Malaysia, Government of (1989),
and mAs (various years).

2. The most glaring difference is the 1989 tax bump, which was caused by
exhaustion of accumulated investment write-offs. The 1990 rise in nonoperating
returns was caused by a one-time jump in gains on used aircraft sold during the
period.

3. Public profitability in real terms attempts to measure the efficiency rela-
tionship between real inputs and real outputs, as does productivity.

4. The aross-product effect (changing prices on changing quantities) is arbi-
trarilv allocated to the pure effects in proportion to those pure effects.

5. Decisions made from 1981 or 1982 through 1984 or 1985 and affecting fixed
capital formnation from 1983 through 1986.

6. The government's residual 42 percent share would suffice for control of
most corporations with diversified private shareholders, but, to be on the safe
side, there is an additional proviso precluding anyone but the government or its
agent from "holding shares representing more itan 10% of the issued shares or
from exercising more than 10% of the total voting rights" (MAS Articles of
Association, Article 66).

7. The state governments of Sabah and Sarawak held 5 percent each through-
out the period, which made for a government majority when added to the federal
govemrnment's 42 percent In addition, various public enterprises held shares,
which were thus ultimately controlledby the government; for example, for most
of the period Perrnodalan Nasional Berhad held about 8 percent

8. Recal that, among other things, the golden share allowed the govermnent
to 'ppoint six of the eleven directors.

9. As also shown in table 14-2, prices did fall somewhat during the recession,
but this does not affect the productivity index (except insofar as relative price
changes affect the weighting)-

10. This is in part because capital stock changes are dampened when we
calculate profitability by taldng an average of beginning and ending stocks, and
in part because the variable inputs are differenced whereas the fixed inputs are
a ratio.
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11. Gains to foreign consumers include both their gains as intemational
passengers and their losses as domestic passengers. The same holds true for
dornestic consumers.

12. Our estimate of the gain is M$1,036 million; 1985 federal expenditures on
health care totaled M$1,097 million (World Bank 1988, vol. III, table 32, p. 34).

13. Buyers (largely domestic) paid M$1.8 per share for 105 million shares in
fiscal 1986, and mostly foreign buyers paid M$4.5 pershare foranother 63million
shares in fiscal 1987. Discounting to our base year of fiscal 1985 yields M$406
mullion.

14. The standard objection to this line of reasoning is that effective demand is
a function of income, and that giving conmmodities to the poor at the expense of
the rich creates not a loss but a gain. This is valid when taLking about rice, but
we feel comfortable in ignonng it for airline travelers, who are typically, if not
exdusively, well into the top half of the income distribution.

15. Recall our emphasis in chapler 2 on the lmitations of assuming a linear
demand curve. In general, this is acceptable because we are working at the
margin and differencing the results. Here, however, we are not working at the
margin, and a nonlinear demand curve would yield quite different results. If the
real demand curve were concave to the origin, the losses from rationing would
be considerably greater. Accordingly, our estimate of the gains is conservative.



15. Kelang Container Terminal

"They sold the gold mine and kept the coal mine," was how one union
leader described the deal in which the Malaysian government divested
33 percent of the revenues and 56 percent of the profits (revenue and
profits for 1983 from ASEAM Bankers Malaysia Berhad 1984, pp. 28-36),
but only 13 percent of the labor force' in selling the container operations
of Kelang Port Authority (KPA). Kelang is Malaysia's principal port,
serving the capital region. The first distinguishing characteristic of this
case, therefore, is that it is a special case of divestiture by horizontal
dis-integration, in which tue government breaks up a multiproduct
enterpnse prior to sale. This is widely recommended as a means of
fostering competition where some of the product markets are potentially
competitive and thus cdearly belong in the private sector, and others are
not and therefore require public ownership or regulation. This case is
special in that what was sold was not the most competitive activity, but
the most lucrative one. There is, of course, notiing wrong with selling a
gold mine if one gets enough in return. The analytical question then is,
How much did the government receive compared with what it gave up?

In the Kelang Container Terminal (KCT) case, the sale of the gold mine
was considerably more benign than it might have been because it was
kept largely within the family, wit the husband keeping roughly half
and most of the rest going to the wife- That is, a second distinguishing
feature of the KCT case is that only about 10 percent of the shares were
actually sold to the private sector. The remainder went to other public
enterprises, so the govemment only relinquished a small fraction of the
revenues from its "gold mine." This is not necessarily a mere cosmetic
change, because while the governument retains ownership, the way it is
exercised may be quite different than before: indirectly held public
enterprises are often accorded considerably greater autonomy than
those directly controlled. The analytical question here is whether or not
this change in the form of public ownership generates positive efficiency
benefits that exceed the transaction cost and the leakage to private (in
this case foreign) minority owners.

339
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Regardless of the impact on efficiency, distribution among ethnic
groups was affected because the Bumiputra Investmnent Foundation, a
financial intermediary that managed unit trusts for ethnic Malay invest-
ors, ultimately owned the bulk of KCT shares that went to public enter-
prises. The third distinguishing characteristic of the case, therefore, is
that New Economic Policy (NEEP) interests were fostered through an
increased share of container revenues passing through to the
Bumiputra.2 The analytical question here is, How much did the
Bunniputra gain?

A fourth characteristic is that while the sale promoted horizontal
dis-integration, it also fostered vertical integration: the dominant partner
(80 percent) of the dominant buyer (of 51 percent of KCT) is EContans

Nasional Sendirian Berhad, which is the dominant firm in the down-
stream four-firm oligopoly thathandles all container transport out of the
port. The analytical question here is whether or not the resulting linkage
between KCT and Kontans Nasional Sendirian Berhad reduces down-
stream competition.

The final distinguishing characteristic is the unique role of labor. In all
countries, unions are potential losers from divestiture and typically
oppose sale. In the Kelang case the unions became (ex post) supporters
of the divestiture of Kcr and even more ardent advocates of the divesti-
ture of the balance of KPA. The reason is not hard to find: transferred
workers received an immrediate raise of 20 percent, an increment that has
since risen to as much as 50 percent. Spouses of neighbors who were and
were not transferred are not reluctant to point out the differences to their
unionized husbands. Analytically, the question is whether the govern-
ment gained anything from this windfall transfer, either economically in
the form of enhanced motivation and efficiency, or politically in the form
of enhanced labor support for future divestitures (Kelang was the first
Malaysian sale).

Background

The history of KcTrdates back to 1973, when KPA added containerservices
at Port Kelang to its existing port services?3 Under the KPA three units
provided container services: the Container Terminal Department, the
Container Mechanical Engineering Department, and the Container Se-
curity Section. Services induded four major types of operations- dock-
side, dock to container stacking yard, container stacking yard, and
container stacking yard to consignee-as well as a variety of ancillary
services.

Under IPA management, container traffic grew steadily (table 15-1).
Even though service charges for using the container terminal remained
unchanged over the entire predivestiture period, the container terminal
accounted for one-third of KPA's revenues and more than half of its



Table 15-1. Throughlputt, Market Share, atnd Growilt Ratio of Traffic, Kelatng Coitainier Terminal, 1980-89

Category 1980 1981 1982 1983 1984 1985 1986 1987 2988 1989

Port Kelatng tlhroughiput (tttousanids of FT)
Conventional 7,725 7,512 8,021 8,488 8,520 8,296 7,990 8,242 9,714 11,009
Containerized 2,221 2,375 2,523 3,046 3,837 4,166 4,313 4,932 6,154 7,297

Total 9,954 9,887 10,544 11,534 12,357 12,462 12,303 13,174 15,686 18,306

Market share of containers (percentages) 22 24 24 26 31 33 35 37 39 40

Average atntual compoutnd growth rates (percent) 1980-84 1984-86 1986-89 1981-89
Conventional 3.2 -0.6 9.9 4.0
Containerized 11.0 16.9 15.0 14.1

Total 5.0 3.9 10.1 7.0

Soutrce: KCT data.
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profits (ASEAM Bankers Malaysia Berhad 1984, pp. 28-36). In the midst
of this considerable achievement, the Malaysian government decided in
1983 that it would embark on a policy of divestiture. In 1984 it announced
that KCT would be the first unit to be divested under this program. The
decision was attributed to the prime minister himself.

Divestiture

The process of divestiture was long and difficult, lasting more than two
years (November 1983 to March 1986), and can be summarized as
follows;

* KPA incorporated KCT on 30 October 1985 as its wholly owned
subsidiary.
* KPA ten awarded Kca a twenty-one-year license to operate the
container terminal.
* KPA then sold 51 percent of KCT shares to Konnas Terminal Kelang
Sendirian Berhad (KTK) for M$56.9 million. The sale only involved
movable equipment and did not indude the wharves, the container
stacking area, or land,because of the legalcomplexities of transferring
title to such publicly owned properties. KTK was selected from among
six bidders, all of which were joint ventures between Malaysian and
foreign interests. nK was a joint venture of Kontans Nasional Sendir-
ian Berhad (80 perce:nt) and P & 0 Australia (20 percent). P & 0 was
a private company with long experience in container terminal man-
agement as well as in shipping, stevedoring, and cold storage facilities.
Kontans Nasional Sendirian Berhad, a road container transport com-
pany licensed to haul containers to and from Port Kelang and any
point in peninsular Malaysia, was in tum owned by the Bumiputra
Investnent Foundation (82 percent), the Malaysian International
Shipping Corporation (7.5 percent), the National Corporation (7.5
percent)-all government owned and/or controlled enterprises-and
others (3 percent). The sale was effected on 17 March 1986.
* The lease, like the license, was for a period of twenty-one years. It
required KCT to pay KPA an annual rental of M$17 million, with a 10
percent increase every three years. Furthermore, three months after
the sale, KCr had to begin paying 2.5 percent over operating costs for
firefighting and security services provided by KPA. KCT also had to bear
the financial costs of routine maintenance and depreciation of the
leased equipment, and was to make an additional payment of M$150
per container if the annual throughput were to exceed 335,000 twenty-
foot-equivalent containerunits (rEus). Finally, KCTwasresponsible for
making major repairs to the leased facilities and for purchasing new
capital equipment.
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* KCT absorbed all employees of KPA who were directly involved in
operating the terminal. They were afforded terms no less favorable
than those they had enjoyed under KPA; guaranteed employment with
KCT for at least five years (subject to the normal reasons for termina-
tion, such as showing a gross lack of discipline or having reached
retirement age); and assured of enjoying accrued pension benefits
earned while working for KPA. Workers were given the option of
staying with KPA or, if they joined KCT, to continue working at KPA pay
scales. All chose to transfer to KCT on KCCts terms.
* To protect national interests, KPA retained price-setting authori-
ty. In addition, the government amended the Fort Authorities Act
to allow the prime minister to withdraw the use of any port service
in the event of a public emergency or in the interests of public
safety.
* The government originally envisaged that KCr shares would be
sold publicly on the Kuala Lumpur stock exchange. The plan was to
offer 35 percent of the shares to the general public and 5 percent to KCT
employees, with KrK retaining 40 percent and KPA 20 percent As of
1991, this had not been done.

rlnstitutional Characteristics

KPA was a typical public corporation. As an authority it was financially
autonomous and had its own specialized staff. Financial autonomy
meant that itwas empowered and expected to raise funds forits activities
and that it had to pay corporate taxes. Having its own staff meant that it
had the power to hire and fire its staff and that they were not transferable
to other government agences. KPA was primarily responsible to the
Ministry of Transport, with control also exercised by other govenmment
agencies (namely, fte Ministry of Finance, the Economic Plarniing Unit,
and the Selangor State Secretariat) represented on the board of directors
and the management committee. In addition, KPA sought advice and
feedback from several other government agencies, users' associalions,
chambers of commerce and industry, and political parties through its
Port Consultative Committee (KPA 1983, pp. 4-8). hese arrangements
indicate that despibe the legal authority given to >PA under the Port
Authorities Act, its management was very much circunscribed by var-
ious government bodies. How different was KCT?

KCr is legally a private limited company, but it remains public in the
sense that government entities own 90 percent of its equity. A nine-
member board of directors guides KCT in the performance of its func-
tions. Four of these, including the chairman and deputy chairman, are
from Kontans Nasional Sendirian Berhad; one represents P & 0 Australia;
and the ra.zr others represent PA, the Treasury, the Ministry of Transport,
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and the Economic Planning Unit.4 Clearly, KCT remains subject to govern-
ment authority should the governrment choose to exercise it.

In terms of management, since its incorporation KcT's underlying
policy has been asserted to be a compelling desire to operate as a
commercial entity. According to its present chief executive officer, "As
a commercial entity we have .. . to conduct our affairs in a business like
manner and t try and inculcate the same business approach in our
work-force" (nraits Shipper, 5 March 1991b, p. 5).

Kcr's management policy is reflected in the goals it set after taking
over the container terminal, namely, ensuring the effective deployment
of workers and machines; increasing dockside equipment; providing
labor with better working conditions, higher wages, and improved
benefits and incentives and generally treating labor as the most import-
ant factor in the organization; and improving work systems (including
changing and improving operationalprocedlures relating to ship and box
transport), developing direct-user relations, enhancing employees'
skills, and restructuring the organization (Straits Shipper, 5 March 1991b,
p. 5; 18 March 1991c, p. 7).

Perhaps the best testimony to the propriety of KcrT's management
policy is that the enterprise's employee union officials largely concur
with and support the steps management has taken. This is not to say that
they do not have any grievances, but rather that the grievances (wages
should be higher and the government's plan to list KCT on the stock
exchange should be expedited) are separate issues and do not reflect a
rejection of the productivity improvement sought by management
(authors' discussion with union officiaLs, June 1991).

Market Charactenstics

Kcr has a monopoly on container traffic in and out of the capital region.
Competition is provided by conveniwnul cargo at KPA and by container
traffic at Singapore and, within Malaysia, at Pasir Gudang in the south,
Penang in the north, and Kuantan in the east. The magnitude of the
competition from the other ports is indicated by a 1985 estimate that
50,000 TEUs flowed through Singapore to the Kelang service area, or
about 20 percent of that moving trough Kelang itself (ASEAM Bankers
Malaysia Berhad 1984, p. 26).

The extent of competition from conventional cargo is suggested by the
trend in container versus conventional cargo flowing through Port
Kelang. As shown in table 15-1, container traffic averaged 36 percent of
total tonnage cleared through the port from 1980 through 1989. How-
ever, from 1981 to 1989 container traffic grew at more than twice the rate
of conventional cargo (14 percent versus 4 percent a year). The market
share of containers rose from 22 percent in 1980 to 40 percent in 1989.
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What Happened and Why?

Coincident with divestiture in March 1986, KCrs performance improved
markedly. As shown in figure 15-1, public profitability at current market
prices grew at an annual average compound rate of only 1.9 percent from
1981 to 1986, but at a rate of 11.6 percent from 1986 to 1990.5 These
improvements occurred despite unfavorable price movements in both
periods. Taking away these price effects therefore further enhances the
performance story: public profitability at constant market prices grew at
an annual average compound rate of 47 percent in the period before
divestiture and at 17.7 percent after divestiture.

The divestiture of KCT thus correlates with a distinct positive kink in
performance. The question is how much of this relationship is causal.6

To answer this question, we first note that the accounting source of the
kink is in the numerator (public profit) rather than the denominator
(fixed assets). The latter was roughly stable from 1982 to 1987 and then
began to rise significantly, indicating that it did not contribute to the kink
but retarded performance (in the accounting sense) thereafter. It follows

Figure 15-1. Private and Public Profitability, Kelang Container
Terminal, 1981-90
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that improved performance was caused by a rise in profits that first
preceded and then exceeded the increase in the capital stock.

Output

The composition of public profit is given in figure 15-2 at current prices.
Note that performance clearly tracks output, with labor and intermedi-
ate inputs rising far less rapidly than output. This is equally true before
and after divestiture, with the 1983 and 1984 output surges yielding
substantial gains in profits.

It follows that if we can explain output changes, we can explain much
of the performance changes. To what extent was the increased output
due to the endogenous consequences of divestiture and to what extent
to exogenous demand shifts?

PRICE EFFEcrs. How much of the output change was due to changing
prices? Figure 15-3 shows that the answer is a simple, surprising, and
dramatic "none.' The only price change during the entire period was a
decrease in free storage time from seven to five days late in 1986. We

Figure 15-2. Public Profit at Current Market Prices, Kelang Container
Terminal, 1981-90

Thousands of ringgit
140

Year of divestiture - .

Output
120 -

Value
* added

100 _

Public
-= profit

80 -

60 / Intermediate inputs - _

40

20 .
1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Source Authors' calculations from 1KCT data.



Kelang Container Terminal 347

Figre 15-3. Decomposition of Output into Price and Quantity Effects,
Kelang Container Terminal, 1983-90
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translate this into a 28.6 percent increase in the price of storage, which in
tum caused a 3.9 percent increase in the price of total output spread over
1986 and 1987 (on the arbitrary assumption that average storage time was
seven days). Output changes were therefore virtually all on the real side.

ALTERNATIVES. What then caused the real output changes? There are six
relevant possibilities:

* Exogenous increased demand for cargo services
* Exogenous deterioration in services by competitors, which in-
creased Kelang's share of the market
* Actions by KCa to increase the demand for cargo services-actions
that would not have been taken without divestiture
* Actions by KCr to increase the demand for cargo services that
would have been undertaken even without divestiture
* Actions by KCT to increase market share that would not have been
taken without divestiture
* Actions by KCT to increase market share that would have been
undertaken even without divestiture.
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We dismiss the second possibility out of hand: the primary competi-
tors are in Singapore, and the staff we interviewed at KPA were not aware
of any significant changes there. We also dismiss the third and fourth
possibilities on the groundis that transport charges are a small fraction of
the total costs of exports and imports, port charges are a small fraction
of that, and the imnprovements in service quality at Kelang-described
below-were only a fraction of that. Furthermore, some part of any
impact would have happened without divestiture, so any counterfactual
is still smaller. Therefore, as a first approximation, we may assume that
the total flow of cargo into Kelang's service area was unaffected by
divestiture. What then is the relative importance of the first, fifth, and
sixth alternatives?

EXOGENOUS DEMAND sHI-Is. The first possibility is indeed a certainty,
the only question being whether exogenous demand shifts explain ev-
erything. Figure 15 4 examines this by comparing Malaysian real GDP
and container quantity (output) indexes. The results provide surpris-
ingly strong support for the hypothesis that endogenous factors played
a major role. Quantities moving through the terminal before divestiture

Figure 15-4. Output at Kxlang Container Terminal and Gross Domestic
Product, Malaysia, 1981-90
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grew at a rate very close to the real CDP growth rate; thereafter they grew
considerably faster. It is, of course, possible that something discontinu-
ous happened on the demand side to shift the historical relationship, but
we know of no such event. lAWhat might have happened internally?

ENDOGENOUS MARKET SHARE. Many people believed that conditions at
the terminal in the early 1980s were of concern to the consumer. A
Malaysian scholar (Salleh n.d., p. 5 ) writes, "By the early 1980's... there
was mounting concern that if conditions did not improve, Port Kelang
mightbeblacklisted by internationalshippers.' He also notes (p. 3), "The
facility was suffering from excessive congestion. There was continuous
complaint about low productivity, pilferage had reached disturbingly
high levels and security was lax by international standards." According
to a World Bank paper (Levy and Menendez 1989, p. 6), "In the late 70's
and early 80's, the operating efficiency of the container terminal was
rated as poor by the shipping companies, although KPA was able to show
some improvements by the mid SO's."

Concern about the impact of this performance on Malaysian trade
prospects was one of the factors that placed the container terminal at the
head of the divestiture list An impressive analysis of the problems and
a list of proposals to rectify them was one of the factors that led to the
selection of the winning bidder for the terminal. The winner noted that
(Kontans Nasional Sendirian Berhad and P & 0 Australia 1989, pp. 3-5):

Operating systems in respect of receiving and delivery, terminal yard,
ship planning and ship working are inadequate to enable the terminal
to operate at optimum efficiency levels.... Current productivity levels
vithin the terminal are well below the levels achieved at major com-

petitive ports in the re6 ion... . Equipment downtime is high, there is
a lack of pre-planning and co-ortXnation and equipment drivers lack
expertise and motivation.... There is no formalized planned mainte-
nance program.... Equipment downtime is high due to lack of skill
and understanding of the equipment by the drivers.... Inexperience
and certain inefficiencies of third parties have contributed to the low
levels of productivity. The parties concerned include customs, freight
forwarders, consignees, consignors and in some cases inland haulers
and immigration.... There is no evidence of a detailed and well
planned marketing strategy which will attract new business and
retrieve lost cargo to the port.

Management reforms implemented after divestihtre quickly altered
consumers' perceptions. The London-based Trio Consortirum of major
shipping lines annually evaluates container port performance. In 1985,
Port Kelang was eleventh of the fifteen rated ports. Its ranking improved
quickly to seventh in 1986, sixth in 1987, and fourth in 1988, before
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Figure 15-5. Performance at Kelang Container Terminal and Seven Other
East Asian Ports, 1985-89
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dropping back to seventh in 1989 and sixth in 1990 (first two years
reported in Havelka and Havelka 1990, p. 204; subsequent years as
reported by KCGI). Even in the last year, Port Kelang rated higher than
Bremerhaven, Hamburg, Hong Kong, Jeddah, Kaohsiung, Le Havre,
Pusan, Rotterdam, and Southampton.

The basis for these rankings is primarily time, which is money for
capital-intensive shipping companies. One standard measure of time is
crane moves per hour. This indicator is used in figure 15-5 to compare
Kelang's performance with that of some other East Asian ports. Kelang
shows a rapid rise to a plateau of performance comparable with intema-
tional standards by 1987.

In sum, improvements in container operations appear to have contrib-
uted significantly to increased market share for Kelang. This occurred
partly at the expense of conventional cargo at Kelang, and partly at the
expense of both container and conventional cargo handled by competing
ports, principally Singapore.

INVESTMENT AND CAPACITY. Generating additional demand is one
thing; meeting it is another. Figure 15-6 compares actual and project-
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ed throughput with existing and maximum capacity and reveals the
following:

* Inherited capacity (35,000 TEUs) was in excess of both projected and
actual demand through 1988.7 Thereafter, additional investment and
other improvements were required.
* Maximum theoretical capacty (constrained by wharf and yard
size) as estimated in 1984 and 1985 was 500,000 TEus, representing a
level of demand that was projected to be reached in 1992 but was
actually achieved in 1990.8
* A 41 percent expansion of capacity was therefore required to
service 1990 demand, and this was successfully accomplished.

COUNTERFACTUAL OUrPUr. KCTrs output achievements were clearly
impressive. For divestiture analysis, however, the critical question is
how much of this would have been accomplished anyway under contin-
ued KPA operation. KPA, after all, was hardly a static operation and
showed significant improvements during the first half of the 1980s. As
was shown in figure 15-4, output increased substantially from 1982 to

±-igure 15-6. Actual and Projected Capacity and Throughput,
Kelang Container Ternninal, 1981-90
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1984, before being curtailed by the Malaysian recession of 1985-86. There
were also significant gains in handling time from 1981 through 1983.

Accordingly, what we want to incorporate into our counterfactual
scenario is continued gains in output at Kelang in the absence of divest-
iture, but at a slower rate than what actually occurred. How much
slower? There is no defmitive way to choose the counterfactual growth
rate, but for our base run we use KPA's own projected growth rate of
about 10 percent (though from the lower 1986 actual level rater thaLn
the projected level shown later in table 15-2). We further assume that KPA
could liave financed and implemented the investment programs neces-
sary to achieve this expansion, given that it had already ordered a major
expansion.

Turning to output projections, we use the actual 1986-90 growth
rate under KCT operation (17 percent) and continue the 10 percent rate
under KPA operation. A critical choice comes in deciding what to do
after the present capacity limit of 800,000 TEus is achieved. We simply
cap capacity at that level (although we do allow actual output to
exceed rated capacity because of an efficiency increment described
below). However, additional container capacity will have to be built
thereafter. A further major gain from divestiture will accrue if this is
accomplished by an organization whose performance is influenced by
1(CT, if not by KCT itself. Since we do not credit such a gain, our
estimates are conservative.

Inputs

Although output growth was the most important source of improved
profitability at KCT, productivity gains also played a role. This is appar-
ent from figure 15-7, which fi r 1986-90 shows public profit rising more
rapidly than real output (23.7 percent versus 172 percent per year)
because the real quantities of labor and intermediate inputs grew more
slowly (33 percent and 4.9 percent, respectively). (The semilogarithmic
scale of the figure allows us to interpret equal slopes as equal percentage
changes and steeper slopes as faster growth.) The question is whether or
not these changes are causally related to divestiture.

The basic data for our search are set out in table 15-2. It decomposes
all value changes into their price and quantity components. By way of
illustration, consider the bottom triplet for public profit. The bottom line
shows annual changes in the value of surplus, while the two lines above
show how much of each was due to price and quantity changes. With
minor exceptions in 1982 and 1987, the price line is negative, meaning
that on balance prices moved against the enterprise, with input prices
rising more than output prices. Furthermore, in general, small negative
price effects were more than offset by large positive quantity effects. For
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Figure Z5-7. Puiblic Profit at Constant Price, Kelang Container
Terminal, 1981-90

Millions of ringgit (log of)
5.0

Year of divestiture Output

Value
added

45 Public

' / profit

4.0

35 . -

3.0
1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Sonure: Authors' calculations from KCr data.

example, in 1990 nominal surplus grew by M$15.3 million, but this
would have been M$17.8 million had relative price changes not nicked
the company to the tune of M$2.5 million. We now investigate labor and
intermediate inputs in more detail.

LABOR. First consider the wage component of table 15-2:

* Quantities are measured in terms of hours worked, indluding
overtime. This explains the considerable annual variance in quantities
despite a relatively stable work force.
s In marked contrast to other inputs and outputs in a low-inflation
economy, price effects dominate quantity effects.
* Price increases were particularly noticeable after divestiture, with
average total worker compensation rising at an annual compound rate
of 12 percent. Deflating by the consumer price index gives real wage
gains of 10 percent per year.
* In sum, by 1990 workers were paid 78 percent more per hour in
nominal terms (60 percent more in real terms), put in 6 percent more
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Table 15-2. Decomposition of Public Profitability Trend into Price
and Qzantity Effects, Kelang Container Terminal, 1982-90
(base = 1986, millions of ringgit at market prices)

Component 1982 1983 1984 1985 1986 1987 1988 7989 1990

Outpu
Price 0.0 0.0 0.0 0.0 0.8 1.8 0.0 0.0 0.0
Quantity -0.3 10.7 7.4 0.0 -4.7 7.7 15.9 16.7 19.5
Value -03 10.7 7.4 0.0 -3.9 9.5 15.9 16.7 19.5

intermediate inputs
Price -0.2 02 0.1 4.2 -0.2 02 0.9 0.7 OA
Quantity -0.3 0.1 2.4 0.8 1-5 0.6 1.2 0.0 1.3
Value -0.6 02 2.5 05 1.3 0S 2.1 0.7 1.7

Value added
Price 0.2 -0.2 -0.1 0Q2 1.0 1.6 -0.9 -0.7 -OA
Quantity 0.1 10.6 4.9 -0.8 -6.1 7.1 14.7 16.6 182
Value 0.3 10.4 4.8 -0.5 -5.2 8.7 13.8 16.0 17.8

Wages
Price 0.3 03 0.9 1.2 3.0 13 0.9 1.1 221
Quantity -0.5 03 01 -0.3 -0.8 03 0.7 0.8 OA
Value 4.2 0.6 1.0 0.8 2.2 1.5 1.7 1.9 2A

Rentedfactors
Price 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Quantity -0.4 -0.1 0.o 0.0 0.0 0.4 -03 0.0 0.0
Value -0.4 -0.1 0.0 0.0 0.0 0.4 -0.2 0.0 0.0

Opportunity cost of working capital
Price -0.2 0.0 02 -4A -0.2 -0.5 0.1 0.2 0.0
Quantity 0.0 0.1 0.1 0.1 01 0.0 0.0 0.1 0.1
Vralue -0.1 O.0 03 -03 -0.1 -0.5 0.2 03 0.1

Publicprofit
Price 0.1 -0.4 -13 -0.6 -1.9 0.8 -2.1 -2.0 -2.5
Quantity 0.9 10.3 4.8 -0.5 -5.A 6.4 142 15.7 17.8
Value 1.0 9.9 3.5 -1.0 -73 7.2 12.2 13.8 15.3

Sowr= Authors' calculations from KCr data.

hours, and produced 76 percent more in comparison with the end of
the KPA period.

To place the wage increases in perspective, it is useful to compare total
employment costs per worker at the container terminal and at KPA as a
whole. This is done in figure 15-8. Curiously, although temiinalcompen-
sation rates closely matched those of XPA from 1981 through 1983, they
began to diverge substantially not in 1986, but in 1984. We do not know
whether this divergence is due to data errors, some sort of predivestiture
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attempt to gain union support, or some other factor. Nonetheless, the
size and growth rate of the gap are impressive. By 1990, average com-
pensation was 83 percent higher at KcT, roughly corresponding to the
union claim that compensation was twice as high in 1991. Nominal
annual growth rates from 1985 to 1990 were 3.1 percent at KPA compared
with 1Z3 percent at KCT.

Did worker compensation at KCT increase more than at KPA as a result
of heightened worker incentives and productivity, or as a result of
workers being bribed for labor peace by providing a share of increased
rents whose origins were elsewhere? The initial sharp jump in the wage
bill in 1986, combined as it was with a reduction in hours worked and
output, can only be interpreted as a bribe (or a down payment on future
productivity gains). Thereafter, however, there were dramatic produc-
tivity gains. We have already noted the dramatic increases in output per
worker, and will shortly note reductions in repair and maintenance costs
as well. However, it is iuminating te go behind these statistics to take
a brief look at the underlying change in labor relations.

We had a delightful and informative meeting with five union leaders
at KcT, who began by making the following points:

Figure 15-8. Average Totad Conpensation per Worker, Kelang Container
Terminal and Kelang Port Authority, 1981-90
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* Sure, we're making 50 percent more now, but
* We're working twice as hazi, and our pay should be even higher
to reflect that; also,
* Other benefits have decreased (among other things, pension and
housing loan conditions are less favorable, and medical leave has been
curtailed).

In short, the leaders were doing their job as advocates for the
workers they represented. The bottom line, ho wever, was unambigu-
ous. No one seemed eager to cross the fence and go back to work at
KPA for lower wages but less work A symmetrical question to union
leaders on the other side of the fence yielded the same sentiment.
Their big complaint was that they had arbitrarily been denied the
boon granted to their former colleagues. They advocated divestiture
of the rest of the port and had recently advised Thai unions to support
divestiture there.

Asked how the increased productivity was to be explained (beyond
more work for more pay), the KCT union officials offered the following
reasons, in order:

* Much more labor input into decisionmaking
* Improved marketing leading to new business
* A new feeling of belonging, resulting in less loitering and
absenteeism
* Incentive bonuses
* New technology.

KCT management made the same points, with particular emphasis on
worker partidpation and morale, but also emphasized two other points.
The first was work force restructuring. KCT took over only the wharf
personneL It turned some of them into higher-paid administrative work-
ers; higher-paid workers were upgraded to foremen and managers, and
their span of control (number of direct workers per supervisor) was
reduced from fifty-five to twenty; and unskilled workers were trained
and upgraded to mechanics, equipment operators, and so on? The
second point concerned work force flexibility. Workers were now doing
whatever jobs needed doing, rather than only those specific to their job
dassification. Fewer repair and maintenance tasks were being contract-
ed out; instead these were being done by the workers themselves when
bertis were idle.

In sum, it is difficult to argue with KC's in-house assessment (Straits
Shipper 18 March 1991c, p. 15) that, "A new work culture now prevails
in KCT. That is probably the most significant achievement as far as the
impact of privatization at KCT is concerned."
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OTHER INPUTS. Other inputs may be dealt with more briefly, since the
important changes are derived from the labor cnanges above. Figure
15-9, which presents real unit costs,10 reveals the following:

* The costs of energy, working capital, and rentals are relatively
small and exhibit no important changes over the period (except for the
nominalijump in energy costs in 1984 and the real jump in 1987, which
we are unable to explain except as data discrepancies).
* The real action comes in other intermediate inputs, which are
largely repairs and maintenance and administration. There was a
one-timejump in the first year of divestiture due to the costs of setting
up a new administrative infrastructure. In the ensuing four years these
costs were more than halved in real terms, falling at an astounding
annual rate of 18.4 percent. This compares with an annual average rate
of increase of 0.2 percent in the period before divestiture.
* Nominal unit cosLs of labor follow a pattern that is strildngly
similar to that of inter!nediate inputs, although the one-time jump in
1986 is due to price (wage) effects rather than to quantity effects. At

Figure 5-9. Unit Costs at Constant Market Prices, Kelang Container
Terminal, 1981-90
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first blush, the steady decline in the real unit cost of labor is discon-
certing, because it seems to contradict the story of suddenly improved
labor productivity. The explanation, however, is simple. Labor was
diverted from wharf operations to repairs, maintenance, and admin-
istration, so its true contribution to efficiency is measured not just in
its relation to output, but also in terms of its substitution for other
intermediate inputs. As always, partial productivity indicators can be
dangerously misleading if considered independently of other inputs.

This last warning takes us back full circle to the total performance
indicators of figure 15-1, whose explanation we have now completed.

INPUT COUNTERFACTUAL. It remains to specify the input counterfactuals.
In terms of real urnit costs (technical coefficients), we assume that, under
continued KPA operation from 1986 through 1990, labor, energy, rental,
and working capital requirements would not have differed from those
under KCT operation, but that intermediate input requirements would
have held constant at their 1985 level.

In terms of projections beyond 1990, we hold energy, rental, and
working capital coefficients constant at their 1990 level in both regimes;
reflect diminishing returns by letting labor and intermediate inputs
continue to decease at a decreasing rate to zero after five years under
continued KCT operation; let labor coefficients proceed as above with
intermediate coefficients constant at the 1985 level under continued KPA
operation; let wages grow relative to the consumer price index at the
1986-90 rate for KCT and KPA for five years, with KCT dropping to the KPA
rate thereafter; and let relative (to the consumer price index) prices of all
other inputs proceed at their historic rate under both regimes.

What Is It Worth?

Given these assumptions, the welfare impact is sunmarized in table
15-3. Note the following:

* World welfare is enhanced considerably, by a net present value of
M505 miion. Relative to the size of the enterprise, this is the second-
largest improvement among the twelve divestitures examined in this
volume."
* The single largest winner is the government (whose revenue incre-
ments include those of KPA, which is wholly owned by the govern-
ment), which comes out M$357 million ahead. It gives up a profit
stream worth M$378 million in return for a modest sale worth M$57
million and a substantial tax gain (including the lease rental agree-
ment, discussed below) of M$683 million.
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Table 15-3. Distribution of Gains and Lossesfrom Qivestiture,
Kelang Container Terminal
(millions of ringgit)

Prnvate Public Gainsfrom
Economic actor operation operation1 divestiture

Domestic
Consumers 1,539 1,481 58
Goverrunent

Taxes 1,650 967 683
Net quasi rents 135 563 -378
Share sales (less transaction costs) 52 0 52
Debt subsidy or takeover 0 0 0
Other 0 0 0

Total 1,887 1,530 357

Shareholders
Diversified 0 0 0
Concentrated 109 0 109
Employees 0 0 0

Total 109 0 109

Miscellaneous
Employees (as inputs) 66 0 66
Competitors 217 330 -113
Providers 0 0 0
Citizens 0 0 0

Total 284 330 -47

Total domestic 3,818 3,341 477

Foreign
Consumers 770 740 29
Shareholders 27 0 27
Competitors 54 83 -28
Others °0 

Total foreign 851 823 28

Total 4,669 4,164 505

Note: All figures are 1985 present values.
Source Authors' calculations.

* Buyers (domestic and foreign) also do rather nicely, paying M$57
million for a stream worth M$193 million, for a net gain of M$136
million.
* Employees also gain from higher wages, by an amount esfimated
at M$66 million.
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* Consumers also gain fromimproved service,by an estimated M$88
million.
* As usual, there are losers: competitors lose M$141 million. How-
ever, the bulk of this (M$113 million) is incurred by conventional
operations at KPA (and to a much smaller extent by other government-
owned ports). Since this is more than made up for by KPA's share in
the enhanced profits and the lease rental payments, even P;PA comes
out well ahead. As a result, the only net loseis identified are foreign
competitors (principally the Singapore Port Auihority), who lose busi-
ness worth an estimated M$28 million.

In sum, the divestiture of KCT is an unqualified success, whetier from
a domestic or a world welfare perspective.

Sources of Gains

Where did these gains come from? Table 154 answers this question by
showing the impact of each of our major assumptions. It also provides
a first-order sensitivity analysis, which will permit critical readers to
make adjustments where they find particular assumptions overly
conservative or liberal. As an aid to understanding the table, note the
following structural points:

* The right-hand column gives the bottom-line results just reported,
the left-hand column assumes that behavior after divestiture is
unchanged from public operation, and the intervening columns
explain the differences by introducing one major assumption at a
time.
* The change in world welfare is reported in the fifth row from the
bottom. Entries in the first five columns are an identical-5. This means
that none of the assumptions has any aggregate welfare impact, other
than the transaction cost (-5) incurred in the sale Even so, the distri-
bution of welfare can be substantially altered.
* Moving down the table from the world welfare row aLd deducting
net benefits accruing to foreigners yields the domestic welfare change.
This is identical to the difference between the value to society under
private and public operation (Vp - Vsg), whose composition is given
in the middle of the table. Note that the Vg rows are identical across
regimes, because behavior under continued public operation is held
constant.
* The top set of numbers gives the net present value of the stream of
returns to private buyers (VFP) or their maximum willingness to pay.

We now interpret each of the columns in tum, proceeding from left to
right



Table 15-4. Regitmte Comtparisonis, Kelapng Containier Terminal
(millions of .inggit)

Lease retant = Public Private PuJblic Public PUblic Pu(blic Putblic Private
Price = Pblic Public Private Plblic Puiblic Pulblic Public Private

Investrmzenti Public Public Puiblic Private Public Private Public Private
Wages= Public Puiblic Puiblic Piblki Private Public Putblic Private

Outpu(t = Public Pitblic Public Putblic Puiblic Private Public Private
Valute Ititermediates= Ptblic Ptlblic Public Putblic Ptublic Public Private Private

VP?'
Production 412 181 412 412 319 479 554 336
Financial -139 -139 -139 -139 -138 -166 -181 -144

Total 273 43 273 273 161 312 372 193

Vsp

Production 3,520 3,520 3,520 3,520 3,541 3,566 3,709 4,050
Financial -222 -222 -222 -222 -225 -257 -274 -227

To;a] 3,298 3,298 3,298 3,298 3,316 3,309 3,435 3,823

Vsg
Production 3,585 3,585 3,585 3,585 3,585 3,585 3,585 3A585
Financial -244 -244 -244 -244 -244 -244 -244 -244

Total 3,341 3,341 3,341 3,341 3,341 3,341 3,341 3,341

Vsp- vsg
Production -65 -65 -65 -65 -44 -20 124 465
Financial 22 22 22 2! 19 -13 -30 17

Total -48 -48 -48 -48 -30 -37 89 477

(Table contin ues on thefollowing page.)



Table 15-4 (contiinued)
Lease rettial = Puiblic Private Public Ptublic Public Puiblic Pu blic Private

Price = Puiblic Putblic Private Putblic Public Puiblic Putblic Private
Itivestinwiet = Ptublic Puiblic Plibic Private Public Private Puiblic Private

Wages = Puiblic Puiblic Puiblic Public Private Putblic Public Private

Ouitpit = Puiblic Putblic Puiblic Public Puiblic Private Public Private

Value Intermediates = Puiblic Public Puiblic Puiblic Puiblic Puiblic Private Private

Distributioit
Consumers 0 0 0 0 0 52 0 88
Government -221 9 -221 -221 -433 -141 29 357
Buyers 216 -14 216 216 124 256 315 136
Employees 0 0 0 0 304 -88 -150 66
Competitors 0 0 0 0 0 -59 -54 -141
World welfare change -5 -5 -5 -5 -5 19 141 505
Less foreign:

Consumers 0 0 0 0 0 17 0 29
Buyers 43 -3 43 43 25 51 63 27
Competitors 0 0 0 0 0 -12 -11 -28
Equals domestic welfare change -48 3 -48 -48 -30 -37 89 477

Nole: All figures are 1986 present values.
Source: Authors' calculations.
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* Identity regime (column 1). If divestiture produced no behavioral
change but only continued business as usual, then private buyers paid
only M$57 million for a stream worth M$273 mnillion (Vpp), netting
M$216 million in the process. As no real change took place, this all
came about at the expense of the seller, who lost an offsetting M$221
million (including the transaction cost). Because some of the benefits
accrued to foreign buyers, domestic welfare suffered a considerable
decline (Vp - Vg -48).
* Lease rental regime (column 2). A critical provision of the Kelang
divestiture was that Kcrwould pay KPA an annual rental payment plus
a variable payment based on throughput. As shown in the second
column, with no behavioral change this wo ;d have been sufficient to
reduce private willingness to pay to M$43 million, a figure remarkably
close to the M$57 million actually paid. While this near identity is
presumably accidental, it does have an interesting incentive interpre-
tation: to gain an above-normal return, the new management had to
imnprove efficiency. Furthermore, given the dominance of the variable
lease rental over the fixed lease rental (the two were roughly eql!iva-
lent by 1990, but the variable dharge is projected to rise to five times
the fixed by the mid-1990s), a considerable portion of the impact of
increased efficiency is taxed away. It is this provision that explains the
majority of the benefits ultimately accruing to the government, dom-
inating other taxes and the sale price.

Pricing regime (column 3). As with Malaysian Airline Systems
(chapter 14), we build in a higher target profit band for price setting
under private operation. However, unlike at the airline, this has
absolutely no impact on prices or welfare. The reason is that KCT really
is a gold mine, and adequate profit levels are maintained throughout
with no real price increases.

lInvestment regime (column 4). The investment regime also hasno
welfare impact, but ffiis is the result of our assumption that investment
is accommodating. Investment does not rise until output exceeds
existing capacity, so this variable has an impact only in conjunction
with the output assumption discussed below.
* Wage regime (column 5). If wages are raised with no change in
work levels, then workers are better off and owners are worse off by
an equivalent amount, with no net change in welfare. Because the
increased wages are tax deductible, the government (which also incurs
a share of the cost as owner) pays the bulk of the cost.12 If, on the other
hand, workers are somehow impelled to work harder and smarter
without extra wages, then they lose because of the disutility of the
extra effort. This explains the negative entries for employees in the
next two columns. When they realistically work harder for more pay,
the net effect is positive (see the section on "Wages, Effort, and
Welfare" below).
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* Output regime (column 6). One manifestation of enhanced
efficiency is increased speed and convenience for users, resulting in
greater output for KCT, and the first real welfare gain for the country
and the world. Note, however, that this comes at the expense of other
transport modes, with competitors losing after tax and after incremen-
tal investment quasi rents. Therefore, the gain does not result-as one
would think at first-primarily from gains to consumers as such.
Roughly half the gain is listed for convenience as consumer surplus,
but in fact it is distributed between consumers, middlemen, and
producers of tradables (all both foreign and domestic) depending on
the degree of competition in the relevant markets. The other half of the
gain comes from the switch from higher-cost to lower-cost provision
of a given tonnage of service; KCT gains more than competitors lose.
Finally, the bulk of the efficiency gains are offset by the uncompen-
sated disutility of the workers' extra effort
* Intermediate input regime (column 7). Finally, we come to the
largest single source of welfare gain, which follows from the impact
of increased efficiency on unit costs. This also has an output effect,
because there is an increase in capacity utilization 913
* Interaction effects (colurLn 8). The last column gives the impact of
all the changes taken together. These interaction effects are consider-
able, particularly among the output and intermediate input rezimes:
lower unit costs are applied to greater output, and higher capacity
utilization is applied to greater capacity. Furthermore, the p ure distri-
bution effects rearrange the surplus considerably: greater effort is
more than offset by higher wages, and much of the surplus is trans-
ferred to the government by the lease rental provision.

In sum, it is the package of policies that matters. The foregoing
piecemeal breakdown helps us see the forces at work, but one would
never get the efficiency gains witout te wage policy.' 4

Wages, Effort, and Welfare

In previous sections we emphasized that a critical consequence of divest-
iture at Kelang was rising wages and labor productivity. Evaluation of
this change hinges on the answer to the following question: If an em-
ployer doubles wages but makes employees work twice as hard or twice
as smart, how much better off are they? Possible answers include the
following:

e The neighbor's wife: "Six years ago my husband and myneighbor's
husband had the same job and the same wage. Now they still have the
same job description, but her husband earns twice as much, she has
twice as many nice things, and their welfare has doubled."
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* The unionist: "Yes, but don't forget how much harder I have to
work now. My wife may be better off, but I'm worse off from the
increased effort."
* The Vince Lombardi School of Management: "Whaddya mean,
effort makes you worse off? You're better off! Work is ennobling, and
more work is more ennobling. Furthermore, if a new manager (or
coach) introduces reforms that tum losers into winners by motivating
and focusing effort, employees gain satisfaction through increased
self-esteem and pride in their organization."
* The efficient market advocate: "All three effects are valid, but
irrelevant, because through the miracle of the market they net out to
precisely zero. The losses of the husband exactly and precisely balance
the gains of the wife, and the couple's welfare is unchanged.' 5 W1A
know this has to be true, because a smart manager (profit maximizer)
won't pay more than the minimum necessary to induce the extra
effort, and that mIinimum is the amount that just compensates the
worker (and his wife) for that effort."
* The more sophisticated viewer of human nature (this point is
paraphrased-we hope without injustice-from Leibenstein 1978, pp.
26-38): "It is utter balderdash to assume a stable, negative relationship
between utility and effort. You don't need to be a Vince Lombardi to
accept a positive relationship. Most people would be very unhappy
simply sitting on their butts for eight hours a day. Avoidance of
boredom, if not the need to maintain a positive self-image of
productivity, means that, initially, increasing effort actually increases
welfare. Eventually, of course, as workers work harder and harder,
things become so intense that further effort brings pain and not
pleasure. 6 Accordingly, if previously I hadn't been working very
hard, doubling my effort and my wages can actually more than double
my welfare."

We condude that the relationship between effort, welfare, and wages
depends on whether the worker is initially at a low level of effort, where
extra work enhances or at least does not diminish utility, or at a high
level, where extra effort incurs disutility and must be compensated by
higher wages. Where are the KCT workers? Our answer is in two parts.

At the beginning, we argue, they were at a low level of effort. A weak
argument in support of this contention is the widespread assumption
that there is slack in public enterprises in general, and that KPA was no
exception. A strong-make that conclusive-argument is that all the
workers at KPA reportedly would like to move to KcT, and no one at KCT

wants to move back to KPA. This can only mean that the improvement
in wages and job satisfaction together more than compensate for any
disutilityassociated withincreasedeffort. Thatis, for inframarginalunits
the relationship between effort and utility is negative or zero.
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At the end, the workers are operating at a high level of effort. KCT is
trying to make money, and in later negotiations with 'he union the
efficient market argument holds at the margin.

In sum, marginal utility of income equals marginal disutility of effort
at the margin, but exceeds it for inframarginal units. We therefore feel
comfortable that the doubling of wages at Kelang resulted in a real
welfare gain, but by less than the full amount of the wage increase. We
feel uncomfortable specifying precisely how much less. Given that man-
agement likely drove workers to the wall, the offset is likely to be
significant; given the unanimity and intensity of the workers' preference
for the new package, it is unlikely to be very close to the totaL Reflecting
these two judgments, we arbitrarily and illustratively assume that two-
thirds of the wage increase is offset by the decreased utility from in-
creased effort, and that the balance is a real welfare gain.

Summary and Lessons

The facts of the cT case, interpreted through the twin lenses of theory
and judgment, have led us to the following conclusions about the con-
sequences of the KCT version of divestiture:

-* If the government sold a gold mine, then divestiture made it into a
diamond mine. Domestic welfare from the terminal increased by
around 50 percent per year (as measured by the perpetuity equivalent
of the welfare change over sales in the base year) as a result of the
change in behavior.
* This alchemy was accomplished not primarily through extemal
changes in pricing and investment constraints as at Malaysian Airline
Systems, but through internal management changes.
* The most striking manifestation of the intemal changes was in the
use of labor. Succinctly put, workers were given more pay for more
work. Less succinctly, but more accurately, the new management
provided incentives, training, and participative decisionmaking.
Workers responded by working a little longer, a lot harder, and
considerably smarter. The results were not manifest in an accelerated
rate of growth of output per worker, but in lower costs for adminis-
tration and for repairs and maintenance: labor was substituted for
other intermediate inputs, and total productivity growth soared.
* The other major manifestation of improved management was
accelerated output growth, as improved efficiency lowered costs (es-
pecially turnaround time), increasing the quality of service and raising
output. Although the resulting gainswere impressive for KcT, the bulk
of the gains came at the expense of competing transportation modes
(especially conventional operations at KPA), so the welfare impact was
considerably less. Nonetheless, real gains did accrue to both the
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port and its users from the acceleration in switching to lower-cost
containerization.
- Only a small portion of the gains leaked to foreign shareholders,
consumers, and competitors, so that domestic welfare gains were
more than 90 percent of the total. In particular, foreign buyers netted
only about 6 percent of the gains, but their management know-how
made a substantial (although unquantified) contribution to improved
performance. KCT is a clear case of successful use of foreign buyers, in
marked contrast to other divestitures where foreigners captured so
much of the gain that domestic welfare actually declined (see chapter
23 for an elaboration).
* The government itself received the bulk of the gains, not from the
sale price but through three profit-sharingmechanisms. In addition to
the usual corporate tax mechanism, the govermment retained a 49
percent share in the company tirough KPA, and-most important-
imposed a variable (per incremental TEu) lease rental scheme that
captured a substantial share of marginal efficiency gains.
* A unique feature of the KCT divestiture was its impact on labor,
which was induced to work considerably harder but was more than
compensated by incaeased wages. As a result, unions at both KCr and
KPA have become advocates of divestiture, urging the divestiture of
KPA itself and advising a Thai port union to support the saIe of its own
organization.
* Finally, the KCr divestiture came dose to being Pareto-improving
(no losers). Competitors did lose, but the main loser was KPA, whose
losses as a competitor were more than compensated by its gains as a
shareholder and rent collector. The ordy net loser was a foreigner
(Singapore Port Authority), and this by a relatively small amount

The following hypotheses on divestiture are consistent with the KCT
case but are, of course, inot proved by it

* Divestiture can dramatically improve welfare by initiating a shift
toward efficiency-oriented goals and incentives.
* The short-run potential for such gains in welfare (in percentage
terms) is much larger in small organizations, which are unencumbered
by the inertia of large size.
* The divestiture of enterprises withm arket power canbe effectively
controlled by a regulatory regime that sets prices while paying atten-
tion to the public interest

None of this is particularly earthshaking What may be surprising
about the KCT case, however, is that all this was accomplished by a
decidedly partial divestiture in which only 10 percent of the shares were
divested, with the balance going to other public enterprises. Accordingly:



368 Welfnre Consequtences of Selling Public Enterprises

* Partial divestiture need not be merely cosmetic if the introduction
of private shareholders shifts the exercise of govemment discretion in
the direction of more economically rational decisions. The fact that
these same decisions could have been taken without divestiture is
irrelevant if they would not have been taken.

Although an economic case can be made for partial divestiture, the
motivation at KCT was largely political.17 Malaysian society is particu-
larly sensitive to the ethnric distribution of entrepreneurial income, and
partial divestiture kept the bulk of the gains in Bumiputra hands. Thus,
partial sale can be an essential element of divestiture strategy where
political consensus building requires that the bulk of the benefits accrue
to nationals or to some subset thereof.

In sum, the KCr model of divestiture is one to be emulated and
deserves the attention of proponents and opponents alike.

Notes

This chapter was written by Leroy Jones and Fadil Azim Abbas. In addition to
those acknowledged at the beginning of this volume, the authors would like to
thank the following individuals for superb cooperation at the enterprise level:
Abdul Samad Mohamed (chief executive officer, KCr), Gan Chong Kiat (assistant
general manager, KPA), Mohamed Abdul Harnid (company secretary, ICPA), Tan
Chin Koon (chief accountant, KPA), S. C. Wong (senior accountant, KPA), and KI
Taib Hashim (Admirnistration Department, ICPA).

1. Of a 1985 KPAworkforce of 6,227, 797were transferred to Kelang Container
Terminal according to lCPA, but according to the terminal itself this figure was
801.

2. The New Economic Policywasa fundamental elementof Malaysianpolicy
designed to increase the participation of ethnic Malays in all spheres of national
activity (see chapter 13 for details).

3. The background to, and mechanics of, the Kcr divestiture are well de-
scribed elsewhere, and we provide only an overview. For further details see
Leeds (1989), Levy and Menendez (1989), Havelka and Havelka (1990, pp.
196-209), and Salleh (n.d.). This section also draws on ASEAM Bankers Malaysia
Berhad (1984).

4. The current board does not include Kcr's chief executive officer. This was
not thecase in the first yearof its operations (1986). At that time,its chief executive
officer, who was from P & O Australia, sat on the board. The following year
another P & 0 Australia staff member took over as chief executive officer butwas
not invited to the board. However, the former chief executive officer continued
to be a board member. Since then KcT's chief executive officers have not been
board members.

5. Public profitability here is measured by total return to fixed factors (quasi
rents) divided by the assets that generated those returns (land plus fixed operat-
ing assets). See chapter 2 for a more detailed explanation.

6. Since only a portion of the port was sold, it is necessary to decompose
predivestiture accounts so as to extract the container cornponent. Fortunately,
KPA accounts allow this to be done in a reasonable way. Separable costs and
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revenues are readily identifiable, and the potential errors in allocating joint costs
are small enough not to materially affect our conclusions.

7. Inherited capacity was constrained by yard capacity. Berth capacity was
increased to 420,W00 TEus in 1987 or 1988 by a fifth crane already ordered by KPA
prior to divestiture.

8. Subsequently, KCr found it feasible to add a fourth wharf and associated
equipment, bringing maximum capacity to 750,000 to 800,000 Thus. This project
was under way in 1991 (Straits Shipper, 18 March 1991a, p. 11).

9. This upgrading of skills presumably explains the gap between our finding
that average compensation went up 83 percent and the common interview
assertion that compensation (for the same job) rose 50 percent

10. Since outputpricesdonotchange significantly, average variablecostsare
almost identical to nominal unit costs in the KC1 case, and we save trees by not
displaying both.

11. The perpetuity equivalent of the change in welfare divided by sales in the
base year is 53 percent. The only larger relative improvement in our sample was
that for CHILGENER (chapter 9), an electricity generation plant in Chile.

12. Evidence for this assertion does not follow from the levels of benefits
flowing to the governmentand buyers (M$29 million versus M$315 million), but
from the changes from column 1 (+M$250 million for the government, but only
+M$99 million for the buyers). This should be bome in mnind when interpreting
similar statements.

13. There is, however, no corresponding increase in consumer surplus be-
cause our model rather arbitrarily forces all consurner surplus into the output
category where quality of service is located.

14. For this reason in chapter 18, for comparison purposes, we report the
output and intermediate gains incorporating a proportionate share of the wage
increment.

15. The husband must be a net loser (disutility of effort exceeds utility of
becoming a winner), because otherwise an employer would not have to pay him
any more to exert the effort.

16. Graphically, then, the total utility of effort first rises and then falls. The
law of diminishing returns operates in the usual fashion to ensure that the extra
utity of extra effort first increases at a decreasing rate and then decrLases at an
increasing rate. Leibenstein further assumes a "flat top,' representing a range of
effort over which workers are indifferent. Although it is not critical to our
argument, the commonserse explanation for such an area is that it allows good
managers (or coaches, or generals, or chairmen) to improve performance by
better motivating workers, and without pay increases.

17. The economic case can be based on maximizing government returns by
firstestablishing a marketvalue for the enterprisebypartial sale, and thenselling
the balance at a higher price.



16. Sports Toto Malaysia

Opium, alcohol, tobacco, and gambling are some of the products tradi-
tionally chosen as revenue monopolies because they are good places to
raise money for government coffers.1 They are good for this purpose for
two distinct reasons. First, as commodities they are not "goods" but
"bads," so that raising the price does not necessarily decrease consumer
welfare, and may actually enhance it. Second, and less intuitively, the
best place to raise a given amount of revenue with minimum welfare loss
is in markets where demand is unresponsive to price (tiis is what gives
rise to the inverse elasticity rule, or Ramsey pricing; see any standard
public finance text). These economic characteristics of the output market
constitute the first distinguishing characteristic of Sports Toto Malaysia
Berhad, a Malaysian enterprise that provides a variety of numbers
wagering opportunities. As a result, our quantitative focus in this case
will be on the impact of divestiture on govemment revenues, with
consumer surplus of, at best, tertiary importance.

On the institutional side, Sports Toto is also unique because it is the
only case of complete divestiture among our Malaysian cases. En each of
the other cases the govenmaent retained substantial shareholdings, di-
rectly or indirectly. The interesting question is whether ornot 100 percent
divestiture led to more dramatic behavioral change than in the other
cases.

The divested enterprise is so private, in fact, that absolutely no data
are available oiler than those required for any publicly listed company.
The managing director maintains that no further information is pro-
vided even to the parent holding company, because any leakage would
compromise Sports Toto's competitive position. Be that as it may, the
shortage of facts meant that we could not conduct a full case study.
Nonetheless, the case's unique features make it important enough that
we will present it, but in a more limited way than the other cases.
Fortunately, this is less constraining than it might appear, because the
focus is on government revenue-whidch we do have data on-and not

371
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on prcing, efficiency, or consumer surplus, where we are in empirical
darkness. In any event, the third distinguishing characteristic of this case
is that it is a mini-case.

The fourth and final feature of the case has to do with its distributional
impact As far as consumers are concerned, out of ignorance we shall
have little to say. In terms of the buyers, however, although. a majority
of the shares were initially sold to a Bumiputra firm, resale left the
majority of the company's shares (57 percent according to Sports Toto's
1989 annual report) in the hands of the Beijaya Corporation, an enter-
prise in which Bumiputra held a minority stake.

Background

History

Sports Toto was incorporated as a government-owned enterprise in 1969
with the objective of generating funds for sports development in Malay-
sia by selling numbers betting tickets. Ten percent of the before-tax
profits were to be chan-neled to the National Sports Council through the
Ministry of Finance. In addition, although this was not announced
officially, it was generally understood that the creation of Sports Toto
was designed to curb the incidence of illegal gambling and the crime
associated with it.

Institutional Characteristics

Sports Toto was incorporated as a private limited company, and from
its inception it largely operated as such, even when fully owned by the
government. It geared itself toward making profits, and its employees,
of which there were about 400 in 1985, were not part of the civil service.
The government exercised its influence by appointing the board of
directors, who were usually senior treasury officials. Their main concer
was to see that the enterprise stayed within the framework of its objec-
tives and that it paid due regard to broader government policies and to
the public interest in general. This watchdog role was, however, coupled
with that of a facilitator for the enterprise's dealings with the government
bureaucracy, especially the treasury. The enterprise's day-to-day opera-
tions were left very much in the hands of the management team and staff.

Sports Toto seems to have played down its connections with the
government, at least publicly. For its part the government likewise
avoided publicizing its ownership of the enterprise, because of political
and religious sensitivities concerning gambling in Malaysia. Most of the
electorate are Muslims, and a considerable proportion of them are
against gambling.
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Market Characteristics

Malaysia's legal gambling market consists of Sports Toto numbers
games, other three- and four-digit numbers games, lotteries and sweep-
stakes, betting on horse races, and casino gambling at Genting Casino.
The first three cater to the ordinary gambler, while the last two are
directed toa more selectclientele. SportsToto is thus in close competition
with the operators of three- and four-digit betting games and lotteries
and in more distant competition with the other legal, as well as illegal,
forms of gambling. The size of the overall market and relative market
shares will be considered in more detail later in this study.

Divestiture

No documents are available to explain the government's specific reasons
for selling off its shares in Sports Toto. Nevertheless, it is useful to
examine how Sports Toto fit into the overall goals of divestiture as
explained in chapter 13.

Clearly the divestiture of Sports Toto was not geared toward the first
objective, that of relieving the governrment's financial and administrative
burden, because the company was financially and administratively au-
tonomous, and was profitable to boot. Nor was divestiture aimed at the
second objective (facilitating economic growth), given the nature of
Sports Toto's business. Thus, the divestiture was probably meant to
achieve the other three objectives, namely, improving efficienry and
productivity, reducing the size and presence of the public sector in the
economy, and increasing the Bumiputra share of corporate equity.

It is also possible tat Sports Toto's divestiture was linked to the
govenmuent's (unwritten) policy of disassociating itself from legalized
gambling. It began this process in the late 1970s, when Malaysian
Muslims were banned from entering Genting Casino (Malaysia's only
casino), and since 1991 has taken the form of dissolving the Social
Welfare Lotteries Board.

The divestiture of Sports Toto was carried out through direct negoti-
ations between B&B Enterprise (a private Bumiputra-owned firm) and a
treasury-led govemment working committee following a bid by the
former. The govenment did not call for competitive bids.

By 2 May 1985 the two parties had reached agreement on the terms
and conditions of the sale of Sports Toto. The agreement was effected on
1 August 1985 and had the following features:

vThe govemment sold 70 percent of its equity share in Sports Toto
to B&B for M$28 million (for a price-earnings ratio of 3.1). During this
period the exchange rate was about M$2.3 per U.S. doUlar.
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* B&B resold 10 percent of the Sports Toto shares to Melewar Corpo-
ration and retained 60 percent.
* The treasury issued a betting license to Sports Toto, to be renewed
annually.
* If the betting license were not renewed every year for the first ten
years following the sale, tlhe government would repurchase Sports
Toto at total cost less 5 percent for each year short of the ten years.
* Sports Toto was to pay an annual royalty of 3 percent of its gross
sales to the government.
* Sports Toto was to pay the National Sports Council 10 percent of
its pretax profits or M$5 million (whichever was higher) annually; this
was a continuation of predivestiture practice.
* A redeemable special share was to be issued to the government,
giving it the power to ensure that the company's major decisions were
consistent with goveemment policies; to approve or disapprove any
substantial takeover, asset disposal, amalgamation, or merger; and to
appoint three company directors.
* The same employment terms were to remain in effect as before
divestiture.

Once in control of Sports Toto, the new owners streamlined its oper-
ations. In 1987 they sold 5.251 million ordinary shares to the public. The
par value of each share was M$1, but the sale price was fixed at M$2. ihe
offer received a tremendous public response, attracting bids of about
M$666 million-that is, it was oversubscribed by about eighty-eight
times. It is not only public enterprises that underprice their new issues!

Sports Toto was listed on the Kuala Lumpur stockexchange on 29 July
1987, and during the first six months its shares traded in a range from
M$5.50 to M$11.50. In November 1987 Berjaya Corp. acquired a majority
interest. Finally, in 1988 the government sold its remaining shares
through a private placement to Raleigh Berhad for M$85 million (for a

Table 16-1. Shareholders in Sports Toto M-alaysia
(percentages of total)

Before listing After listing
After on stock on stock After

Shareholder ptvatization exchange exchange second sale

B&B Enterprise 7.0 60.0 45.0 45.0
Malaysia govremment 30.0 30.0 30.0 0.0
Raleigh Berhad 0.0 0.0 0.0 30.0
Berjaya Corp. 0.0 0.0 0.0 52.0
Others 0.0 10.0 25.0 18.0

Source: Malaysia, Govenunent of (1989, p. 23), modified to include Berjaya Corp.
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price-earnings ratio of 9.9, and net assets per share of M$1.61). Table 16-1
summnarizes the changes in Sports Toto's ownership structure.

What Happened?

Welfare change can be decomposed into the impacts on profit and on
consumer surplus. In the case of Sports Toto, the former effect is as clear
as crystal, while the latter is as clear as the nature of God. We discuss the
two effects in tum.

Profit Changes

SALES AND PROFrIS Table 16-2 and figure 16-1 present the trends in sales
and public profits.2 From 1985 to 1989:

* Nominal sales nearly tripled, while public profits nearly quadrupled.
* As inflation was moderate durng this period, real increases were
nearly as impressive, with sales up 2.7 times and public profits up 3a7 times.
* Profits rose not only because of the increase in sales volume, but
also because of an increase in the spread of profits: from 1978 to 1985
profits ranged from 17 to 25 percent of sales; in 1988 and 1989 they
were 29 and 30 percent, respectively.
* How much of the improvement was caused by price effects and
how much by quantity effects is unknown because of data limitations.
On the basis of these results, divestiture clearly correlates with a
dramatic surge in activity.

FISCAL FLOWS. The govermnent's share of the increased profits is even
more impressive, as shown in table 16-3 and figure 16-2. The gov-
ernment's fiscal flow from Sports Toto's operations consists of:

* Sports betting duty, which is an indirect tax on gambling
* Income tax oncorporateprofits (winners do nothave topayincome
tax on their winnings)
* Annual contributions to the National Sports Council of 10 percent
of before-tax profits or M$5 million, whichever is greater3
* The govemment's share of dividends
* A11 unclaimed prizes, which are estimated at 1 percent of sales4

* Income taxes on the private share of dividends
* Royalties of 3 percent of sales.

The first five categories existed prior to divestiture (the contribution to
the National Sports Council was added only in 1983), the sixth was an
automatic (although often neglected) accompaniment to divestiture, and
the last was added as a condition of sale. As shown in figure 16-2, the



Table 16-2. Production antid Distribution Accounts, Sports Toto Malaysia, Fiscal 1978-89
(millions of ringgit)

Category 1978 1979 1980 1981 1982 1983 1984 1985 1986 1988 1989

Nominal
Sales (at market price) 26.1 28.2 38.9 51.5 63.0 75.5 86.8 76.0 94.6 186.1 214.5

- Betting duty 2.6 2.8 3.9 5.2 6.3 7.5 8.7 7.6 9.5 18.6 21.4
- Other expenses 21.3 23.4 29.9 39.2 48.5 57.1 65.1 59.6 75.4 132.2 150.2

= Operating profit 2.2 2.0 5.0 7.2 8.2 10.9 13.0 8.8 9.8 354 42.8
+ Interest/dividends 1.0 1.3 1.9 2.1 2.6 2.6 3.0 2.0 1.0 2.3 4.0

+ Miscellaneous nonoperating costs 0.0 0.0 0.0 0.0 0.0 0.4 0.3 -0.8 0.0 0.0 5.1
- Taxes

Income tax 1.5 1.6 3.4 4.3 5.1 3.9 5.7 2.3 3.9 13.4 15.9
Royalty 0.0 0.0 0.0 0.0 0.0 0.0 0.0 1.0 2.8 5.6 6.4
Sports Council 0.0 0.0 0.0 0.0 0.0 5.0 3.5 4.8 0.8 3.2 4.1

= Private profit 1.7 1.7 3.6 4.9 5.7 4.9 7.0 1.9 3.2 15.5 25.5
- Dividends 0.0 0.0 0.0 0.0 0.0 0.0 0.0 36.2 2.4 4.1 17.6

= Retained earnings 1.7 1.7 3.6 4.9 5.7 4.9 7.0 -34.3 0.8 11.4 7.9

Memoranda
Public profit 4.8 4.8 8.9 12.3 14.5 18.4 21.7 16.4 19.3 54.0 64.3

As a percentage of sales 0.18 0.17 0.23 0.24 0.23 0.24 0.25 0.22 0.20 0.29 0.30

Real (caistant 1980 prices)
Public profit 5.6 5.2 8.9 11.2 12.5 15.3 17.3 13.1 15.2 42.3 48.9
Sales (at mnarket prices) 30.7 30.5 38.9 47.0 54.3 62.7 69A4 60.6 74.9 194.5 163.3

Note: Fiscal 1988 was an interim fiscal year encompassing all of 1987 plus the first four months of 1988. The figures reported here are on an annualized
twelve-month basis.

Source: Authors' calculations from Sports Toto data.
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Figure 16-1. Sales and Public Profit, Sports Toto Malaysia, Fiscal 1978-89
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Sourm- Authors' calculations from Sports Toto data.

bulk of the fiscal flow comes from corporate and indirect taxes on
operations (68 percent in 1989), with special levies contributing 19 per-
cent, and dividends and taxes thereon only 13 percent.

The sum of these flows to the government was 3.3 times larger in real
terms in 1989 than in 1985. To be sure, this is less than the overall increase
in either revenues or public profits, but in the meantime the govemment
had relinquished all equity in the enterprise. It sold the first 70 percent
of its holding in 1985 for M$28 miion and the remaining 30 percent in
1988 for M$88 million. Thus, after selling 100 percent of the enterprise,
the government was still garering 35 percent of the quasi rents. As a
share of sales, the government's deallooksevenbetter. beforedivestiture
16 to 22 percent of sales flowed into the treasury; after divestiture (in
1989, the only year in which there was zero government equity) the
treasury was getting 26 percent.

To evaluate this arrangement fully we must, of course, take into
account the counterfactual and projections. As a rough and ready guide
to a preliminary judgment, however, consider how the owner of a
private firm might react to the following offer we'll take over your
company, allowing you to retire or devote your energies to other entre-
preneurial activities; in return, we'll pay you five times your current
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Figure 16-2. Fiscal Flows at Constant Market Prices, Sports Toto Malaysia,
Fiscal 1978-89
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annual return from the firm and ensure that you continue to receive an
increased share of a greatly increased annual sales volume. The govem-
ment seems to have done very well for itself.

FINANCIAL RESTRUCTURING. The government does even better when we
take into account the .inancial restructuring done prior to divestiture.
Such restructuring is quite common intemationally. What was unique
at Sports Toto was that the government restfucftued the enterprise by
taking money out of it rather than by pouring money in. In 1985, prior
to divestiture,SportsToto paid a special dividend of M$35.5 million. This
payment is, of course, not directly attributable to divestiture, because it
represented retained earnings accumulated under public operation. ft is
nonetheless noteworthy in that it is one of the few such negative re; truc-
turings we know of.

Consumer Surplus Changes

The question with regardto consumer surpluschanges is whether profits
rose:



Table 16-3. Fiscal Flows, Sports Toao Malaysia, Fiscal 1978-89
(millions of ringgit, except where otherwise noted)

Ceeatgy 1978 1979 1980 1981 1982 1983 1984 1985 1986 7988 1989

Nominal
Betting duty 2.6 2.8 3.9 5.2 6.3 7.5 8.7 7.6 9.5 18.6 21.4
Income tax 1.5 1.6 3.4 4.3 5.1 3.9 5.7 2.3 3.9 13.4 15.9
Uncollected prizes 23 0.3 0.4 0.5 0.6 0.8 0.9 0.8 0.9 1.9 2.1
RoyLaties 0.0 0.0 0.0 0.0 0.0 0.0 0.0 1.0 2.8 5.6 6.4
Sports Council 0.0 0.0 0.0 0.0 0.0 5.0 3.5 4.8 0.8 3.2 4.1
Dividends

Public share 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.2 0.7 1.2 0.0
Private tax 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.2 0.7 1.6 7.0

Total 4.3 4.7 7.6 10.0 12.0 17.2 18.8 16.8 19.3 45.4 57.1

Memoranda: Fiscalfilros
As percentage of putblic profit 0.91 0.98 0.85 0.81 0.83 0.94 0.87 1.03 1.00 0.84 0.89
As percentage of sales 0.17 0.17 0.20 0.19 0.19 0.23 0.22 0.22 0.20 0.24 0.27

Real (2980 prices)
Betting duty 3.1 3.1 3.9 4.7 5.4 6.3 6.9 6.1 7.5 14.6 16.3
Income tax 1.7 1.7 3.4 3.9 4.4 3.3 4.6 1.8 3.1 10.5 12.1
Uncollected prizes 0.3 0.3 0.4 0.5 0.5 0.6 0.7 0.6 0.7 1.5 1.6
Royalties 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.8 2.2 4.4 4.9
Sports CoU .cil 0.0 0.0 0.0 0.0 0.0 4.2 2.8 3.8 0.6 2.5 3.1
Dividends

Public share 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.2 0.6 1.0 0.0
Private tax 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.1 0.5 1.3 5.3

Total 5.1 5.1 7.6 9.1 10.4 14.3 15.0 13.4 15.3 35.6 43.5

Note: Fiscal 1988 was an interim fiscal year encompassing all of 1987 plus the first four months of 1988. The figures reported here are on an annualizedi
twelve-month basis.

Source: Authors' calculations from Sports Toto data.
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* At consumers' expense through higher prices
* At competitors' expense through increased market share
* At no one's expense through more efficient production
* At other industries' expense through demand shifts inducx i ,y
advertising, or
* Some combination of the above.

In a full case study we would be obliged to answer these questions, but
this is a mini-case study precisely because we cannot. The reasons for
our ignorance are nonetheless important for evaluating how much we
are losing as a result.

DATA LMITATiONS. Sports Toto staff would reveal nothing about the
company's cost structure. Accordingly, we can say nothing about
changes in the cost efficiency of production. This is not too serious an
omission, as even the managing director does not claim great gains here.

Much more serious, we have no information about the company's
revenue structure, which here indudes the payout rate. That is, a cus-
tomer who pays one dollar for a ticket in a random lottery that pays out
60 percent of its revenues as prizes is paying forty cents for the trill of
the game (or, equivalently, one dollar in return for 60 cents and the thrill
of the game). Matters become more complicated with numbers games
and sports betting, but at a minmum we need to know the revenue
structure and the payout rate by game. Without a time series of these
data we can say little about whether or not consumers were being
exploited.

One can argue that because Sports Toto has a small share of the formal
gambling market and an even smaller share of the total market, compet-
itive theory te us that the potential for consumer exploitation is low.
This conrdusion, however, assumes perfect consumer information. Did
consumers switch to Sports Toto from its competitors because Sports
Toto offered a better product for the price (to the extent that they
switched from other gambling rather than from general consumption)?
Or did they switch because television advertisements convinced them to
switch to an inferior product? Or was it really inferior if they thought it
was superior and decided to switch? This brings us to the interpretation
of advertising-induced change.

ADVERTISING. Even if we did have all the above data we would still be in
a quandary, because Sports Toto staff plausibly claim that the major
reason for their success was improved marketing: introducing new
games, expanding the quantity and quality of advertising, and adding
flashy outlets. The problem is that economists do not really know how
to interpret welfare changes accompanying endogenous demand shifts
caused by marketing (on the economics of advertising see Dixit and
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Norman 1978, pp. 1-l 7). If someone on television convinces you to spend
your money on one product rather than another, are you better off? Or
are you merely gettingthesame amountof utility ina different way, with
advertising expenditures a deadweight loss? This is a deep question that
we will not even attempt to answer, as we do not have the requisite
numbers in the first place.

CONSUMER SOVEREIGNTY. Assume that we had complete data and an
analytical framework that showed a change in consumer surplus; then
we would still have the problem of deciding whether the change was
good or bad. Is more gambling good? Those who respect consumer
sovereignty would argue in the affirmative. Those arguing in the nega-
tive would not be confined to moral or religious fundamentalists, but
would include those appealing to the negative externalities allegedly
accompanying gambling, including family disintegration, increased
crime, and time lost from work. Even if one accepts these latter concerns,
one would have to know what the true opportunity cost was. Does more
gambling mean less money for the children or less alcohol consumed (a
question posed by Mary Shirley)?

CONCLUSION. In sum, we don't know very much here. We wiU therefore
have to conclude that what we do not know cannot hurt us, as we could
not, in any event, place an unambiguous interpretation on the results.
Either way, we will conclude by ignonng consumer surplus in the
balance of the chapter and focusing on the fiscal impact. Even if this is
not the whole story, it is a major part of it.

Why Did It Happen?

Did divestiture cause the impressive gains of 1988 and 1989, or would
they have happened anyway under continued public ownership? The
quantitative record can be read in two quite different ways, depending
on how one interprets the dip in sales in 1985 and 1986 (figure 16-1).

The first way to read the record is to say that divestiture took place in
May 1985, but it takes a while for new management to have an impact,
so the predivestiture period should be taken as 1978 through 1985 and
the postdivestiture period as 1986 through 1989. During the former
period, nominal annual sales growth averaged only 16 percent, com-
pared with 41 percent in the latter (table 16-4). Even from the parochial
view of the government, the fiscal flow grew 51 percent per year after
divestiture compared with only 22 percent before. Divestiture accom-
plished dramatic changes: the growth rate of sales, public profit, and
fiscal flows all considerably more than doubled.

The second way to look at the record is to argue that, although
divestiture occurred in May 1985, its announcement in 1984 disillu-
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Table 164 .Average Annual Compound Growth) ?tes, Sports Toto
Malaysia, Fiscal 1978-89
(percentage)

Real Nominal
Public Fiscal Public Fiscal

Period Revenue profit flow Revenue profit flowv

For divestiture
1978-85 0.10 0.13 0.15 0.16 0.19 0.21
1985-89 0.39 0.55 0.48 0.41 0.58 0.50

Against divestiture
1979-84 0.18 0.27 0.24 0.25 0.35 0.32
1964-89 0.24 0.30 0.30 0.25 0.31 0.32

Stronglyfor divestiture
1984-86 0.16 0.18 0.20 0.24 0.26 0.28
1986-89 0.48 0.79 0.69 0.51 0.83 0.72

Source: Authors' calculations from Sports Toto data.

sioned a lame-duck management, causing a fall in 1985 output, which
then must be attributed to divestiture. Thus the pre- and postdivestiture
periods are 1979 to 1984, and 1985 to 1989, respectively (one has to argua
that 1978 is somehow atypical). During the former period, nominal
annual sales growth averaged 25 percent, exactly the same as in the latter.
Even from the parochial view of the govement, the growth in the fiscal
flow was identical inboth periods at 32 percent Divestiture thus accom-
plished notiing; growth was equally rapid under both public and pri-
vate management.

We are, of course, exaggerating a bit to emphasize the point that not
all the growth since divestiture can be attributed to divestiture: growth
was rapid prior to divestiture, and 1985 and 1986 are in some way
atypical. The balance of this section attempts to determine how much of
the change was due to divestiture itself, considering quantitative and
qualitative information in turn.

First, however, note tat the right-hand side hypothesis above (no
divestiture effect) posits a negative announcement effect. This is in
marked contrast to the conventional wisdom, best articulated with re-
spect to the U.K experience. There it was widely argued that the an-
nouncement of divestiture had a positive impact, as managers either
strove to impress the new owners and thereby keep their jobs, or tried
to enhance earnings in their role as actual or potential shareholders. It is
difficult to disentangle this effect from the simultaneous impact of other
policy reforms that enhanced the macroeconomic environment.

Be that as it may, some positive announcement effect certainly seems
plausible in the U.K case. Why might the Malaysian case, or at least the
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Sports Toto case, be different? The answer might lie in the institutional
nature of the divestiture transactions. The U.K divestitures were largely
sales to diversified shareholders, meaning that postdivestiture owner-
ship would be divorced from control.5 Sports Toto was completely
different, with a controlling interest sold via private placement to a single
private entity (recall that listing on the stock exchange did not follow
until 1987). In the former environment it might well be reasonable for
public managers to hope to be retained, while in the latter such an
expectation would be foolish. That, at least, is the hypothesis to be
explored.

Quantitative Evidence on Causation

As the quantitative record is sparse, our quantitative explorations will
be brief. Only two explanatory variables are taken into account inflation
and the impact of the macroeconomic growth rate on dermand. These are
explored at both the enterprise and the industry level.

THE ENTERPRISE LEVEL The role of inflation is straightforward. Mnflation
was more rapid before divestiture, so moving to constant prices means
taldng more away from the public growth rate than from the private,
thereby enhancing the latter relative to the former. As shown on the
left-hand side of table 16-4, in real terms even the least favorable com-
parison (1979-84 versus 1984-89) shows a 6 percent advantage to private
operation (24 percent versus 18 percent in sales, and 30 percent versus
24 percent in fiscal flows). In the more favorable comparisons (using 1985
or 1986 as the break point) real growth rates are three to four times as
high after divestiture.

The relationship between real macroeconomic growth and sales is
somewhat more complicated. A variety of regressions with and without
a selectiorL of divestiture dumrnies add little to the visual impression of
figure 16-3 (table 16-5 presents the data). The data are consistent with the
following story:

* During the public period, demand expanded as a declining multi-
ple of aggregate demand (income elasticity of 3.4 in 1980 declining
smoothly toward unity [1.4] in 1985).
* The recession of 1985 caused a decline in sales that was a several-
fold multiple of what would have been expected historically. There is,
of course, no reason for the elasticity to be symmetrical around zero,
but the multiple is consistent with the hypothesis of a negative
announcement effect.
* The 1986 rebound is consistent with a postreceession return to
steady state, or with a recovery from the negative announcement
effect.
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Figure 16-3. Year-to-Year Cianges in Real Sales, Sports Toto Malaysia,
and in Real Gross Domestic Product, Malaysia, Fiscal 1979-89
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* The l988peakis hard toexplain except as adramatic one-time burst
of innovration accompanying divestiture.
* The 1989 performance represents a retur to historic growth rates,
maintaining the 1988Ban but adding nDthing more.

MARIcT SHARE Table 16-6 sets out available market share data for thle
Malaysian gambling sector. The figures for the formal market are
calculated indirectly by applying taxc rates to treasury tax collections
at the comnpany level and then aggregating. The estimate for the

Table 16-5. Year-to-Year Changes in SaW,, Sports Toto Malaysia, and in
Gross Domestic Product, M{alaysia, Fiscal 1979-89
(percentages)

.~~~~~~~~~~~~ *

1979 2980 19IB 1982 1963 1984 1985 1986 1998 19S9

Sales 0.4 12.1 9.4 7.2 72 5.1 S.8 10.6 32.2 5.6
GDP 4.5 3.6 3.4 29 3.0 3.7 -05 0.6 3.7 4A

Source. AuJthors' calculat ons fro-n Sports Toto) data; GDP from National Income Statis-
tics of Malaysia, various issues.
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Table 16-6. Market Shares, Sports Toto Malaysia, Fiscal 1982-90
(millions of ringgitr except where otherwise noted)

Category 1982 1983 1984 1985 1986 1987 7988 2989 1990

Nominal
Formal

Sports Toto 84 93 85 80 93 174 213 220 261
Other numbers

and lottery 1,403 1,380 1,372 1,429 1,347 1,208 1,028 1,451 1,924
Casinos and slot

machines 82 96 112 131 244 293 344 439 688

Subtotal 1,569 1,569 1,572 1,640 1,684 1,676 1,584 2,111 2,873

Informal gambling 5,000 5,000

Total 6,584 7,111

Real
Formal

Sports Toto 73 77 70 64 74 137 163 163 193
Other numbers

and lottery 1,208 1,146 1,097 1,139 1,065 953 790 1,073 1,423
Casinos and slot

machines 71 79 89 105 193 231 265 325 509

Subtotal 1,352 1,303 1,256 1,307 1,332 1,321 1,219 1,561 2,125

Informal gambling 3,846 3,698

Total 5,065 5,259

Memoranda:
Sports Toto market

share (of percentage):
Total gambling 3.23 3.10
Total formal

gambling 5.37 5.92 5.59 4.86 5.53 10.37 13.42 10.43 9.10
Formal numbers

and lotteries 5.66 631 6.02 5.28 6.46 1257 17.14 13.17 11.96

Source: Authors' calculations from various sources.

informal sector is based on a verbal report of the bottom line of a police
study. These data therefore need to be interpreted with caution.
Note that Sports Toto's market share dropped in 1984 and 1985, which
is consistent with a negative announcement effect. However, it dou-
bled in 1987 and increased almost another one-third in 1988, but then
declined in 1989 and 1990. This is consistent with a one-time burst in
innovation.

In sum, the quantitative record strongly suggests a major gain from
divestiture in fiscal 1988 and weakly supports a negative announcement
effect in 1984 and 1985.
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Qualitative Evidence

Senior managers at Sports Toto believe that the growth in sales after
divestiture was due to the following:

* The success of its more aggressive and varied marketing strategies.
These indcuded not only campaigns directly aimed at attracting more
customers, but also campaigns that sought to project Sports Toto as a
responsible corporate citizen. Among the programs and activities
initiated to achieve the latter was the "Giving Something Back to
Society Program," which involved distributing some of Sports Toto's
net profits from ganmng operations to the poor and needy. This
included making donations to the elderly on festive occasions; to
social organizations such as the Cancerlink Foundation and PEMADAM,
an antidrug organization; to the Girl Guides Association; to BAKn, an
association of ministers' wives that helps the poor and needy; and to
individuals affected by tragedies or ill health. Sports Toto also contrib-
uWed to the promotion of sports development in Malaysia by making
donations to sports bodies and providing cash incentives to outstand-
ing athletes.
- Introduction of new games. The divested enterprise introduced
three new games during 1987-88.
* Increased number of sales outlets. Between 1987 and April 1989
Sports Toto opened 330 new outlets, bringing the total to 678.
* Revision to legislation on illegal gaming. The revised legislation,
which introduced mandatory jail sentences and heavier fines for
illegal gaming operators, has helped to discourage gamblers from
placing their bets with such operators.

Gains at Whose Expense?

If divestiture caused an increase in Sports Toto's sales, where did this
increase come from? Even though we are ignoring consumer surplus,
this question is critical because of the impact on government revenues.
There are three relevant possibilities:

* If it came at the expense of other formal gambling, then the gain in
fiscal revenue from Sports Toto was offset by losses elsewhere, and
the government netted nothing from the shift.6

* If it came at the expense of the informal gambling sector, then the
entire amount is a fiscal gain.
* Hfit came at the expense of other consumer expenditures, then again
the government gain approaches 100 percent.7

Note that the critical factor 5s how much came from the formal sector,
because the fiscal impact of the other two possibilities is quite similar.
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One way to approach the problem is to look at industry trends and
attribute any deviations to the actions of Sports Toto. RecaLl from table
16-6 that, from 1982 to 1988, industrywide real numbers and lottery sales
declined at 5 percent per year before taking off in 1989 and 1990. From
1986 to 1987, the deviation from trend almost exactly matches Sports
Toto's growth, suggesting that the entire gain came from outside the
formal sector. For 1987 to 1988, in contrast, the deviation is opposite in
sign to Sports Toto's gain and twice as large, suggesting that either Sports
Toto's advertising caused a reduction in formal gambling, or that the
approach is missing something. We conclude that something is missing.
Attributing the marginal change in a large industry to a small player
makes little sense when many other things are changing. In particular,
the approach ignores the causes of major trends in the sales of other large
gambling concerns (which are not reported for reasons of confidential-
ity). These dropped dramatically from 1986 to 1988 but then took off.
Without an industrywide study we have no idea what is going on, but
we find it ludicrous to assume that at the margin the changes can be all
attributed to Sports Toto.

An alternative approach is to look not at the margin but at averages.
That is, formal gambling amounts to about one-third of informal gam-
bling, which plies that one-quarter of any gain at Sports Toto would
come from the formal sector and three-quarters from the informal sector.
Furthermore, gambling is a small fraction of total consumption, so the
bulk of Sports Toto's gains would come at the expense of nongambling
expenditures. This, of course, ignores the fact that the margin is likely to
be quite different from the average and, in particular, that closer substi-
tutes would be likely to change the most (that is, that more of the gain
would come from other formal gambling).

Where does this leave us? We really do not know very much and do
not know how to know more without a detailed and difficult study of
gamblers' consumption functions. As our base counterfactual, therefore,
we will adopt a plausible guess that doser substitutes were affected more
than the average, and arbitrarily use the following case assumption:
equal thirds of the gain carne from formal gambling, informal gambling,
and general consumption. Readers with different priors can easily adjust
our results for alternative scenarios, as we do in our sensitivity analysis
below.

Conclusion: The Counterfactual

We condude that in the absence of divestiture:

* Because of a negative announcement effect, the 1985 fall in sales
would have been smaller (arbitrarily, half as large), and the 1986
recovery would have been correspondingly smaller.
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Figure 16-4. Actual and Projected Public Profit at Constant Prices,
Sports Toto Malaysia, Fiscal 1978-93

Millions of ringgit
80

Year of divestiture '

70

60_*.,
60 . Actual

50 -p

40 _.
j. S Counterfactual

30

20

10 *se~ 

1978 190 1982 1984 1986 1989 1991 1993

Source: Authors' calculations.

* The 1988 surge would not have occurred, with sales growth con-
tinuing at the historic multiple of the GDP growth rate.
* Profits as a share of sales would hav-e continued at 1984 levels.
* The changes were equally distributed at the expense of formal
gambling, informal gambling, and general consumption.

In sum, our basic counterfactual is a continuation of 1984 performance,
adjusting for inflation and the macroeconomic impadt. Figure 16-4 pres-
ents the real fiscal effects that follow from these assumptions.

What Is It Worth?

We are now in a position to answer our fundamental questioni, under the

following base assumptions:

* Divestiture is credited with a one-time surge of innovation in
1988.
* Divestiture is debited w-ith anegative announcement effect inl1985.
* Changes in consumer surplus are valued at zero.
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* Sports Toto's sales gains come equally at the expense of other
formal gambling, informal gambling, and general consumption.
* Sales under both public and private operation are projected to grow
at the historic multiple of the overall economic growth rate, with other
variables projected from 1989 ratios for private operation and from
1984 ratios for continued public operation9

Under these assumptions, table 16-7 shows who wins, who loses, and
by how much Note the following

* Divestiture was beneficial, with society gaining M$121 million (at
1985 present values). This is roughly 10 times 1985 profits and 1.5 times
1985 sales.
* The private buyers do very well on the deal, netting M$1i2
million (M$207 million in future earnings less the sale price of M$95
million), or more than double the opportunity cost of the capital
invested.
* The govemment does even better, netting about M$147 milliorL
* The losers are the formal and informal gambling sectors, which
together are about M$138 million (M$69 million each) worse off.

As always, these figures should be taken only as orders of magnitude.
As explained earlier, our most suspect assumption concerns the source
of Sports Toto's increased sales. To put boundaries on the implications,
table 16-7 also reports the impact of using two extreme altemative
assumptions.

Table 17. Valuation of Divestiture, Sports Toto Malaysia
(millions of ringgit at 1985 present values)

Maximum Minimum
Base (alJfrom (allfrom

Category estimate consumers) formnalgmbling)

Value of thefinm
To private of private (Vpp) 207 207 207
To public of private (Vsp - Vsg) 121 409 0
Strike price (Z) 95 95 95

Distribution of gains to society (Vsp --g)

Government 147 297 95
Buyer 112 112 112
Consumers (by assumption) 0 0
Competitors -138 0 -207

Total gains to society 121 409 0

Source: Authors'calculations.



390 Welfare Consequences of Selling Public Enterprises

One extreme posits that al the gains were at the expense of formal
gambling. The buyer's gains are unaffected by the assumption, but
competitors lose an equal offsetting stream of profits. Similarly, the
government's fiscal gains are all offset by losses elsewhere except for the
sale price of the firm. In sum, under this extreme assumption, social
welfare is not changed, only redistributed. The sale transfers surplus to
Sports Toto worth M$207 million, of which the government gets M$95
million and the buyer keeps M$112 million.

The opposite extreme occurs if all the change comes from consump-
tion in perfectly competitive markets. Now society gains M$409 million,
with the government the big winner at M$297 nillion and the buyer
receiving the same M$112 million.

This is obviously a very wide margin of error, but our judgment is that
something in the vicinity of our base rnm is most likely. Others may
differ. Other sources of error not noted here pale by comparison and are
not reported.

Summary and Lessons

The primary conclusions in the Sports Toto case are as follows:

* Divestiture correlated with a lagged but dramatic surge in nominal
sales and public profits, which tripled and quadrupled, respectively.
* Even after allowing for the impacts of inflation and recession, there
was at minimum a one-time surge tat nearly doubled sales brought
about by innovative marketing.
* On the debit side, there is evidence of a small negative announce-
ment effect, with public management dispirited by the expected trans-
fer of ownership.
* Consumer surplus can be ignored because the industry is competi-
tive, changes due to advertising are ambiguous, and gambling is as
likely to be a "'bad' as a "good."
v It is particularly difficult to asertain where Sports Toto's gains
came from. We assume that equal thirds came from formal gambling,
informal gambling, and general consumption.
* Our best estimate is that, as a result of the divestiture, Malaysia is
M$127 million better off, with the government gaining M$147 million,
the private buyer gaining M$112 million, and other gambling opera-
tions losing M$138 million.

As we stressed in previous chapters, obviously one cannot generalize
internationally from a single case study. Nonetheless, the Sports Toto
case is consistent with the hypotheses that dramatic change is more likely
where:
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* The organization is small and can be changed rapidly.
* The enterprise is completely divested.
* The industry requires skills or attitudes that are particularly hard
to provide under public operation (a company producing a standard-
ized product in a stable environment-say, cement or fertilizer-is
likely to suffer less from mechanistic public management than one
producing in a dynamic market requiring effervescent marketing and
advertising, such as gambling or exporting women's clothes to New
York City).

At the same time, dramatic change is likely to be beneficial to society
where the output market is competitive, or where one does not particu-
larly care about consumer welfare because the product is exported or
because it is a "bad." In addition, the U.K. phenomenon of a positive
announcement effect can be reversed, perhaps where there is complete
divestiture of a small enterprise.

In sum, for the first three reasons, divestiture led to dramatic change
at Sports Toto; for the second two reaworns, that change had major benefits
for Malaysian society. The international implication is that these charac-
terLstics might make other revenue monopolies particularly attractive
candidates for divestiture. This might apply to cigarettes in Nepal,
ginseng in the Republic of Korea, and alcoholic beverages in New
Hampshire.

Notes

This chapter was written by Lemy P. Jones and Fadil Azim Abbas. In addition
to those acknowledged at the beginning of this volume, the authors would like
to note that, on behalf of Sports Toto, selected data were provided by Ng. Foo
Leong (senior general manager) and M. Tahir Taib (general manager).

1. Other revenue monopolies-for example, salt and ginseng-have only the
second property described below.

2. Public profits are quasi rents or the total return to fixed capital. For Sports
Toto, these are approximatedbyoperatingprofit plus indirect taxes (thebetting
pool duty) plus depreciation. The opportunity cost of working capital should be
deducted, but it is not, because data are not available for the public period
(reserves were held in a commingled treasury account), and because in the
private period the rapidly growing nonoperating acquisitions mean that some
liquid assets are held for speculative purposes and make it difficult to apportion
cash and other monetary assets meaningfully.

3. The National Sports Council finances Malaysian teams in international
competition. We treat this as an implicit flow to the goverrnent on the grounds
that in its absence the treasury would have footed the bill. As for the payment of
10 percent of before-tax profits or M$5 million, note that, except in 1983, table
16-3 suggests that the lower rather than the higher of the two figures was actually
paid. We are unable to explain the discrepancy. In addition, Sports Toto annually
makes a large number of charitable donations to support individual spcr king
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events. Time-series data are not available, butSportsToto clairns thatthese have
also risen dramatically.

4. We have the actual figures, but they are not part of the public record. The
1 percent figure is an excellent approximation, however.

5. National Freight was the exception of sale to employees, where there is
obvious motivation for improvements upon announcement

6. We have calculated the goverrunent's share from data for the market leader
(Magnum), which pays the 5 percent betting duty, relevant income taxes, and
uncollected prizes, but also a 23 percent levy on sales less the betting duty. The
latter charge more or less compensates for the various other charges on Sports
Toto. We therefore assume thatas a first approximation itdoesnot matterwhere
people gamble, as long as it is in the format gambling sector.

7. We will arbitrarily use 90 percent, assumingexpenditureswould otherwise
have been on commodities yielding the normal 5 percent sales tax and another
5 percent of sales in direct taxes.

8. Real economic growth is projected at 4 percent and Sports Toto sales at 1.25
times that, or 5 percent. Recall that the historic elasticity was declining steadily
and had reached 1.34 by 1984.



17. Summary: Malaysia

The other three countries in this volume are the superstars of the divest-
iture world. The United Kingdom's leading role in privatization is well
known. Chile and Mexico are somewhat less widely renowned but have
an even stronger claim to fame. The most comprehensive list of world-
wide divestitures identifies 2,100 cases in developing countries between
1980 and 1991 (Kikeri, Nellis, and Shirley 1992, p. 7). Of these, more than
half (1,300) were in Mexico and Chile, leaving a low, single-digit average
for all other developing countries. Malaysia, with eighteen divestitures,
is thus far more typical of the developing world, V: here problems of
political consensus building and implementation have resulted in a
measured rather than a wholesale approach to divestiture.? The Malay-
sian case may thus be particularly relevant to conditions in other devel-
oping countries.

Saying that Malaysia is not an extrenme outlier in terms of the scale of
its divestiture program is not to suggest that it is average. Indeed, it is
well ahead of the curve. Malaysia was induded in this study precisely
because-apart from Chile and Mexico-it had one of the widest, if not
the widest, selection of divestitures in the developing world in the 1980s.
Nonetheless, with divestitures in the teens rather than the hundreds, it
was far closer to the mean than to the extreme cases of Mexdco and Chile.

Malaysia closely resembles the other countries in this volume in two
other respects. First, and more important, all the cases studied were very
successful in terms of improving welfare. Second, like Mexico and Chile,
Malaysia is among the wealthier developing countries: all three had per
capita GDPs of around US$2,000 in the mid-1980s. Among other things
this means that all three had reasonably well developed markets to
divest into, and the stocks of human capital and functioning irnstitutions
to manage the divestiture process effectively and, where necessary, to
control the exercise of monopoly power after divestiture. Given these
advantages, one cannot necessarily extrapolate from success in these
countries to success in less well endowed countries such as those in
Sub-Saharan Africa.

393
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Welfare Gains

The second of Malaysia's five goals of divestiture was to improve effi-
ciency (see chapter 13). The primary aim of this volume is to quantify the
extent to which all the countries studied have achieved this goal, where
"efficiency" is defined broadly to include gains to consumers, workers,
and comp .ititors as well as to the buyer and the govenunent seller. The
results are decidedly favorable.

To allow international comparisons, it is convenient to express the
magnitude of the gains not in ringgitbut as the annual component of the
perpetuity equivalent relative to predivestiture sales. That is, a gain in
this ratio of 10 percentage points would mean that the present value of
the gains we attribute to divestiture is equivalent to 10 percent of
predivestiture sales received annually and indefinitely.

Thus measured, thegains are impressive in absolute terms, amounting
to 22 percent of predivestiture sales at Malaysian Airline Systems (mAS),
53 percent at Kelang Container Terminal (Kcr), and 11 percent at Sports
Toto Malaysia. They are also impressive compared with the gains re-
corded in the other countries in this study: the Malaysian enterprises
rank second, fifth, and seventh out of the twelve (see table 23-1) in terms
of world welfare change.

Although the gains are all substantial and positive, their sources are
quite different At KCT the gains came through internal management
changes that resulted in reduced costs or enhanced X-efficiency (improv-
ing the ratio of real output to inputs). At MAS, in contrast, there were no
discernible internal improvements, -but external changes in pricing and
investment decisions led to welfare gains. Finally, Sports Toto foilowed
a quite different route, relying primarily on improved marketing to
expand its market share. Potential gains from divestiture clearly take a
multitude of forms.

Partial Divestiture

A somewhat surprising feature of these positive results is that they were
achieved largely by partial divestiture. Full divestiture is the transfer of
100 percent of ownership and control to the private buyer; partial divest-
iture is anything less. A particularly important case occurs when the
govenmment sells shares to the private sector but retains a controlling
interest? We call this partial financial divestiture to emphasize that while
the distribution of the financial benefits or burden of the enterprise
necessarily changes as a result, its behavior need not. Precisely because
behavior need not change, partial financial divestiture is commonly
derided as merely cosmetic. A cynical variant of this view is that the
government is merely yielding to national or international pressures by
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giving the appearance of change without actually altering anything
fundamental in the way the enterprise is run.

A competing view is that partial financial divestiture can result in the
best of both worlds, combining the strengths of public and private
operation (for more on mixed enterprises see Musolf 1972; for a contem-
porary mixed-enterprise divestiture model see Bos 1988, pp. 339-62).
Bringing in private 0 hareholders introduces pressures for efficient oper-
ation, while the government shareholders ensure that the public is not
exploited in the process.

One can also argue that mixed public and private ownership combines
the worst features of both partners. Private ownership creates pressures
for profit, and government ownership allows this to be achieved by
granting special privileges, licenses, and credits rather than by encour-
aging greater efficiency.

A priori theorizing can thus predict zero, positive, or negative change
in the wake of partial financial divestiture. What do the Malaysian cases
tell us?

Partial Divestiture in Malaysia

The three Malaysian cases were all partial divestitures but took three
quite different forms. At Sports Toto the government initially ceded a
controlling interest but retained a substantial (30 percent) minority
financial interest for two more years. At KCT the government sold only
10 percent of the equity to the private sector; however, the balance was
held by the governrment not directly but indirectly through other public
(or quasi-public) enberprises. At MAS the government sold 48 percent,
largely to diversified private shareholders, but retained a direct control-
ling interest. While all three divestitures were thus partial in one form
or another, the results were nonetheless positive. How was this accom-
plished?

The Sports Toto case provides an important lesson for helping to solve
one of the major difficulties of divestiture. When one is selling a pre-
viously unlisted company, there is no market price for the shares, and in
the absence of a large number of bidders, setting a fair price is difficult:
witness the widespread phenomenon of underpricing of new issues, be
they public or private. The problem of underpricing is particularly acute
for public enterprises, where the normal uncertainty the buyer faces is
exacerbated by the change in management and the credibility of govern-
m ent comniitment to the enterprise's future. Might the next govemment
r-;n,ationalize? Might it intervene through tax or regulatory policy to
expropriate part or all of the potential surplus? In such an environment,
selling part of the shares initially, letting the market observe the results
and set a price over time, and later selling the rest can increase govern-
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ment revenues. The first government offering of Sports Toto yielded
M$28 million for 70 percent of the enterprise, but the second yielded
M$85 million for 30 percent, or seven times as much on a per share basis
(inflation accounts foronly about 4percent of the increment). Temporary
partial divestiture thus has much to recommend it as a mechanism for
increasing the government's share of the gains from divestiture.

At KCT the government did not relinquish the right to control the
enterprise, but it substantially altered the way in which it chose to
exercise that right. The mechanism was the conversion of a direct gov-
emment holding to an indirectly held one, where the government owned
or controlled the companies that in tum held 90 percent of the shares.
The Kelang Port Authority (with 49.0 percent of KCT shares) is wholly
owned by the government, and Kontans Nasional (with 40.8 percent of
KCT shares) is a quasi-public enterprise owned by other government-
owned or -controlled enterprises. Such indirect control has the automatic
advantage of freeing the enterprise from many intrusive government
regulations. However, this very freedom has elsewhere operated to
allow more rather than less inefficiency. In the case of KCT, the govern-
ment chose to exercise its rights very much as a private shareholder
would, thereby allowing KCU to achieve the remarkable gains in effi-
ciency described in chapter 15.

MAS is an example of an even more partial form of divestiture, in which
the company retained its status as a directly government-held enterprise.
The Malaysian federal government retained 42 percent of the shares
itself, and state govemments he.d another 10 percent. Given that the
balance of the shares was on the whole widely distributed among small
private investors, this alone should have been more than sufficient to
ensure government control, but a golden share provided insurance by
allowing the government to appoint the chairman, the managing direc-
tor, and six members of the eleven-memberboard of directors. The result
was to a large extent what opponents of partial divestiture would have
predicted: no internal management changes. However, important exter-
nal changes did take place. Faced with potential pressures from private
investors, or because the presence of such investors gave the government
the excuse to do what it had wanted to do before, it relaxed inefficient
constraints on investment and pricing. Before partial divestiture the
airline was precluded from making commercially sound investments in
capacity because of general governnent fiscal and balance of payments
problems. After divestiture commercial logic applied. Similarly, though
less certainly, we have argued that the same factors will lead to more
economically efficient pricing policies. Relaxation of both these extemal
constraints enhanced welfare significantly.

Although our limited number of case studies does not allow general-
ization to other countries, they can be taken as broadly reflecting
Malaysia's experience. Part of this statement is strong, because of the
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nine official divestitures completed as of 1991, six were partial (Aircraft
Repair and Overhaul, Cement Sarawak, KCT, Malaysian Intemational
Shipping Corporation, MAS, and Tradewinds), and only three small
comnpanies in competitive markets were fully divested (Sports Toto, a
sugar company, and a printing plant). In addition, plans for two major
divestitures currently in progress (electricity and telecommunications)
call for the sale of only a minority of the shares. Divestiture in Malaysia
is thus predominantly vf the partial financial form. Tc assert that the
other partial divestitures have been as successful as the Malaysian cases
examined in tiis volume is considerably more problematic, but we do
have some evidence on this issue. At the outset of our research we
included Malaysian International Shipping Corporation in our sample,
and while we did not conduct a complete quantitative analysis, we
concluded that the enterprise was too much like the MAS case to warrant
inclusion in the volume. ihat is, partial divestiture resulted in no observ-
able internal management changes, but relaxation of the investment
constraint yielded real efficiency gains. Similarly, a preliminary investi-
gation of Syarikat Telekom Malaysia Berhad suggested that the manage-
ment reforms accompanying corporatization are likely to have
generated gains.

The Japanese Model of Partial Financial Divestiture

Is the success of partial financial divestiture in Malaysia an anomaly?
Not necessarily. If the United Kingdom provides the model for full
divestiture, then Japan provides the model for partial financial divesti-
ture. The divestitures of Nippon Telegraph and Telephone Corp. (NTr),
Japanese National Railways, and the tobacco monopoly are some of the
more prominent industrial-country divestitures of the 1980s. What is
sometimes forgotten, however, is that these were all cases of partial
financial divestiture, with the goveernment retaining control. Much of
Singapore's public-enterprise sector has for years operated under a
similar structure, with an autonomous government body holding the
controlling interest and private owners holding substantial noncontrol-
ling shares. Singapore Airlines is but the best-known example of the
general success of these mixed public and private enterprises.

To take a broader perspective, the use of mixed enterprises is consis-
tent with an East Asian mode of goveernment-business relationships
characterized by sometimes intimate government involvement in busi-
ness affairs, as opposed to the arm's-length relationship often espoused
in the West. Malaysia's grime ministerhas officially endorsed this model
in his call for a "Malaysia Incorporated.' We can find no written linkage
between partial divestiture and the Malaysia Incorporated concept, or
indeed any reference to partial divestiture as an element of the country's
privatization strategy. Nonetheless, privatization has been extensively
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discussed in the context of Malaysia Incorporated (see Ghani and others
1984), and partial divestiture is consistent with that linkage.

Alternatives and Sustainability

In sum, divestiture in Malaysia has been largely partial, but also largely
successful in generating welfare gains. This has been accomplished
through a process of commercialization: making managers more respon-
sive to market pressures. The conclusion is that partial divestiture need
not be merely cosmetic if the introduction of private shareholders shifts
the exercise of government discretion in the direction of more econormi-
cally rational decisions.

This raises the obvious question of whether or not the same results
could have been achieved without any divestiture whatsoever. Why
could the government not have simply converted its enterprises to joint
stock companies, thereby relieving them of some government regula-
tions, and instructed them to pursue profits (subject, in monopoly cases,
to a price constraint)? Logically, there is no necessary reason why the
government could not have done this. However, the fact that these same
decisions could have been taken without divestiture is irrelevant if they
would not have been taken. If the introduction of private shareholders
brings pressures to bear for a more commercial orientation, this is a
positive step.

Even if the same results could have been achieved without partial
divestiture, the question of sustainability remains. All too often, wise
public-enterprise reforms under one govermnent are negated by the
next One can argue that the presence of priypte shareholders reduces
the probability of such a reversal.

Distribution and the New Economic Policy

As explained in chapter 13, Malaysia's divestiture program must be seen
in the context of the New Economic Policy (NEP), whose goal is to
increase the share of ethnic Malays (Bumiputra) in corporate ownership.

To what extent have the divestitures studied here contributed to this
goal? The answer is not as straightforward as it might seem. Let us first
consider the case of Sports Toto.

Sports Toto

Recall the distributional facts. The government sold the first 70 percent
of Sports Toto directly to B&B Enterprises (60 percent Bumiputra owned)
and the remaining 30 percent to Raleigh Berhad (26 percent Bumiputra
owned). A later private placement transferred 10 percent from B&B to
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Melewar Corporation (also predominantly Bumiputra owned). Subse-
quent to these private placements, Sports Toto was listed on the Kuala
Lumpur stock exchange and its shares were freely traded. Some shares
were disbursed widely among the public, but by the end of fiscal
1990-91, BerJaya Corporation (the holding company of B&B Enterprises)
had acquired almost 56 percent of Sports Toto's shares. Bumiputra
owned about 42 percent of Be4aya's equity.

How are these facts to be interpreted in the light of the NEP? One
approach is to look at the ending distribution. For example, Bumiputra
held 24 percent of Sports Toto via their share in Berjaya alone, and so
they almost certainly held a total that equaled or exceeded the NEP target
of 30 percent Does this make divestiture at least a limited success? The
answer is, not necessarily, because we must first be more precise in
formulating the counterfactual.

Assume that these ending Bumiputra shares were all bought on the
open market. If Bumiputra had not bought these shares, then presum-
ably they would have bought some other shares, and the Bumiputra
share of corporate assets would not be changed but only redistributed.
Accordingly, ending shares (and any shares bought in a free market) are
irrelevant in judging whether divestiture furthered the goals of the NEP.

What is relevant is the value of any subsidy given to Bumiputra buyers
through privileged access. To the extent they received an underpriced
asset, their wealth increased, and some of this would go to increased
investment. How much? One would ordinarily think that the marginal
propensity to invest out of extra wealth would be considerably less than
one. However, in this case it could actually be greater than one if a belief
in potential subsidized profits led investors to invest money they would
otherwise have spent on consumption. In sum, the NEPs objective of
redistributing corporate assets is accomplished only to the extent that
Bumiputra buyers gainmore than their opportunity cost from the invest-
ment, and then to the extent that the gain is invested.

In the present instance, the sales to Raleigh and Melawar as well as the
public offering were at or near the market price, so there was no signif-
icant impact on NEP goals. However, 60 percent of the initial sale to B&B
accrued to l3umiiputra. Since this was double the NEP target and perhaps
triple the existing level, the Bumiputra share of corporate assets rose. By
how much? As the buyers were wealthy, it is reasonable to assume that
they would have saved a considerable portion of any incremental
wealth. llMustratively using a marginal propensity to invest of 0.8, and
using our base estimate of buyer gains, Bumiputra corporate assets rose
by about M$54 million and non-Bumiputra corporate assets by about
M$35 nillion. Given the small size of Sports Toto relative to total
corporate assets, this is a minuscule gain, but projected over the realm
of potential divestitures it would be significant.
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MAS and KCT

With the basic principles established, we can deal with the other cases
more briefly. At MAS the initial domestic offering was reserved for
Bumiputra institutions and individuals. Their share of the total gain
(M$473 mnillion) is reduced to the extent that some of the original buyers
were acting as fronts for non-Buniputra interests, and to the extent that
they resold some of their shares before realizing the full gains. The first
effect is real but probably small; the second is undoubtedly substantial
but unquantifiable. The gain in corporate asset holdings is further re-
duced to the extent that some of the increment in wealth goes to con-
surmption rather than investment Given the limitation on the number of
shares bought, the bulk of the buyers were middle class, with modest
marginal propensities to save, but given privileged access to shares this
could have been considerably higher. Putting these various uncertainties
together, the most that we can say is that the gain in Bumiputra
shareholdings as a result of the MAS divestiture was on the order of a few
hundred million ringgit

At KCT the Bumiputra Investment Foundation ultimately held one-
third of the shares, and so received that proportion of the buyers' share
of the benefits, or about M$45 millon. Given that the shares were held
in tust, the marginal propensity to save could have approached unity.
If so, then the bulk of the money represented a fulfillment of the NEP.
Furthermore, the bulk of the benefits went to the government and could
be used m part to further other Bumiputra interests. Finally, efficiency
gains were obtained without transferring control to foreign or non-
Bumiputra interests.

Bumiputra Control

Although the NEP's goals are usually stated in terms of enhancing
Bumiputra shareholdings, they could also be evaluated in terms of
transferring control to private Bumiputra interests. In this regard, noth-
ing has been accomplished, because in one of our cases control remained
with the government, in another it was transferred to other public
enterprises, and in the third it initially went to private Bumriputra inter-
ests but was thereafter sold to non-Bumiputra interests.

Summary

The NEP'S shareholding goals are furthered only to the extent that the
Bunmiputra end up with a greater share of Malaysian corporate assets
than they would have had without divestiture. Simply selling them
shares of former public enterprises when they would have otherwise
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bought shares in other firms accomplishes nothing. In the three cases
considered here, increased Bumiputra shareholding was nonetheless
achieved because their wealth was enhanced by the purchases, and a
portion of this presumably went to increased investment in shares. This
increase in wealth, in tum, was mnade possible by the gains in efficiency.
The initial share offerings were not particularly underpriced relative to
their value under the enterprises' traditional management, so that, in the
absence of behavioral change, there would have been little or no gain in
Bumiputra wealth and shareholding. Divestiture increased the value of
the shares, and sales to Bumiputra allowed them to capture a significant
portion of this gain.

Functional Distribution

At the outset of the privatization program in Malaysia, Prime Minister
Mahathir Mohamad asserted, "Privatization will not be allowed to take
place unless we can be assured that employees will not lose by it. Indeed,
it is quite possible that employees will be better off through Privatisa-
tion" (Mohamad 1984, p. 5). Given labor's widespread opposition
(around the world, not just in Malaysia), this is a statement of some
importance. However, the prime mfinister went on to make an even
strongerstatement: "Privatisation isnot formulated for thebenefit of any
group or political party. Everyone should benefit from it, or at the very
least should not lose by it" (Mohamad 1984, p. 6). Given the difficulty of
finding pure Pareto-improving policies in the real world, this is indeed
an optimistic claim. How did things tum out in our cases?

Labor

En the case of labor, the prime minister proved to be correct. Our study
suggests that workers did not lose at MAS and gained substantially
at ICT?. This was not an accident but the result of a concrete policy. At
KCT there were to be no layoffs for five years, and workers were given
the options of taking early retirement, staying with the Port Authority,
or joining the new company on terms no less favorable than those they
had previously enjoyed. As KCT was Malaysia's first divestiture, it set a
precedent for dealing with labor, and similar or identical terms have
been given to labor in other major divestitures.

At Kelang, virtually all the workers chose to join the new company
and were rewarded with higher compensation (a 60 percent gain in real
hourly compensation from 1985 to 1990) in return for working a little
longer (6 percent) and a lotharder and smarter. As a result they produced
about 75 percent more output. In addition, unions at both KCT and its
parent Kelang Port Authority have become advocates of divestiture,
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urging the divestiture of the parent itself and advising a Thai port union
to support the sale of its own organization.

There is an important lesson here for divestiture policy in other
countries. Workers are widely perceived to be potential losers from
divestiture, and their opposition can be a deal breaker. Buying them off
with employment guarantees is not the best solution, but it may well be
preferable to no divestiture, so long as management is allowed to intro-
duce flexible work rules that allow efficiency gains. With those gains,
natural attrition plus expanded capacity utilization can soak up excess
workers in a relatively brief period.

Other Actors

The assertion that no one will lose also holds up quite well, but not
perfectly. We project that domestic consumers will eventually lose a
small amount from higher prices charged by MAS oui internal routes, but
overall this is a step toward the right prices and thus enhances efficiency.
The other group of losers is competitors. At Kelang, the Port Authority
loses revenues as containerization is accelerated by increased efficiency
due to divestiture. Overall, however, the Kelang Port Authority's losses
as a competitor are more than offset by its gains as an owner. Competi-
tors of Sports Toto are clearly net losers, as they lose market share to the
divested enterprise with its newly aggressive management. This, of
course, is hardly a criticism of the divestiture policies, because increased
efficiency is exactly what one wants divestiture to accomplish, and in a
competitive market this is bound to hurt someone else.

With these (generally positive) exceptions, the prime minister's no-
loser policy was confirmed in our cases. Once again, what made this
possible was the gains in efficiency that created a positive-sum game in
which appropriate policies could make nearly everyone better off.

Lessons from Malaysia

Divestiture in Malaysia has been partial in two respects. First, as in the
vast majority of developing countries, the government has disposed of
only a small fraction of the public sector during the first decade or so of
the process. Second, in most of the larger cases, only a fraction of the
shares have actually entered private hands. Nonetheless, the divestitures
studied here have been quite successful, both in enhancing welfare and
in achieving a relatively broad distribution of the resulting gains. The
Malaysian privatization program thus deserves the attention of other
countries.
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Notes

This chapter was written by Leroy Jones and Fadil Azim Abbas.
1. The eighteen divestitures include nine carried out by the Economic Plan-

ning Unitunder theofficial privatization plan, plusnine sales of smallenterprises
by the Unit for Monitoring Government Agencies and Enterprises (UPSAK) in the
course of exercising its mandate of reforming ailing state enterprises. It excludes
a large number of other forms of privatization kbuild-operate-transfer arrange-
ments, contracting out, and leasing) by the Economic Planning Unit.

2. Operationally, the test of a controlling interest is whether or not the
governrnent effectively appoints the chief executive officer. Holding a majority
of the voting shares is sufficient, but not necessary, to this end.

3. Recall that we did not have enough information to make a definitive
statement about Sports Toto, but informnl discussion suggests that workers
probably gained there as well, and at least did not lose.
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18. Divestiture in Mexico

The Mexican divestiture program began in 1983 as part of the macroeco-
nomic stabilization program of that period. Following a rapid buildup
during the 1970s (under presidents Luis Echeverria and Jose L6pez
Portillo), the Mexican state-owned sector consisted in 1982 of 1,155
enterprises, producing 12.6 percent of GIDP and accounting for 38 percent
of investrnent'1 In that year the overall government budget deficit was
nearly 17 percent of GDP, as rising interest rates and a decline in oil prices
combined to push public revenues down and expenditures up. The
Mexican government's early response to the crisis was to suspend pay-
ments on the external debt and to nationalize the banks.

In 1983, however, the government adopted a package of policies
sponsored by the International Monetary Fund aimed at stabilizing the
economy. The stabilization program contained several elements de-
signed to reduce the budget deficit. These induded reductions in gov-
ernment expenditures, primarily through investment cuts and
moderation of wage increases; tax increases; divestitures; and increases
in public sector prices. Thus the divestiture program was part of this
larger deficit reduction package.

By 1985 the economy was showing signs of improvement, with GDP
growing at about 3 percent and inflation down to about 60 percent per
year. However, the economy was at this point subjected to two addi-
tional shocks. First, Mexico City was hit by a massive earthquake in
September 1985, causing damage estimated at US$4 billion. Second, oil
prices plunged in 1986 to levels less than half those in 1985. As a result,
CUP fell from US$177 billion in 1985 to US$127 bilLion in 1986 and
inflation took off again, with prices rising 106 percent in 1986 and a
further 159 percent in 1987.

The govemnment's response to the latest crisis was to embark on a
complete transformation of the Mexican economy. The divestiture pro-
gram, which had previously concentrated on small, relatively insignifi-
cantenterprises, began to tackde the large ones, eventually reachingsome
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of the behemoths of the public sector. But the government went wefl
beyond divestiture. Thoroughgoing trade libealization transformed Mex-
ico from a highly protected economy into one of the most open in the world.
Mexico joined the General Agreement on Tariffs and Trade and reduced
tiffs to an average of 10 percent by the late 1980s. There was also liberal-
ization and deregulation at home, as market forces were unleashed in
transport (except for rail), steel, fertlizers, and many other sectors. Agree-
ment was also reached on the exteral debt through the Brady Plan, under
which US$45.8 bilion of Mexicos debt wasrescecaled.

The response of the economy to this policy regime has been dramatic:
inflation has been brought down below 20 percemt, GDP growth is
between 3 and 4 percent per year, and interest rates have fallen dramat-
ically. Thus the divestiture program must be seen as part of a highly.
successful package of reform policies. How important a part it was is a
question we will examine later in this chapter.

Size and Scope

Table 18-1 summarizes the extent and pace of the divestiture program.
By any account it has been a massive program: the number of public
enterprises fell from 1,155 in 1982 to just over 200 in 1991. Of the
enterprises divested, only 346 were sold, whereas 594 fall in the "other"
category-mostly liquidations. The program can be dearly divided into
two stages, from 1983 to 1988, and from 1989 to the present, correspond-
ing to the six-year terms of presidents Miguel de la Madrid and Carlos
Salinas de Gortari. Whereas the earlier period was characterized by the
divestiture of large numbers of small enterprises, with liquidation the
most conun-"it method, the later period has seen a big jump in the
average size of enterprise, and sale is now the more frequently chosen
divestiture optiorL As table 18-2 shows, the average price (in US. dollars)
received for those enterprises that were sold tripled from 1988 to 1989,
nearly doubled again in 1990, and then incaeased nearly sixfold in 1991.
In the period since 1989 some of the largest public enterprises in the
country, including the telephone monopoly Tel6fonos de Mexico
Cjelmex), all the largest commercial banks, the steel conglomerate Sider-
mex, and the fertilizer monopoly Fertimex, have been sold. This second
phase of divestitures seems to have been driven by the desire to raise
very large sums of money as part of the macroeconom-iic stabilization
progra-m.

Specdal Features

Certain elements of the divestiture process, particularly after 1988, de-
serve special attention.
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Table 1-1. Public Enterprises Sold and Otherwise Disengaged, Mexico,
1982-91

Number
Nuimber of enterprises

of enterprises Other remaining
Year sold disengagement at end of year

1982 n.a. n.a. 1,155
1983 4 77 1,074
1984 3 22 1,049
1985 32 76 941
1986 28 176 737
1987 21 99 617
1988 66 139 412
1989 37 (a 379
1990 90 9 280
1991 65 _b 215"

Total 346 594 n.a.

n.a. Not applicable.
a. Notmneaningful. Thenumberof sales exceeds thedecline in thenumberofenterprises,

indicating a data incompatibility problem.
b. For this year, "Otherdisengagement" is assuned tobe zero forpurposesofcalculat-

ing the number of enterprises remnaining,
Sour?c Numbers of enterprises sold and remaining are from the Secretariat of Finance

and Public Credit. "Other disengagement" (liquidations, mergers, transfer to nonfederal
entities) is calculated as the residual.

The ProposalMecha.uism

Although formally the ministry with administrative responsibility for
the sector in which an enterprise operates "proposes" it for disengage-
ment, the assumption now is that in princple all enterprises are to be
disengaged, unless the ministry is able to justify ret -ining it in the public
sector. This subtle change in underlying attitude is partly responsible for
the fact that very large numbers of enterprises have been disengaged.

The Privatization Unit

In most cases, administrative responsibility for an enterprise slated for
sale is transferred to the privatization unit in the Secretariat of Finance
and Public Credit. This unit was created in 1988, and therefore none of
its key officials has any strong vested interests in the status quo. Its head,
known as the Coordinador General, is assisted by six officials of direc-
tor-general rank. Their job is to manage the specific sales, but they do so
in a supervisory capacity only, as the details are delegated to so-caled
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agent banks (see below). Thus the divestitures are carried out in a
manner recalling arm's-length market transactions. The idea is to use
these commercial banks' expertise in business valuation and mergers
and acquisitions, but to do so at arm's length so that competition among
the banks for the government's business ensures good performance. The
business is indeed desirable since the government typically pays the
agent bank a commission of 1 percent of the final sale price. The disad-
vantage in relying on the commercial banks is that their expertise is in
valuing companies from the private, not the social, point of view.
Whether this contributed to the Mexican government's dear reliance on
commercial criteria in the divestiture program is unclear.

Agent Banks

The agent bank performs several important functions. The first is to
prepare a prospectus for the sale. Bids are then invited. The bidders are
often prescreened for financial viability, and deposits are required before
the prospectus is released to them. A second crucial function is to
perform a technical valuation of the enterprise, to arrive at a reservation
price below which it will ostensibly not be sold. The reservation price is
not derived from any simple formula; rather it is based on the agent
bank's judgmrent after various methods have been employed to estimate
the value of the enterprise. The valuation methods indude discounted

Table 18-2. Public Enterprises Sold and Sale Receipts, Mexico, 1983-91

Numberofenterprises Total receipts
Millions of Millions of Average dollar

Year Nominat' True' pesos US. dFllarspryrice (millions)

1983 4 2 4,847 40.3 20.2
1984 3 1 208 1.2 1.2
1985 32 10 29,180 113.5 11.4
1986 28 14 61,593 100.6 7.2
1987 21 16 229,379 167.9 10.5
1988 66 51 1,180,750 524.S 10.3
1989 37 25 1,798,549 730.8 29.2
1990 90 59 9,017,209 3,196.5 54.2
1991 65 37 32,656,544 10,813.4 292.3

Total 346 215

a. Number of legally separate companies sold.
b. Number of discrete sale transactions. For example, the sale of the Telnex was one

transaction and therefore one true sale, but in fact eighteen legal entities (companies under
control of the Telmex holding company) were transferred.

Sourc: Authors' calculations based on data from the Secretariat of Finance and Public
Credit
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cash flow, book value, liquidation value, and market value. Obviously
the reservation price remains a closely guarded secret.

Selection Criteria

The sale itself is conducted as a sealed-bid first-price auction. The bids
of the prescreened bidders are received simultaneously in the presence
of public notaries (who certify the bids), representatives of the finance
and comptroller secretariats, and the media. The agent bank examines
and homogenizes the bids in order to make them comparable. The stated
investment plans and labor policies of each bidder are taken into ac-
count, but the primary criterion at this stage is the offer price. The clarity
of this criterion (which is a reasonable one given that bidders were
prescreened) further assures the transparency and fairness of the sale
process.

The Mexican government did not use stock market sales to divest
its public enterprses, for several reasons. First, most of the enterprises
were not already quoted on the stock exchange and therefore did not
have established prices. Second, in almost all cases it was perceived that
the management of the enterprises needed to be changed. This would
normally not be achieved (at least not immediately) trough a stock
market placenent. Third, and perhaps most important, offers to well-
identified investors were likely to yield the highest price-a key goal of
the government.

Labor Relations

An important feature of the Mexican divestiture program has been the
absence of any serious opposition from labor. It is true that the trade
union movement in Mexico has traditionally beenc dosely allied with the
Partido Revolucionario Institucional, the party that has held power since
the revolution. Nevertheless, if labor felt that its interests were likely to
be severely threatened by divestiture (as many believe is inevitable),
surely some opposition would develop. Yet it has not, and indeed this
lackof oppositionhasbeenanecessary conditionto allow the divestiture
program to proceed smoothly and quickly.

In fact, labor's interests have been protected throughout the program.
This protection has taken three forms. First, the unions have, by law, a
right of first refusal at each sale. That is, once the bids are known, the
union can acquire the enterprise by matching the highest bid. Many
enterprises have been sold to their labor unions under this provision-a
total of sixteen in the period 1989-91 alone. They have included enter-
prises in various sectors including fishing, sugar, food products, ferdliz-
ers, miniing, and auto parts. The largest sale has been the Bajio plant of
Fertimex, sold to the union in December 1991 for over US$31 million. A
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key measure to prevent abuse of this provision is the prohibition of
resale. This prevents an outside bidder from making a deal with the
union tobuy the enterprise after the unionhas exercised itsright, thereby
obviating the need to bid in the first place.

The second form of protection for labor has bee-n the understanding
that layoffs are not to occur. Thus labor efficiency is expected to improve
only gradually as the work force is reduced through attrition or as output
expands and the existing number of workers is more fully utilized. In an
early study of the effects of divestiture, Perez Escamilla (1988) found at
most a 5 percent reduction in the number of workers. At Telinex, for
example, despite evidence of massive labor redundancy (the number of
workers per line is twice as high as for American telephone comparies),
no significant layoffs have occurred; instead, the company plans to
retrain its workers and to allow growth to absorb the redundancy. This
prohibition against worker layoffs has in some cases impeded sales. For
example, as detailed in chapter 21, no buyer could be found willing to
pay an adequate price for Mexicana de Aviaci6n at the first two attempts
to sell the enterprise, because buyers wanted the right to lay off workers
or for the government to reach a settlement with labor to reduce the work
force. The government did not accommodate these demands. No doubt
the bar against layoffs must have reduced the price buyers have been
willing to pay for enterprises, although it is difficult to estimate the size
of this effect. This maybe a small price topay, however, to ensure labor's
cooperation with the divestiture process.

Third, in some instances employees have been sold shares in the
enterprise in order to encourage their cooperatiorL For example, the
Telmex union was sold 4.4 percent of that enterprise for US$325 million;
the money for the purchase was lent to the union by a governmenttbanlc.
At the enterprise's market price as of 16 April 1992, this shareholding
was worth US$1.37 billion, for a gain of over US$20,000 per worker. It is
not surprising that workers have not opposed divestiture in tiis case.

Apart from the protection labor has received, some observers believe
that labor's cooperation has been induced partly by the drastic decision
by the govenmtent to declare Aeromexico bankrupt (see chapter 20).
In 1988, in resp nse to a strike, the government shut down the airline,
fired the entire work force (nearly 12,000 workers), and sold the
enterprise's assets. Aeromdxico today has about 6,000 workers. The
copper enterpriseMineradeCaranea suffred through a similarprocess.
The fear of job losses may therefore be keeping labor quiescent as
divestiture proceeds.

Foreign Participation

As part of its policy of liberalizing and opening up the economy to
international trade, the Mexican govenmuent liberalized the rules apply-
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ing to foreign ownership of Mexican companies. Minority ownership up
to 49 percent was made permissible, and majority or even full ownership
is now possible under certain circumstances. As a result, there has been
some foreign participation in thedivestitureprogram, although less than
one might expect given the massive capital flows involved.

According to a document of the finance ministry (Mexico, Secretarfa
de Hacienda y Credito PTiblico 1991), 98 percent of 156 enterprises sold
fromJanuary 1987 to August 1991 were purchased by Mexican investors.
Indeed, only three outright sales to foreign companies took place, and
all were relatively small (this does not include the sale in January
1992 of the Sicartsa steel complex to Caribbean Ispat Ltd., an Indian-
controlled company based in Trinidad). But there were several other
important sales in which foreigners played a minority, but key, role as
major sources of funds or of technical expertise. For example, 15 percent
of Telmex was sold to Southwestern Bell and France T&&6com (desired
for their know-how), and another 18.7 percent was sold in international
stock markets. Because 22 percent of Telmex stock was foreign owned
even before divestiture began, foreigners now own 55.7 percent of the
company (see chapter 19 for details).

Another example in our sample is Mexicana, where the controlling
group that acquired 25 percent of the enterprise is itself 49 percent
foreign. Among the foreign owners is Chase Manhattan Bank, which
exchanged part of its debtholdings for 9 percent of the equity. This is one
of the few cases of divestiture in Mexico that involved a debt-equity
swap, a practice that has not been very significant since the debt resched-
uling operation.

Successes and Failures

There can be little doubt that the Mexican divestiture program has
been a great success. Probably its greatest achievement, and the
reason it is widely admired, is its magnitude-as noted. above, more
than 900 public enterprises were divested between 1982 and 1991. Nor
were the divestitures merely cosmetic. The government has sold a
number of huge enterprises: the telephone monopoly, the two major
airlines, all the large commercial banks, mining enterprises, the entire
steel sector, and the fertilizer sector, among others. There has been a
partial or even complete withdrawal from an array of sectors that
arguably should not have had a government presence in the first
place-for example, textiles, fishing, sugar, hotels, and auto parts.
Even though the reduction in assets or value added is much smaller
proportionately (the state petroleum enterprise Pemex alone consti-
tuted about half the public-enterprise sector in terms of contribution
to GDP), this nevertheless constitutes a significant reduction in the
government's presence in the economy.
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Role of Divestiture in Macroeconomic Stabilization

The divestiture program has also generated substantial revenues for te
government, thereby fulfilling a key role in the economic stabilization
program. As table 18-2 shows, the proceeds from public-enterprise sales
in the two years 1990-91 were around US$14 billion, which is three to
five times the various estimates of the benefits to Mexico from the debt
rescheduling operation.2 Although the sales were mostly to Mexicans,
the Telmex sale brought in US$4.7 billion in foreign capital, and it is safe
to say tat much of the rest of the revenue from divestiture was proba'bly
returning flight capital. World Bank staff have estimated that there was
some US$2 billion in new portfolio inflows in 1990 and about US$9
billion in 1991. Although the Mexican stock market boom and the related
liberalized rules on foreign ownership of shares have encouraged capital
inflows, all of the capital inflows in 1990-91 can be implicitly accounted
for by the divestiture program.

Thus there is little doubt that revenues from the divestiture pro-
gram have played an important role in macroeconomic stabilition.
In terms of short-term revenue impact, it could be argued that the
program has been even more important than the Brady deal. Further,
the proceeds from the divestitures have explicitly not been mingled
with other sources of government revenue; rather, they were set aside
in a so-called stabilization fund and used to retire a portion of the
domestic debt. This has had an immediate favorable impact on inter-
est rates.

Economywide Efficiency Improvement

A third expected benefit from the divestiture program is increased
efficiency of the economy as a whole, as major firms operate more on
market principles. It is still too early to assess the size of this impact
At the microeconomic (Le., enterprise) level, our cases provide some
mixed evidence. For example, the two divested airlines present contrast-
ing outcomes, with Aeromexico performing well and Mexicana not so
well.

Factors Contributing to Success

A series of factors contributed to the success of Mexico's divestiture
program.

Commitment

The key to success was commnitment to the program at the highest levels
of the Mexican government. This commitment was at most only partly
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ideological. Rather, it was driven primarily by the perception that divest-
iture could play a crucial role in the stabilization of the economy.

Transparency

The process of divestiture has been clearly defined and transparent No
deviations are made from the announced rules. To avoid bargaining after
a bid is accepted, the government draws up the legal contract of sale
before calling forbids and permits potential buyers to question (and even
modify) aspects of the contract before bidding commences. The key
element ensuring transparency is the system of checks and balances
established through the inclusion of several different actors in the pro-
cess: sector ministies, the privatization unit, and the agent banks. The
use of bidding rather than negotiation also creates a more transparent
situation for all buyers

Administrative Separation

As was mentioned above, administrative control of enterprises in the
process of divestiture was generally transferred from the secretariat with
sectoral authority to the privatization unit at the finance secretariat.
Thus, for example, when Telmex was being readied for divestiture,
control over the enterprise was moved from the communications secre-
tariat to the privatization unit. This policy had three advantages: actions
deemed necessary precursors to divestiture could be taken quickly and
without dilution or delay; any potential conflict of interest between
divestiture and entrenched bureaucracies was avoided; and the manage-
ment of the divestitures was concentrated into a few capable hands at
the privatization unit, allowing benefits from learning and from special-
ization to be realized.

Selection Criteria

A fourth innovation that probably was important in the scale of divest-
iture was the way in which enterprises were selected for sale. In the early
years of the program a more "normal" process was followed, in which
sector ministries were invited to offer those enterprises for sale that were
considered to be in nonpriority sectors. The approach was to present an
argument why particular enterprises were appropriate for divestiture.
As the program developed, however, the presumption became that all
enterprises would be sold, and sector ministries then had to argue why
particular enterprises were not suitable for divestiture if they were to be
kept off the list. This change in emphasis may have been instrumental in
maintaining the momentum of the divestiture program even after the
obvious candidates had been sold.
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Notes

This chapter was written by Pankaj Tandon. Many people have contributed to
our understanding of Mexico and its divestiture program. Among them we
would particularly like to mention Shyamadas Banerji, Bernardo GomezPalacio,
Paul Knotter, Santiago Levy, Inder Ruprah, Manuel Sanchez, Jorge Silberstein,
and Aaron Tomell. Able secretarial assistance was provided by Charlene Arzig-
ian and Patricia Regan. To all these individuals goes our gratitude.

1. It is difficult to get precise, comprehensive data on the Mexican public-
enterprise sector. Some of the available series contain data for all public
enterprises, while others include only "directly controlled" public enter-
prises, leaving out many large enterprises such as the telephone monopoly
Telmex, the state airline Mexicana de Aviaci6n, and the commercial banks.
The figures presented here for GDP and investment share include only directly
controlled public enterprises.

2. Van Wijnbergen (1991) estimates that the Brady deal reduced Mexico's
annaual interestbill by US$1.3 billionand total payments (including amortization)
by US$4 billion per year.



19. Telefonos de Mexico

Consider the following scenario. A company with about 50,000 employ-
ees has annual sales of about US$15 billion. Productivity, however, is
low and declining, and the stock price has been languishing at about 25
cents pershare, setting the market value of the firm at about US$1 billiorL
Management decides to take action. Three years later, sales are well over
US$4 billion and the stockhas soared to over US$7 per share, placing the
market value of the firm at nearly US$30 billion. The company has been
named "Company of the Year" by the country's leading business
weekly. Surely this would be the turnaround story of the decade, shining
proof that the "action" management took deserves to be studied and
emulated.

Tlis story is not fiction. It is the story of Telefonos de M&dco S.A. de
C.V. (Telmex), the period is from 1989 to 1991, and the action taken in
1989 was the commencement of the enterprise's divestiture. Itis not hard
to see why Telmex is regarded as one of the great success stories of the
privatization revolution, why the people involved are invited to give
seminars on it all over the world, and why practically every major
investment house has done an in-depth analysis and report on the
enterprise.

This chapter takes a close look at the divestiture of Telmex and
analyzes the factors behind its success. We will argue that the success
lies not so much where the popular perception would put it, but rather
in the contrbution of the Telmex divestiture to the overall economy. In
particular, it is tempting to assume that the big runup in the stock price
of Telmex reflects the market's estimate of the huge productivity and
other efficiency improvements that the new (private) management of the
company will bring to fruition. We will argue, however, that this as-
sumption would be only partly correct. Rather, much of the big stock
price jump stens from large price increases granted to Telmex by the
Mexican government as part of its divestiture concession. Thus the rise
in the stock market value of the company has come largely at the expense
of the consumer. At the same time, however, we believe that the divest-

417
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iture of Telmex has played a crucial role in the overall stabilization of the
Mexican economy-in the "Mexican economic miracle." The benefits so
conferred on Mexico may far outweigh any gains or losses measured at
the level of the firmL

After a brief look at the historical background of the enterprise, we
examine in detail the last ten years of public ownership. We then look at
the period leading up to and including the sale of the enterprise, exam-
ining the steps taken to prepare it for sale, the sale transactions them-
selves, and the regulatory environment created around the enterprise.
We look at Telnex's performance in its first year after divestiture.
Finally, we present our projections for the future course of Telmex and
draw our cundusions for what this has all meant for the Mexican
economy.

Background

Tel6fonos de M6xico is the principal supplier of telecommunications
services in Mexico. It has a monopoly on the provision of local and long
distance services. Private networks, cellular communications, and
equipment sales and rentals are subject to competition. Long distance
and international services are slated to be opened to competition in 1996.

History

Telnex was a private company until 1972.1 At that time the company
was struggling to bear the cost of integrating two different telephone
companies, created originally by LIT Corp. and Ericsson, and this tumed
out to be too expensive, despite large borrowings from the government.
To carry the integration to completion, the Mexican government as-
sumed control of the company, converting its loans to stock and then
buying additional stock (2 percent of the company) to assure itself of
majority (51 percent) ownership. At the time of divestiture, in 1990, it
owned 56 percent of the enterprise's stock.

Divestiture

It is unclear what motivated the divestiture of Telmex. Telmex had not
been in any financial trouble. It was embarking on an ambitious invest-
ment program, and itcouldbe argued thatthe government may not have
wanted to assume the liability of the necessary major expenditures.
However, we shall see that Telmex has tremendous ability to generate
investible resources internally, so this is not a particularly strong argu-
ment. We speculate that Telmex was chosen partly for its symbolic
importance and partly as e potential source of a sizable amount of
revenue. It is the largest company on the Mexican stock exchange. It was
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still 44 percent privately owned. And obviously it served a large and
important clientele. The divestiture of Telmex would dramatically serve
notice that Mexico was serious about divestiture and the development
of the private sector. Further, as the country's telephone monopoly, it
could be expected to command a high sale price.

The intention to divest Telmex was announced in September 1989.
Administrative control of the enterprise was at that time transferred
from the Secretariat of Communications and Transport to the Secretariat
of Finance and Public Credit, which was overseeing all divestitures.
Preparations for divestiture then began in earnest. The decision was
made to restructure the capital of the enterprise so that only 40 percent
of the shares would have voting rights. The government then offered for
sale 20.4 percent of the stock (which was 51 percent of the voting stock
and hence a controlling share). Bids were received in November 1990.
The winning bidder was a consortium consisting of Mexican investors
led by Grupo Carso (a holding company controlled by Carlos Slim Helu),
Southwestern Bell, and France Cable et Radio. The sale took place in
December 1990.

Regulation

The Secretariat of Communications and Transport has regulatory au-
thority over Telmex. The regulatory mechanism adopted after divesti-
ture is an RPI - X price cap system similar to the one used in the regulation
of British Telecom (see chapter 4). Specifically, a basket of services-
installation and rental charges, metered local calls, and domestic and
intemational long distance calls-is subject to price controls. The aver-
age price of this basket, using the previous year's quantities as weights,
can rise at a rate no higher than RPI - X, where RPI is the retail price index
and X is a factor to be set in advance by the regulators. For the period
1991-96, X has been set at zero, and for 1997-98 at 3 percent Thereafter
it will be reset every four years based on incremental costs. Services not
included in the basket (cellular telephony, yellow pages, private circuits,
etc.) are unregulated.

An innovative feature of the regulatory environment for Telmex is
that, apart from the price regulation, the company also faces certain
quantity co-nstraints and competitive conditions. Under the title of con-
cession, the company has been granted a monopoly on all fixed-link
telephone services until August 1996. After that date other firms may be
given permiission to offer long distance services. Telmex must then
provide interconnection to these other firms. Local services will remain
the sole franchise of Telmex.

To preserve its monopoly, however, Telmex must meet certain net-
work expansion targets. The function of this feature of the regulation is
to ensure that the company is not content with serving its existing client
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base but continues to expand aggressively. The targets it must meet are
the following:

* The number of lines in service must expand at a minimum of 12
percent per year until 1994.
* All towns with populations of 500 or more must have telephone
service by the end of 1994.
* The number of public telephones must be increased from 0.8 per
1,000 population to 2 per 1,000 in 1994 and 5 per 1,000 in 1998.
* In towns with automatic exchanges, the maximum waiting time for
a new connection must be reduced to six months by 1995 and one
month by 2000.

In addition, Telmex is required to meet certain standards in terms of the
speed with which repairs are carried out.

Although the penalty for failure to meet these targets is termination
of the concession, it is unlikely that the government would exercise that
right except in extreme circumstances. Thus Telmex has an effectively
secure monopoly on fixed-link local services at least until 2026 (when the
concession runs out), and on long distance services until 1996. Further,
it is subject to a rather generous price cap on its basic telephone services,
with considerable freedom to set prices within the basket.

What Happened?

In this section we examine the performance of Telmex in the ten years
leading up to divestiture and then in its first year as a private company.
Because the divestiture is so recent, we cannot meaningfully compare
performance before and after divestiture. However, we can study
whether or not there was an announcement effect on performance and
whether there was a substantial "cleaning up" of the company to prepare
it for sale. Because the divestiture was announced in September 1989,
and certain actions were taken in early 1990 that we believe to have been
directly connected to the pending divestiture, we will treat 1990 as the
first year under the new regime.

Profit and Profitability

The simplest measures of performance are private af ter-tax profits and
profitability. For the latter we need information on the fixed capital of
the enterprise. These simple measures are examined in this section.

PR-OFITS.Telmex'snomninalprofitshavebeen growing rapidly, practically
doubling every year since 1981. However, in a high-inflation environ-
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ment such as Mexico was in the 1980s, it is unclear how much we learn
from this. Deflating by the consumer price index yields a real profit series
that looks quite different (figure 19-1). Real private profit was stagnant
or declining during 1981-87, taking a sharp drop in 1986 and standing
in 1987 at half the 1981 level: 59 billion pesos (Mex$) versus Mex$120
billion (aUl peso figures are in "old," that is, pre-1993, pesos; 1 new peso
equals 1,000 old pesos). Between 1987 and 1990, private profit in real
terms more than doubled each year. In 1991, the first full year after
divestiture and the first year under price regulation, real private profit
grew 'only" about 35 percent.

Why this has happened is not difficult to figure out. Output prices
were falling in real terms until 1987 (in a trend stretching back to 1970),
but they rose in the period 1988-91. Telmex implemented major price
increases on 1 January 1988, perhaps as a reaction to the 159 percent
inflation experienced in 1987. Further increases followed. Thus the
"terms of trade" were moving against the enterprise until 1987 but have
moved in its favor since then. Also, output quantities have been rising
rapidly since 1987, perhaps partly because of the improved performance

Figure 19-i. Public and Private Profit at Constant Market Prices, Teljfonos
de Mexico, 1981-91
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Figure 19-2. Gross Fixed Capital Fonnation, Telefonos de Mexico, 1981-91
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of the economy and partly in response to the major investment program
started by Telmex. We examine this explanation in greater detail later in
the chapter.

FDIED CAPrrAL. Gross fixed capital formation, both at current and at
constant prices, rises slowly up to 1987 and then seems to explode
upward (figure 19-2), leveling off in 1991 (net capital formation follows
the samte pattern). The similarity between this pattem and that of private
after-tax profits, with the sharp discontinuity in 1987, is unristakable
Thus the price increases in 1988 might be seen as motivated by a per-
ceived need for investible resources.

The discontinuity in capital formation occurs in 1987. Because
divestiture was not ainounced until 1989, it would be difficult to
attribute this chantge to any announcement effect or even as an action
preparatory to divestiture. This is one important way in which tlte
Telmex case differs from most of the others in our study: there does
not appear to have been an investment constraint that was released
by divestiture; rapid growtl in investment started well before even
the announcement of divestiture.
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PROFITABILuTY. Because profitability is obtained by dividing the profit
level by the capital stock, its trend can be seen as a combination of the
previous two sets of trends. Private profitability followed a declining
trend through 1987, and a rising trend thereafter. The kink in the series
thus occurs in 1987, a date th.at, again, cannot seriously be associated
with divestiture or even its announcement. Rather, there appears to have
beena change ingovernmentpolicy. Priceincreases wereconsistentboth
with the need for greater investible funds and with the need to keep the
central budget deficit under control. These price increases were in tum
reflected in profits and profitability.

uNT cosrs. In general, the pattern ol nominal unit costs (figure 19-3)
shows a broadly upward trend to 1987 with a dedlining trend since then.
Although it is tempting to believe that this reflects productive efficiency
trends, itis possible that it instead reflects declining"terms of trade" (that
is, output prices relative to input prices) for Telmex up to 1987, with an
improving trend since then.

To eIiminate these terms-of-trade effects we look at real unit costs,
which are remarkablydifferent (figure 194). Forlaborwesee thebroadly

Figure 19-3. Nominal Unit Costs, Teljbnos de M&cico, 1981-91
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Figure 19-4. Real Unit Costs, Telfonos de Mxico, 1981-91
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rising trend up to 1987 disappear. Instead we see a raier stagnantseries
just above 0.4, with dramatic drops in 1989,1990, and 1991. Thus there
seems to have been substantial improvement in labor productivity dur-
ing these three years. The real cost of worldng capital meanwhile has
been highly variable but app ears basically trendless. Intermediate input
costs, on the other hand, show a strong upward trend until 1988, stabi-
lizing thereafter. Thus, for both labor and intermediate inputs, 1988
appears to be the pivotal year.

The sum of thevarious real unit costs gives an idea of how the different
elernents come together. This series shows some variability but seemis to
have a rising trend during 1981-88, with declines in the next three years.

Although we do not report the results here, we found that the real
average capital-output ratio has been steadily rising with more or less
the same trend throughout the period 1981-90, followed by a small
decline in 1991. Although this might suggest declining capital efficiency
through the early period, it might also be consistent with a steady
movement toward a more capital-intensive technology- For example, it
is estimated that the digital exchanges that Telmex is now installing
require fewer than one-sixth the number of operators that the old analog
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exchanges required. Thus it x.ould be difficult to conclude whether
Telmex is using capital more or less efficiently. The decline in 1991,
although it cannot be taken as a trend, does suggest improved capital
utilizadon by the divested enterprise.

SUMMARY OF PERFORMANClE. A series of partial measures of Telmex's
performance during the period 198141 shows a declining trend in
profits and profitability until 1987, with a positive trend thereafter. The
primary force behind the kink seems to be the large upward revisions in
output prices of 1988 (which were followed by further increases in 1990).
We find some decline in unit labor and intermediate costs during 1989-
91, although this is somewhat countered by a rising average capital-
output ratio during the first two years of that period. The analysis of the
productive efficiency of the enterprise as indicated by its unit costs
therefore suggests deteriorating efficiency up to 1988, with some im-
provement thereafter. We turn next to a more comprehensive analysis
of efficiency-totalfactorproductivity (TFP)-to confirmthishypothesis.

Ttal Factor Productivity

The calculations leading to the TFP measure are displayed in table 19-1,
and the series itself is plotted in figure 19-.; These figures show how the
various conflicting elements of unit costs sort themselves out, and they
tell a dramatic story, confirming the hypothesis postulated just above.
Through the period 1981-88, TeImex was simply becoming less efficient.
The TF' index (with 1986 as 1.00) fell from 1.31 in 1981 Zo 0.87in 1988-an
astonishing 43 percentage-point drop in productive efficiency! There
was then a slight recovery to 0L93 in 1989 and 0.94 in 1990, followed by
a more substantial junmp to 1.08 in 1991. This is suggestive that, as
preparations for divestiture began, the decline in productivity was ar-
rested, and that productivity took off after divestiture took place. The
growth in TFP in that first year of private operation was 15.3 percentage
points.

These results need to be taken with a measure of caution. Table 19-1
shows clearly a fact that we all know to be true: that fixed capital is the
dominant element of cost in telecommunications. In 1986, for example,
capital cost accounts for 82.6 percent of total cost. Thus the rising trend
we saw in the average capital-output ratio in the previous secfion is
dominating the productivity calculations. And we have already argued
that this rising trend may be due at least in part to the capital expansion
currently taking place in Telmex. We see another important piece to the
puzzle in table 19-1. Note the sharp drop in the opportunity cost of fixed
capital in 1989 as compared with 1988. This was due to a sharp drop in
interest rates, which in turn was due to the moderating of inflation. Now
although the TFP calculation is supposed to be free of price effects



Table 19-1. Total Factor Productivity, TekSfonios de Mdxico, 1981-91
C fItem l181 1982 1983 1984 1985 7986 7987 1985 1989 1990 1992

Values (billions of pesos)
Outputs 32 54 108 173 264 565 1,490 3,408 5,246 9,099 13,666
Intermediate inputs 1 2 4 19 16 59 135 422 529 791 941
Labor I1 21 37 57 107 238 710 1,515 2,127 3,243 4,376
Rentals 0 0 0 0 0 0 0 0 0 0 0
WorkingcapitaI 1 3 7 11 22 74 195 171 437 323 160
Fixed capital 24 78 173 247 472 1,767 5,280 5,061 2,988 4,012 3,978

Total inputs 37 104 2.21 334 618 2,138 6,319 7,169 6,081 8,369 9,454
Prices (1986 = 1.00)
Outputs 0.075 0.122 0.249 0.370 0.514 1.000 2,466 5.000 6.273 9,592 12.021
Intermediate inputs 0.063 0,098 0.203 0.346 0.531 1.000 2,356 3.360 3.968 4.865 5.790
Labor 0.065 0.116 0,192 0.283 0.489 1.000 2.710 5.173 7.379 11.094 15.351



Rentals 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.00
Working capital 0.013 0.031 0.073 0.106 0.275 1.000 1.638 1.266 1.907 1.945 1.402
Fixed capital 0.024 0.071 0.141 0.178 0.283 0.952 2.606 1.976 0.949 1.022 0.890

Total inputs
Cdivisia: price explicit) -0.031 0.077 0.150 0.197 0.323 1.000 2.679 2.420 1.779 2.186 2.377

Qulantities
Outputs 420 442 434 469 513 565 604 682 836 949 1,137
Intermediate inputs 13 17 19 54 30 59 57 126 133 162 163
Labor 173 184 190 203 220 238 262 293 288 292 285
Rentals 0 0 0 0 0 0 0 0 0 0 0
Working capital 86 82 98 104 81 74 119 135 229 166 114
Fixed capital stock 995 1,110 1,225 1,391 1,669 1,857 2,026 2,562 3,149 3,925 4,470

Total inputs (divisia) 1,219 1,343 1,469 1,696 1,911 2,138 2,359 2,962 3,418 3,828 3,978

TFR index (divisia) 1.306 1.245 1.118 1.047 1.017 1.000 0.970 0.871 0.927 0.938 1.082
TFn: Annual percent change -0.047 -0.102 -0.063 -0.029 -0.016 -0.030 -0.102 0.063 0.013 0.153

Note: TFP: total factor productivity.
Source: Authors' calculations from Telmex data.
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Figure 19-5. Total Factor Productivity and Public Profitability,
Telefonos de Meico, 1981-91

1986 = 1.0 Percent
1.4 140

-. .,,Year of divestiture

12 120

1l CC... * 100

0.8 _. 80
TFP (left scale)

0.6 60

OA _ Real public profitability 40
(right scale)

0.2 -2

0 ~~~~~~~~~~~~~~~~~0
1981 1982 19S3 1984 1985 1986 1987 1988 1989 1990 1991

Source.Authors' calculations from Telnex data.

(witness that the fixed capital stock quantity, the key variable used in the
calculation, rises in 1989 as we would expect), nevertheless the sharp
drop in the opportunity cost of capital means a sharp drop in the weight
given to the capital input in the TFP calculations. In 1989 the share of fixed
capital in total input cost dropped to 49 percent, in 1990 to 47.3 percent,
and in 1991 it was down to 41 percent Thus the upward tum in produc-
tivity in these three years could be partly explained by the sharp drop in
the capital share.

The fact remains that Telmex's TFP was dedining during 1981-88 but
has since turned upward. The decline could have been due to capital
building, it could have been a side effect of the massive inflation (and
high interest rates) that Mexico experienced during the early to mid-
1980s, or it could reflect some deterioration in efficiency. The improve-
ment since 1989 could reflect the declining share of fixed capital in total
cost. Nevertheless, it is clear that productivity has been improving
during the past three years, with 1991 showing a quite substantial 15
percent increase. Table 19-1 shows that output rose in 1991 by nearly 20
percent, while intermediate inputs remained essentially unchanged and
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labor use actually declned. Therefore there can be no ambiguity about
this productivity improvement in the first year of private operation.

Fiscal Effects

Telmex has been an important contributor to the Mexican treasury, both
through annual tax flows and through the proceeds from its divestiture.
We consider each of these components of the fiscal impact in turn.

ANNUAL FLOWS. The primary source of annual fiscal flows to the gov-
ernment from Telmex has been indirect taxes. In addition, the govem-
ment receives direct (income) tax payments and dividends as a partial
shareholder. We have excluded interest payments from Telmex to gov-
ernment-owned banks from our measure of fiscal impact.3

The upper panel of table 19-2 shows the fiscal flows, in current pesos,
received by the govemment during 1981-91. The dominant position of
indirect taxes (the telephone tax and the value added tax) is clearly seen;
they account for about 90 percent of all taxes in most years. The govern-
ment was receiving an extraordinarily high proportion of Telmex's total
revenue. From a high of 42 percent in 1981, this proportion stabilized in
a range of 32 to 38 percent for 1982-89, followed by a sharp drop to 26
percent in 1990 and 24 percent in 1991. As we will see below, this decline
was due to a substantial reduction in tax rates as a prelude to divestiture.
Thus the sharp drop in fiscal inflows as a percentage of total revenue in
1990 and 1991 can be attributed to divestiture.

The bottom panel of table 19-2 shows the same fiscal inflows in real
terms, deflatingby the consumerprice index to 1986 prices. The resultant
series are then plotted in figure 19-6. In real terms the government's fiscal
receipts stayed more or less constant during 1981-87, jumped dramati-
caly in 1988 and 1989, and were again relatively stable in 1990 and 1991.
The stability during 1981-87 may seem strange, given that the real prices
of Telmex's services were actually declining during this period. Thus
stability was in fact achieved through upward adjustment of the tax rates
(see table 19-5). The big price adjustment 5n 1988 and the large quantity
increase in 1989 account for the large increase in tax revenues in those
years. Finally, the small decline in 1990 can be attributed to divestiture-
specifically, the change in the price and tax structure in January 1990,
discussed below. he slight rise in 1991 was entirely driven by higher
income tax payments as the company's profits rose.

The bottom line is that tlroughout the 1980s Telmex contributed
substantially to government revenue, with big real increases in 1988 and
1989 followed by a drop in 1990 and recovery in 1991. We believe that
the drop and recovery were related to divestiture, but the increases of
1988-89 were not. Of course in 1990 and 1991 the government also



Table 19-2. Fiscal Flowrs, Telifonos de Mexico, 1981-91
Flow 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Billio,is of cutrrent pesos
Dividends 1 2 2 3 5 7 10 19 27 42 27
Direct taxes 4 6 11 3 12 21 58 329 271 182 674
Indirect taxes 13 20 39 73 106 225 614 1,504 2,400 2,920 3,286

Total 19 28 52 79 123 253 682 1,852 2,697 3,144 3,987

Flows as percentage
of total Telmex revenue 0.42 0.37 0.35 0.32 0.33 0.32 0.32 0.38 0.35 0.26 0.24

Billions of constatit 1986 pesos
Dividends 24 16 12 10 9 7 4 5 6 7 14
Direct taxes 83 57 57 9 26 21 22 84 58 30 95
Indirect taxes 256 193 209 247 219 225 237 382 510 490 463

Total 363 267 278 266 254 253 263 471 573 527 562

Souerce: ieldfonos de Mxico (varinos years), and authors' calculations.
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Figure 19-6. Fiscal Flowvs at Constant Prices, Telifonos de Mdxico, 1982-91
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Source: Authors' calculations frorn Telmex data.

received a substantial fiscal inflow in the form of the Telmex sale price.
We examine this next.

THE SALE TRANSACTON. Telmex was divested on 20 December 1990,
through the sale of a controlling block of stock to a consortium headed
by Grupo Carso. The method of sale was a sealed-bid auction for the
entire controlling block of shares. The winning consortium is 51 percent
Mexican owned, with the remaining 49 percent divided equally between
Southwestern Bell Corp. and France Cable et Radio. The purchase price
for 204 percent of the enterprise was US$1.67 billion. 4 In addition, the
buyers were sold options to buy a further 5.1 percent, and employees
were sold a 4.4 percent share. On 15 May 1991 a further 165 percent of
the company's stock was sold for approximately US$2.37 billion. And in
May 1992 the goverfment sold an additional 4.7 percent of the enterprise
for U;S$1.4 billion. In all, the government has sold 51.1 percent of Telmex
for a total (in May 1991 dollars) of over US$6.2 billion. Details of our
calculations and of the structure of the sale are spelled out in Tandon
and Abdala (1992).

One interesting aspect of the sale is the capital stock restructuring
carried out just prior to the sale. Before divestiture the enterprise had
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two classes of stock: AA shares could be owned only by the governrment,
and A shares were unrestricted as to ownership. The government first
reduced the numnber of AA shares (from 55.9 percent to 51 percent) by
converting some into A shares. Next the enterprise declared a stock
dividend of 1.5 newly created L shares5 for each A or AA share held. The
L shares had very limited voting rights. Thus the AA and A shares (40
percent of the stock) collectivelycontrolled the enterprise. The AA shares
alone (51 percent of the voting stock, 20A percent of the total) were
enough for control; these were the shares offered for sale in December
1990, and their sale to the Carso group was sufficient to turn over the
control of Telmex to the consortium.

Effects on Consumer Welfare

Table 19-3 shows changes in consumer surplus, measured as usual for
each commodity as the change in real price times the base period
quantity. The change in consumer surplus is calculated as the change in
surplus from all calling categories of service (metered service, long
distance, etc.) minus any change in fixed charges (installation charges
and monthly rentals).

We see the same overall pattern that is now famliar: consumers were
generally gaining through 1987 but then got hit with price increases
during 198891. Were consumers better or worse off in 1991 than in 1981?
Because the consumer surplus changes are expressed as real price
changes, it is meaningful to sum up all the changes. We see that the gains
made by consumers during 1981-87 were more than wiped out by the
losses in 1988, with additional losses during 1989-91 making matters
worse. This would suggest that consumers were indeed worse off by the
end of 1991. This condusion is borne out in the next section, where we
examine the changes in real prices more carefully.

Macroeconomic Effects

The announcement that Telmnex was to be divested was made in Septemn-
ber 1989, the same month that Mexico's external debt rescheduling
agreement under the Brady Plan was reached. Thus we might speculate
whether the sale of Telinex had anytiing to do with the subsequent
dramatic economic recovery.

We think it did. The argument goes as follows. Firt, one of the key
ingredients of Mexico's macroeconomic stabilization has been to stem
and even reverse the tide of massive capital outflows in the form of
external debt service and capital ffight This was, after all, the basic
premise behind the need for the debt rescheduling agreement that
the capital drain was making investment in the economy impossible.



Table 19-3. Chanages in Conisutmler Suirpluis, TeMfonos de Mdxico, 1981-91

Service 1981 1982 2983 1984 1985 1986 1987 1988 2989 1990 1992

Rentals
Real Price 74.1 47.9 40.7 37.6 29.7 26.4 28.8 49.4 49.8 47.0 51.2

Change in price n.a. -26.2 -7.2 -3.1 -7.9 -3.3 2.4 20.6 0.4 -2.9 4.2

Change in revenue (to be subtracced) n.a. 47.5 -17.2 -3.0 -21.5 4.5 14.4 92.1 19.6 9.0 52.7

Metered service
Real price 2.3 1.6 2.8 3.2 2.6 2.2 2.2 4.2 4.0 19.3 17.9

Change in price n.a. -0.7 1.1 0.5 -0.7 -0.4 0.1 2.0 -0.2 15.2 -1.4

Change in consumer surplus (1986 pesos) n.a. 0.0 -7.2 -3.1 4.6 3 -. 8 -15.6 1.9 -256.7 34.8

Long distance
Real price 0.2 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.2 0.2

Change in price n.a. -0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Change in consumer surplus (1986 pesos) n.a. 153.8 -12.8 6.9 79.9 29.2 -10.6 -125.7 -140.4 -145.5 -86.4

International oritgoing calls
Real price 0.9 0.9 1.0 1.2 1.1 1.2 1.1 1.1 1.0 0.7 0.6

Change in price n.a. 0.0 0.1 0.2 -0.1 0.2 -0.2 0.0 0.0 -0.3 -0.1

Change in consumer surplus (1986 pesos) n.a. 0.2 -14.6 -24.8 18.6 -25.7 27.2 1.4 11.7 105.6 35.5

International incoming calls
Real price 0.3 0.5 0.8 0.5 0.5 0.6 0.5 0.5 0.4 0A 0.3

Change in price n.a. 0.2 0.3 -0.2 0.0 0.0 -0.1 0.0 -0.1 -0.1 -0.1

Change in consumer surplus (1986 pesos) n.a. -40.7 -66.2 59.9 5.4 -12.5 28.3 -9.8 32.1 42.7 92.6

(Table continues on the following page.)



Table 19-3 (continued)
Service 1981 1982 1983 1984 2985 1986 1987 1988 1989 1990 7991

Ot1her local services
Real price 0.0 0.0 0.0 0.3 0.2 0.1 0.1 0.4 0.3 02 0.2
Change in price n.a. 0.0 0.0 0.3 0.0 -0.1 0.0 0.3 0.0 -0.2 0.0
Change in revenue (to be subtracted) n.a. 0.0 0.0 57.7 -2.9 -28.1 1.1 81.8 63.2 -64.0 30.9
Miscellanteouts
Real price 24.6 19.7 22.0 22.9 22.0 20.0 17.8 25.2 25.2 25.2 25.9
Change in price n.a. 4.9 2.3 0.9 -0.8 -2.1 -2.1 7.3 0.0 0.0 0.7
Change in consumer surplus (1986 pesos) n.a. 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Total change in consumer surplus (1986 pesos) 0.0 180.7 -83.6 -16.0 132.9 28.6 28.6 -323.7 -177.5 -198.9 -7.1
Memorandum: Consumer price index (1986 = 1.0) 0.1 0.1 0.2 0.3 0.5 1.0 2.6 3.9 4.7 6.0 7.1

n.a. Not applcable.
Source: Authors' calculations from Telmex data.
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Second, Telmex has been a source of verp large capital inflows, over US$6
billion in a period of a year and a half.

By comparison, the debt rescheduling reduced Mexico's interest pay-
ments by US$1.3 billion a year and reduced total capital outflows (inter-
est plus principal) by US$4 billion a year. Thus tle saie of Telmex had
the same direct fiscal impact on the governnent in the same time period
as did the debt rescheduling. Third, we would argue that Telmex was a
catalyst for the highly successful divestitures that followed. Recall from
chapter 18 thlat divestiture revenues in 1991 totaled US$10.8 biWlion
(including US$2.4 billion from Telmex). The high prices commnanded by
the commercial bank divestitures in particular have been widely com-
mented on: the banks sold for as mi ich as 3.7 times book value, compared
with a more "normal' multiple of between 1 and 2. To what extent, if at
all, the very successful 7 divestiture of Telmex contributed to this is a
matter of speculation; many observers feel it played a very important
role.

What does this all mean for the analysis of the Telmex divestiture?
Given these very large external effects from the sale, we would argue
that the sale revenues need to receive a weight greater than one when
the welfare calculations are done. As Jones, Tandon, and Vogelsang
(1990) have argued, money in the govermment's hands may be worth
more than money in private hands in a situation of disequilibrium or
nonoptimal taxation. Mexico was certainly in disequilibrium at this time,
suffering from severe fiscal constraints. The revenues from divestiture
played a particularly crucial role in that they were set aside and used to
retire domestic debt, thereby encouraging the sharp drop in domestic
interest rates that followed.

What then was the marginal value to society of these sale revenues?
Van Wijnbergen (1991) has attempted to estimate the value to Mexico
of the Brady deal, and because the divestiture revenues were used for
a very similar purpose (debt reduction), his calculations are sugges-
tive for our purposes. Van Wijnbergen's calculations suggest that the
Brady deal had the effect of reducing Mexico's capital outflow by
about US$4 billion per year over the period 1989-94. Correspond-
ingly, he estimates that the positive effect on Mexico's CDP from this
operation will be to raise the annual growth rate on the order of about
2 percent (with a low estimate of 1.5 percent and a high of around 2.5
percent). Since Mexican GDP in 1989 was US$200 billion, ftis suggests
an increase in GDP of about US$4 billion. If we completely ignore any
persistence effects and assume the increase is only a one-time gain,
this would argue for a shadow value of the sale revenues of 2; this
would be a lower bound. Estimates of the shadow value of govern-
ment funds in developing countries are routinely above 2 (Jones,
Tandon, and Vogelsang 1990, p. 29), and therefore this estimate ap-
pears to be at the low end of the true value.
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Summry

We can divide our summary of what happened into two categories: what
happened in terms of behavior or performance outcomes, and what
happened in terms of the sale transaction.

Telmex was a moribund, poorly performing public enterprise until
1987. Both private profitability and productivity were on a declining
trend. But there seems to have been a turnaround over the past few
years:

* Private profits and profitability were declining until 1987, buthave
been growing rapidly since then.
* TRP was declining until 1988 but has been rising since then, with a
notable 15 percent improvement in 1991, the first postdivestiture year.
* Labor productivity, after stagnating from 1981 to 1988, rose rapidly
over the next three years.
* Real fiscal revenues were fairly stable during 1981-87 but then
jumped in 1988 and 1989 to reach a new plateau at approximately
double the previous level.
* Consumers enjoyed falling real prices during 1981-87 but have
faced steep price increases since then.

The sale of Telmex has been an extremely complex transaction, and
indeed it is stil not entirely complete. Several key features need to be
stressed:

* Because of the size of the sale (a total of over US$6 billion has been
received so far), it has been carried out in stages or tranches.
* Tnrough a capital restructuring, effective control of the enterprise
was transferred with the original sale of 20A percent of the shares.
* The governmentgained from the rising stockmarket value through
higher per share sale revenues on successive tranches.
* The sale of Telmex dearly signaled the Mexican govemment's
commitment to private sector development.
* The sale revenues played an important role in stabilizing the
macroeconomy.

Why Did It Happen?

We next examine to what extent the behavioral changes we observed
can be attributed to the divestiture of Telmex. This will then permit
us to construct our projections and our counterfactual *o divestiture.
We will focus on three classes of changes: changes in the price struc-
ture and taxation, changes in the investment level, and changes in
productivity.
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Changes in Prices and Taxation

We believe a key element in explaining what was happening at Telmex
through the 1980s was changes in the pricing and taxation regime. We
argue that the price increases of 1988 were not attributable to divestiture,
but that the price and tax changes of 1990 were.

THE 1981-87 PERIOD. Table 194 shows, for 1980-91, the prices of the
principal services provided by Telmex,8 in constant pesos of 1986. For
each category of service, the table reports the net price received by the
enterprise, the indirect tax (consisting of the telephone tax and the value
added tax), and the total price paid by the consumer. Table 19-5 presents
the indirect tax rates for each service.

Prices for rentals, metered service, and national long distance declined
slowly until 1987 and then recovered in 1988 to close to the 1980-81
level. Connection charges also declined slowly from 1981-87, but the
"adjustment" in 1988 was a massive fivefold real increase. There was no
discerruble trend in the price of international calls.

The slow decline in real prices during 1981-87partially masks the fact
that the prices received by Telmex were declining somewhat faster,
because the tax rates on services were rising slightly, as can be seen from
table 19-5. The average indirect tax on local service went up from 70
percent in 1981 to 90 percent in 1987, and for national long distance the
tax went from 44 percent to 58 percent. According to a study of world-
wide telecommunications rates in 1988 (Siemens 1988, quoted in World
Bank 1990) Mexico had by far the highest telephone tax rates in the
world.

Why were real prices allowed to decline through most of the 1980s?
The normal explanation is that there was a regulatory lag, and inflation
was accelerating. This seems reasonable, except that there is evidence
that the general decining trend stretches back through the 1970s also,
when inflation was not as high (World Bank 1990, p. 88). This suggests
that low prices were a reflection of guvemment social policy. At the same
time, the enterprise was an important so-urce of revenue for the govern-
ment We have already seen (see "Fiscal Effects" above) that real fiscal
revenues stayed roughly constant from 1982 to 1987. Tax rates were
adjusted in a way that stabilized the returns to the government. Thus it
appears that the enterprise was used as a source of govenunent revenue
and that prices were kept low for social purposes. The government
obtained its return from the enterprise in the form of indirect taxes, and
consumers were kept happy with low prices; the losers were the private
shareholders, who received next to no return. Thus, although Telmex
remained profitable, itwas unable to generate sufficientfunds for invest-
ment. Both the low level of capital formation and the low stock price of
the enterprise throughout this period are thereby explained.



Table 19-4. Output Prices, Tel6fonios de Mdxico, 1980-91
(constant 1986 pesos)

Service 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1992

Renit (annual?
Residential 14,284 13,411 7,560 7,462 4,687 6,443 4,872 5,181 12,879 10,759 14,267 21,335
Tax 9,143 8,584 4,839 5,333 3,350 4,604 4,092 4,352 10,818 9,038 2,140 3,200

Total 23,427 21,995 12,399 12,795 8,037 11,047 8,964 9,532 23,697 19,797 16,407 24,535

Business 25,889 24,047 14,538 14,345 9,011 12,367 9,372 9,963 24,760 31,028 42,137 57,555
Tax 19,676 18,275 11,049 12,050 7,569 10,388 9,166 9,744 24,215 30,346 6,320 8,633

Total 45,565 42,322 25,588 26,396 16,580 22,755 18,538 19,707 48,974 61,374 48,457 66,188

Metered service (per minute)
Residential 2.98 2.31 1.65 1.55 1.82 1.44 1.13 1.17 2.21 1.85 16.77 15.69
Tax 1.90 1.48 1.05 1.11 1.30 1.03 0.95 0.99 1.86 1.55 2.52 2.35

Total 4.88 3.79 2.70 2.67 3.12 2.47 2.08 2.16 4.07 3.40 19.28 18.04

Business 2.98 2.31 1.65 1.55 1.82 1.44 1.13 1.17 2.21 2.77 16.77 15.69
Tax 2.26 1.76 1.25 1.31 1.53 1.21 1.11 1.15 2.16 2.71 2.52 2.35

Total 5.24 4.07 2.90 2.86 3.35 2.65 2.24 2.32 4.37 5.48 19.28 18.04

Installationi chuarges
Residential 31,022 96,861 62,893 72,788 45,721 57,275 43,374 56,901 226,114 188,900 150,922 150,039
Business 38,636 146,188 81,783 94,660 59,460 75,763 57,269 75,307 371,059 309,991 261,597 257,350



Domestlic long distanuce
(perm,inute)

Residential 124 116 78 75 71 56 46 48 70 89 141 162

Tax 48 45 30 34 32 25 24 25 36 46 21 24

Total 172 161 108 109 103 81 70 73 106 135 162 186

Business 124 116 78 75 71 56 46 48 70 89 141 162

Tax 60 56 38 41 39 31 29 31 44 56 21 24

Total 184 172 115 117 110 86 75 79 114 146 162 186

Internationzal lotng distance
(per??dawutact

Residential 372 366 426 499 448 411 466 406 459 429 299 265

Tax 145 143 166 226 203 187 211 184 185 173 45 40

Total 517 509 593 725 651 598 677 591 644 601 343 304

Business 372 366 426 499 448 411 466 406 459 429 299 265

Tax 180 178 207 275 247 227 257 224 185 173 45 40

Total 552 544 633 774 695 639 723 631 644 601 343 304

a. Per telephone line.
b. On outbound calls to the United States, net of settlement.
Source; Telmex data.
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Table 79-5. Indirect Rates on Telephone Seruices, Mexico, 1980-92
(percentages)

Teleplone tax Totat taxa

National Value National
Local long Inter- added Local lonig Inter-

Year service distance national tax seruice distance national

1980 54.22 30.90 30.90 10.00 69.64 43.99 43.99
1981 54.22 30.90 30.90 10.00 69.64 43.99 43.99
1982 54.22 30.90 30.90 10.00 69.64 43.99 43.99
1983 54.22 30.90 30.90 15.00 77.35 50.53 50.53
1984 54.22 30.90 30.90 15.00 77.35 50.53 5053
1985 54.22 30.90 30.90 15.00 77.35 50.53 5053
1986 65.63 37.23 30.90 15.00 90.48 57.82 5053
1987 65.63 37.23 30.90 15.00 90.48 57.82 50.53
1988 65.63 37.23 22.00 15.00 90.48 57.82 40.30
1989 65.63 37.23 2200 15.00 90.48 57.82 4030
1990 0.00 0.00 0.00 15.00 15.00 15.00 15.00
1991 0.00 0.00 0.00 14. 32b 14.32 14.32 14.32
1992 0.00 0.00 0.00 10.00 10.00 10.00 10.00

a. The value added tax is applied to the price plus the telephone tax to arrive at the
total tax.

b. Weighted average of a value added tax of 15 percent prior to and 10 percent after
11 November 1991.

Source Telmex data.

THE 1988 REFORMS. Ir 1988, however, most prices w%ere raised signifi-
cantly. It seems reasonable to suppose that this price increase was
induced by the rapid inflation of the previous two years and the need
for investment capital. The consumer price incdex had doubled in 1986
and then risen another 159 percent in 1987. Also, the rebuilding of the
Telmex system following the 1985 earthquake was proceeding very
slowly, partly because of a lack of funds.10 That the need for funds may
have been important is also suggested by the fact that the biggest price
increases were for services with the lowest demand elasticities: connec-
tion charges, rentals, and metered service, in that order.

THE 1990 PRICE AND TAX REFORM. The pricing and tax regine was
drastically reformed in January 1990. The key change was the elimina-
tion of the telephone tax,leaving only the 15 percent value added tax,
which the enterprise was permitted to absorb partially or wholly into its
price. This was true for rentals, metered local calls, and domestic long
distance calls. Connectio charges had never been taxed. The only
exception was international calls, where the nominal price felL Thus
the price reform moved prices more in line with international prices.
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Metered local calls underwent the most dramatic increase, from Mex$16
per minute (less than 1 U.S. cent) to Mex$115 per minute (about 4 cents).

At the same time, a new telephone services tax was introduced. This
was a charge of 29 percent on Telmex's revenues from rental charges,
local cals, and national long distance. Why was 29 percent chosen as the
new tax rate? One reason could be that the proportion of indirect tax
revenues to Telmex revenues averaged exactly 29 percent for the period
1981-89! Is the "new" telephone services tax nothing but the "old"
telephone tax in a different guise?

We do not think so, for two reasons. First, the new tax is applied only
on certain selected revenues, as mentioned earlier, so that its proportion
of total revenue will now be lower than that of the old tax. Second, the
goverment has permitted Telmex to offset 65 percent of the tax against
investment1 1 Because the company is investing heavily (and in fact will
have to in order to meet other conditions of its concession), it will
certainly get the ful benefit of tiis option. Further, all of the notional tax
(that is, induding the 65 percent investnent subsidy) will be deductible
ior corporate income tax purposes. The effect of these provisions is to
reduce the effective indirect tax to zero, as long as investment is high
enough to take advantage of the investmnent subsidy, and as long as
income is high enough to take advantage of the income tax offset?

We see therefore that the 1990 reforms provided a substantial boost to
Telmex by essentially transferring to it a large proportion of what the
government had previously derived from the enterprise. On 1990 base
revenues of US$3,413 million, we have calculated this transfer to be
US$643 million-a pure transfer from the government to the company!13

Was the 1990 price-cum-tax reforn, coming as it did eleven and a half
months before divestiture, "due" to divestiture? Or was it simply a
continuation of the process begun in 1988? We believe that the two
reforms were quite distinct, and that the 1990 reforms were very much
a part of the divestiture process. There are several reasons to believe so.

First, the decisiom to sell Telmex was not made until some time during
the 1988 presidential election campaign, and it was not announced until
September 1989. Thus it is safe to assume that the reforms of January
1988 were in no way connected to divestiture. The 1990 reforms, on the
other hand, occurred after the intention to sell Telmex had been
announced.

Second, after the September 1989 announcement, administrative con-
trol over Telmex was transferred from the communications secretariat
to the finance secretariat, which was managing the divestiture program.
This suggests that all major subsequent actions would probably have
been taken in light of their impact on the divestiture.

Third, th:e character of the 1990 reforms was quite different from the
price reforms of 1988 or previous years. The abolition of the telephone
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tax was an obvious major difference. Also, the dramatic change in the
price of metcred calls was unlike anything seen before. These changes,
we contend, were motivated by the need for a "successful" sale, which
was the biggest attempted in Mexico and one of the biggest yet attempted
in any country. A failure to receive reasonable bids would not only be
undesirable in itself but would also have repercussions on future divest-
itures such as those of the banks. Thus the enterprise needed to be made
an attractive buy, and the 1990 reforms certainly did that. Furtier, by
transferring tax revenues to the enterprise, the government was able to
render Telmex more attractive to potential buyers while minimizing the
adverse impact on consumers.

In summary, it is our contention that the 1990 price reforms were
largely (if not solely) motivated by the forthcoming divestiture and
would not have occurred otherwise. Even if the government had re-
formed prices in order to reflect costs more closely, it is very unlikely
that the telephone tax would have been abolished; the govenmment had
little incentive to do so and, given the atmosphere of fiscal austerity,
would probably have been unwilling to give up a solid source of reve-
nue. Thus our counterfactual scenario will not be characterized by such
a price-tax reformL

Changes in Investment

As we have seen, the level of investment in Telnex rose slowly up to
1987 and then began to increase rapidly (figure 19-2). In several of our
other cases (British Telecom, Malaysia Airline Systems, Compafiia de
Tel6fonos de Chile) the release of an investment constraint has played a
key role. It is natural to ask whether the same phenomenon is at work in
Telmex.

We think not. Like the price increases of 1988, the investment growth
that began in 1988 commenced well in advance of even the announce-
ment of divestiture. Thus it appears that the investment program was
part of the Mexican government's overall strategy of economic develop-
ment, in which telecommnunications were seen as an important part of
the infrastructure. Some of the impetus for the rise in investment might
even be traced back to the 1985 earthquake and the resultant opportunity
to upgrade some of the network in the process of rebuilding it.

There is also the issue of how the investment was financed. We have
seen (in the section on "Annual Flows" and in table 19-2 and figure 19-6)
that real fiscal flows to the government actually rose quite sharply in
1988 and moved even higher subsequently. thus the investment boom
starting in 1988 was not financed, either directly or indirectly, by the
government. Rather, two key internal sources of finance were exploited.
The first was the higher revenues following the big price increase of
January 1988. The second was an innovative scheme to sell future
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receivables,14 under which Telmex received US$208 million in 1988,
US$256 million in 1989, and US$438 million in 1990.

In summary, the ambitious investment program Telmex undertook in
1988 can be explained by a combination of two sets of forces: a height-
ened perception of the need for investment and a greater ability to
finance that investment.

Changes in Productivity

We saw earlier that TFP at Telmex was declining rather alarmingly during
198148, then recovered slightly in 1989 and 1990, and finally took a big
jump in 1991, the first year after divestiture. There were three specific
points to note. First, real labor productivity stayed constant from 1981 to
1988 and then rose sharply each year from 1989 through 1991. Second,
the real unit cost of intermediate inputs rose somewhat sporadicaly
up to 1988 and then declined over the next three years. Third, the
average real capital-output ratio kept rising fairly steadily throughout
the period.

Of these three factors, certainly the most interesting is the trend in
labor productivity. Since 1989 was Telmex's first "good" year, it is
tempting to ask whether the improvement was at all related to divesti-
ture. We tdink it might have been, at least in part because of improved
relations with the enterprise's union. When the possibility of a Telmex
divestiture began to be discussed, the telephone workers' union (s5RM)
supported the ideaalmostunanimoasly. Then, inApril1989, alandmark
agreement was reached with the unions. The agreement replaced fifty-
seven different labor contracts with a single one to be negotiated once a
year, permitted the enterprise more disaetion in moving workers from
one job to another, and made provision for layoffs. In exchange, the
government awarded workers substantial salary increases (average
labor cost per worker rose 43 percent in 1989 and 50 percent in 1990),
greatly increased spending on worker retraining and skill development,
and later sold the union a 4.4 percent share of the enterprise.

Against this backdrop, the improvement in labor productivity in 1989
and 1990 could be seen as an indication of labor's inaeased commitment
to the enterprise as it prepar2d for divestiture and as a consequence of
management's ability to reduce the work force through attrition and
labor mobility within the enterprise (the number of workers at Telmex
actually declined in 1989 from 49,995 to 49,203). The alternative hypoth-
esis would be that the labor force reductions were simply a normal
reform and that the willingness of the union to make concessions may
in part reflect the general decline in the strength of the unions in recent
years.15 We believe that both these sets of forces have been at work, so
that part of the improvement in labor productivity might reasonably be
attributed to the prospect of divestiture.
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The increase in labor productivity in 1991, however, bears all the
hallmarks of a classic cost-cutting reorganization by the new private
owners. Management has set ambitious productivity goals: there is an
active policy of layoffs through attrition; there have been some layoffs
as part of reorganization efforts; and an attempt is being made to retrain
workers to adapt to more modem, labor-saving technology, thereby
obviating the need to hire more workers as the network expands.

There is no sharp kink in the other components of factor productivity.
The average capital-output ratio has been trending upward over the
entire period under study, and this seems to have been caused by a shift
to a more capital-intensive technology. And while real unit intermediate
costs trended downward slightly during 1981-91, the movement can
hardly be thought definitive. There is insufficent information here to
attempt any kind of conclusion on trends or kinks, although the experi-
ence uf 1991 suggests some possible effect from divestiture.

Summary

We have argued that the divestiture of Telmex led to two important
changes affecting the enteprise:

* In an attempt to mnake the enterprise more attractive to a potential
buyer, the government undertook a major price and tax reform in
January 1990 in which the telephone tax was scrapped and prices were
permitted to rise substantially.
* Labor productivity has risen dramatically.

These changes will play an important part in the construction of our
counterfactual to divestiture and the consequent estimate of the long-
term impact of the sale of Telmex.

What Will Happen?

In this section we discuss the assumptions and procedures underlying
our prcoections. There are two differences fromn the other cases. FL-st,
because we do not have a substantial postdivestiture span within our
data period, we have chosen to project only to a ten-year horizon.
Second, the projections are in real terms, in light of Mexico's highy
volatile inflation experience.

Revenue

In order to prcject revenues for Telmex we must first make certain
assumptions about future demand and pnces.
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DEMAND. We assume that demand for telephone services depends upon
the country's income and on the size of the system. We assume that the
number of lines in service will grow at 1Z percent per year, as required
in the title of concession. Telmex had already been increasing the number
of lines at rates between 11 and 14 percent per year in the 1970s; the 12
percent growth rate therefore appears feasible.16 Furtier, because of the
huge unmet demand at present, and a projected growth in demand
consequent to econoL ic growth, it seems fairly certain that the market
will actually absorb all the lines tat Telmex does install. That is, wve
assume there will still be excess demand for telephones in the year 2000.

The assumed groWh rate in lines gives us projections of the number
of installations per year and the number of customers paying rental
charges, both important revenue sources. The projected number of lines
is also instrumental in determining the demand for calls. For each class
of call, we assume that the growth rate in the level of demand is given
by:

growth rate = (GDP growth rate x income elasticity)
+ (line growth rate x line elasticity).

We assumed a GDP growth rate of 3.5 percent, based on a variety of
mnacroeconomnic projections we have seen. Our other assumptions and
the final growth rate for each type of service were then as follows:' 7

Income Line Demandgrowtlz
elasticity elasticity (perentages)

Metered service 1.2 1.2 18.6
National long distance 1.4 1.2 193
International long distance 1.7 1.0 18.0

Note that any effects due to the price elasticity of demand are captured
in our simulation methodology; they do not require separate treatment
at this point. International incoming cal volume was assumed to grow
at the same rate as outgoing volume. Finally, the "miscellaneous" cate-
gory was assumed to grow at an arbitrary and very conservative 10
percent per year. This is a small component of total output, and conse-
quently the "big picture" is insensitive to this assumption.

We assumed that the levels of demand in the counterfactual scenario
would be identical to those in the projection.

PRICEs. Our price projections are largely determined by the regulatory
environment For 1992-96 the company is constrained to hold its average
prices constant in real terms, and there are further conditions and
allowances on specific services. We took 1991 prices as they actually
were. We then assumed that rental prices and set installation charges
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would be raised to the maximum levels allowed by the concession; the
rates for metered calls were assumed to stay constant in real terms, and
international call prices were assumed to fall at 4 percent per year,
consistent with the global trend towvard lower prices (see chapter 4).
National long distance prices were used as the clearing price.' 8 We
assumed these to fail by just the right amount to ensure compliance with
the price cap. Intemational incoming prices were assumed to decline at
4 percent per year, and the real price of miscellaneous services was
assumed to stay constant.

For 1997 and 1998 the concession specifies that the average price of the
basket must actually fall at 3 percent per year in real terms. For 1999 and
beyond the regulators will specify the price cap, calculated so as to assure
the company an adequate rate of return. We assumed that the same 3
percent per year reduction would be required for 1999 and 2000 and that
all prices within the basket would fall at that rate. International incoming
and miscellaneous service prices were assumed to stay constant.

For the counterfactual scenario we assumed that 1990 would be the
first year of difference, because we believe that the 1990 price-tax reform
is attributable to divestiture. Based on the experience of 1981-89, we
assumed that the government would hold real prices constant and that
the telephone tax would remain as it was in 1989. Thus the prices at factor
cost would be quite different between the divestiture and the counter-
factual projections because of the wedge created by the telephone tax.
Intemational incoming calls were assumed to follow the same trend as
in the projection for divestiture.

RESULTS. Under the assumptions just outlined, real revenues at market
cost are projected to rise from Mex$15 trillion in 1991 to nearly Mex$64
trillion in 2000, a growth rate of 17.6 percent per year. Growth is almost
entirely drivenby output increases; after the rise in outputprices in 1991,
output prices are actually slowly declining because of a combination of
the price cap and a decline in the price of international incoming calls.

In the counterfactual case, revenues start lower in 1991 at Mex$9.6
trillion because of lower prices for local calls and domestic long distance.
They rise to Mex$41 trillion by 2000, for an annual growth rate of 17.4
percent. This growth rate, which is only slightly lower than that for the
divestiture projection, further confirms that the growth rate is output
driven. On the other hand, the lower level of revenues in the case of
continued public ownership reflects the lower average prices.

Costs

Much speculation has surrounded the ability of Telmex to cut costs.
Some analysts have projected huge labor savings, claiming that Telmex
might lay off around 10,000 operators as it modernizes the system.
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Others have estimated that the total number of employees might stay
constant for several years. In fact, in its first year as a private company,
Telmex achieved a 23 percent increase in labor productivity, compared
with increases of 1.0, 24.6, and 11.9 percent in the previous three years.
For our projections we assume a growth rate in labor productivity of 15
percent per year. This implies a slight rise in employment over time and
an increase in the number of lines per employee to 234 in the year 2000.19

For our counterfactual case we assumed a labor productivity growth
rate of 5 percent per year. We believe some productivity improvement
would have occurred even in the absence of divestiture (see "Changes
in Productivity" above). The assumption of a 5 percent labor productiv-
ity growth rate implies that the number of lines per employee will remain
stable at just over 100.

Consider next the capital spending program. Under its new owners
Telmex is being more aggressive in negotiating favorable terms from
suppliers of its capital equipment It is doing this in three ways. FLrst, the
company is simply negotiating harder. In light of its capital program, the
company knows it has considerable leverage with its suppliers. Second,
it is reportedly coordinating its purchase decisions with its owners
(Southwestem Bell and France Telecom) to enhance this leverage even
further. And third, it is seeking new sources of supply, such as AT&T, to
intensify competition among its traditional suppliers, Ericsson and Al-
catel NV 0 Estimates of cost savings range as high as 20 to 25 or even 50
percent. Once again, in an effort to be conservative, we have assumed in
our projections that Telmex will realize a 5 percent saving in its invest-
ment spending over the budgeted amounts (which are used in the
counterfactual scenario). It turns out that the results are not very sensi-
tive to this assumption.

Thus the divestiture projection differs from the counterfactual projection
in two ways: labor productivity is taken to rise at 15 percent per year instead
of 5 percent, and a savings of 5 percent in capital spending is posited.

Profits

With higher revenues and lower costs, it is not surprising that we project
higher profits under divestiture than in the counterfactual Quasi rents
are projected to rise from Mex$8,300 billion in 1991 to Mex$46,000 billion
in 2000, for an annual growth rate of 21 percent For the counterfactual,
quasi rents rise from Mex$2,800 billion to Mex$18,500 billion over the
same period.

What Is It Worth?

Table 19-6 and figure 19-7 summarize our basic conclusions on the
impact of the Telmex divestiture. The key points are as foUows:
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* Mexico's welfare will rise by Mex$7,844 billion. This is equivalent
to approximately 10 percent of the present market value of Telmex, or
to a perpetual annuity equal to 5.3 percent of Telmex's 1991 sales.
* Consumers lose Mex$92 trillion (US$33 billion).
* The government gains an extra Mex$16 trillion in revenues.
* Domestic shareholders (the new buyers and those holding shares
prior to divestiture) gain Mex$43 trillion.
* Telmex's employees are better off by Mex$23.5 trillion.
* World welfare improves by Mex$75 trillion because foreign share-
holders gain Mex$67 trillion.

In what follows, we decompose our estimates of this overall change
in various ways in order to understand the sources of the changes and
how they are distributed. The sources of the changes are to be found in
the key differences between our projections for divestiture and the

Table 19-6. Distribution of Gains and Lossesfrom Divestiture,
Telefonos de M6ico
(billions of pesos)

Perpetual
annuity

equiivalent
Privatized Public Gainffrom as share of

Economicactor operation operaion divestiture 1991 sales

Government
Taxes 148,164 132,492 15,672
Net quasi rents 8,255 25,323 -17,068
Net sales proceeds (cash) 17,093 0 17,093

Total government 173,512 157,816 15,696 10.60

Employees 29,131 5,620 23,512 15.88
Domestic shareholders 34,773 9,649 25,124 16.96
Domestic buyers 22,489 4,221 18,268 12.34
Foreignshareholders 37,151 10,329 26,822 18.11
Foreign buyers 53,686 13,263 40,423 27.30
Providers 0 0 0 0.00
Citizens (via shadow 17,093 0 17,093 11.54

increments)

Subtotal 367,834 200,897 166,937

Consumers 1,568,346 1,660,194 -91,848 42.02

Total 1,936,180 1,861,090 75,089 50.70

Private value 163,132 45,301 117,831 79.57
Net change in welfare 7,844 5.30

Source: Authors' calculations.
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Figure 19-7. Distribution of Welare Gains and Losses from Divestiture,
Telifonas de Mdxico

Billions of pesos
100

50

-50

-100
Goverrnment Consumers Domestic Foreign Employees

owners owners

Source: Authors' calculations.

counterfactual: the cost savings of 5 percent in capital outlays, labor
productivity growth of 15 percent as opposed to 5 percent, and the new
price-tax regime. We will study the effect of each of these tree differ-
ences in the various values of the firm.

Private Value of Tel mx

Perhaps the most dramatic change brought about by the divestiture of
Telmex is that in its stock market value, which is the capital market's
assessment of the private value of the firm. The illustrative list of key
dates and the related stock market valuation of Telmex below drives
home the point:

Stock market
value of Telnex Bolsa

Event Date (US$ billions) index

Predivestiture Late 1988 1.2 215
Divestiture announcernent September 1989 3.3 420
Actual sale December 1990 7.6 640
Combined offering May 1991 14.5 1,010
Public offering May 1992 29.8 1,785
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The stock has risen twenty-five-fold in the past four years compared with
only an eightfold increase in the Bolsa index of the Mexican stock market.
What accounts for the sharp upward movement in the Telnex stock
price? Was the market anticipating or responding to news of tremendous
efficiency improvements? If so, this would be evidence of the market's
faith in divestiture.

Table 19-7 presents our estimate of the private value of Telmex, broken
down by ownership class and by source of value. In the first row we see
that our estimate of the private value of the enterprise (present value of
all quasi rents) had Telmex not been divested is Mex$45 trillion (roughly
US$15 billion). Why was the market valuing the enterprise at much
lower levels prior to divestiture? We suspect the reason was the market's
perception that the government had been using the enterprise as a cash
cow throughout the 1970s and 1980s, extracting surplus through the
mechanism of indirect taxes and keeping dividends at a token level; there
was therefore no assurance of private investors ever receiving much of
a return on their inv estanent.

The second row of the table shows the distributional realignment from
the sale of Telmex. The government has relinquished 51.1 percent of the
enteprise, which was worth (in the base counterfactual) Mex$23 tril-
lion21 That amount has been redistributed according to the new owner-
ship shares. The net effect of the sale itself is shown therefore as zero.
The next three rows show the incremental effects of the three key changes
in the projections. The saving of 5 percent in capital costs raises the value
by only Mex$1,354 billion, which is only 1.1 percent of the total gain?2
Raising the growth rate of labor efficiency from 5 percent (in the coun-
terfactual) to 15 percent (in the projection) raises the prvate value of
Telmex by Mex$20 trillion, which is 17.5 percent of the total gain. This

Table 19-7. Composition of Change in Private ½'alue by Owner,
Telifonos de Mtxico
(billions of pesos)

Govern- Domestic Foreign
Source of value ment owUters Employees owners Total

Value under public
operation 25,323 9,649 0 10,329 45,301

Effect of ownership change -23,140 6,223 1,991 14,926 0
Effect of capital saving 65 474 60 755 1,354
Effect of improved labor

efficiency 996 7,241 908 11,521 20,666
Effect of price-tax change 4,618 33,570 4,211 53,413 94,811
Value under private

operation 7,862 57,157 7,170 90,943 163,132

Source; Authors' calculations.
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gain is fairly sensitive to the achieved growth rate in labor productivity,
rising rapidly as the productivity growth rate goes up. By far the bulk of
the gain in private value (over 80 percent) comes from the change in the
price-tax regime. The gain from this factor is Mex$96 trillion (roughly
US$30 billion). There are two ways in which Telmex benefits from the
changed price-tax regime: higher prices mean higher total revenues, and,
with the abolition of the telephone tax, the company gets to keep a larger
proportion of its revenues.

The bottom row shows the estimated value of the firm under the
projection. The net increment in the private value of the enterprise
brought about by divestiture is nearly Mex$120 trillion (US$40 billion).
Thus our estimate of Telmex's private value is considerably higher than
the market's assessment; indeed, the market value is more than ac-
counted for by the value under public operation plus the effects of the
price-tax change. It seems that the market is not anticipating any huge
efficency improvements; rather it is anticipating almost no efficiency
improvements and perceives some risk in the stock.

Social Value of Telmex

In table 19-8 we present estimates of the change in the social value of
Telinex. In the base counterfactual (first row), as we saw earlier, the
private value of the enterprise is Mex$45 trillion. In addition, the
government receives a present value of Mex$132 trillion in tax reve-
nues, and employees receive Mex$5.6 tllion in profit-sharing pay-
ments. The number for consumer welfare should be ignored; its only
significance is to remind us that consumers enjoy substantial amounts
of surplus.

Successive rows show the impact of divestiture. The private value rises
by just under Mex$ 120 trillion, taxes on balance rise by Mex$15 trillion,
employees receive an additional Mex$16 trillion in profit-sharing pay-
ments, and consumers are worse off by Mex$92 trillion because of higher
prices. Interestingly, the price-tax changes are almost exactly neutral in
their fiscal impact. Finally, the macroeconomic impact is valued at
Mex$17 trillion. On balance. consumers are the only losers, with the
gains sprinkled among the government, shareholders, and employees.
Thus the divestiture of Telmex has the result of "taxing" consumers-a
rather diffuse, unorganized group-and distributing the gains among
the better defined groups. Within the consumer group, it is of course in
local charges that the damage is done, with users of long distance service

g3gainLing.2
This finding can be, and has been, criticized on the ground that the big

pricc increase of 1990-occurring as it did prior to divestiture-should
not be attributed to divestiture. We have already argued why the 1990
reform should in fact be associated with divestiture. But to focus on this
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Table 19-8. Composition of Change in Social Value, Tetefonos de Mixico
(billions of pesos)

Private
value of

Source of value enterpris Taxes Employees Consumers Total

Value under public
operation 45,301 132,492 5,620 1,660,194 1,843,607

Effect of capital saving 1,354 1,280 175 0 2,809
Effect of improved labor

efficiency 20,666 14,611 2,716 0 37,993
Effect of price-tax change 95,811 -219 13,450 -91,848 17,194
Effect on macroeconomy n.a. rLa. na. n.a. 17,093
Value under private

operation 163,132 148,164 21,961 1,568,346 1,901,603

Net change 117,831 15,672 16,341 -91,848 75,089

n.a. Not applicable.
Sourn: Authors' calulations.

matter would be to lose sight of the main point. No one can deny that
the 1990 price reform was a major departure from past practice and an
attempt to modernize the telecommunications sector by bringing prices
nmiore in line with the costs of providing different types of services.
Divestiture was another out-of-the-ordinary step to transform the sector.
The reader who is convinced that the two polices were not linked should
tien view our results as analyzing the impact of the government's
modemization program of 1990 rather than of divestiture alone. It is not
our purpose to criticze the price reform. Table 19-8 shows clearly that
the net effect of the price reform was a rise in social welfare of Mex$17
trilon-this was a weLfare-improving refom. But the summary figure
maslks a very large distributive effect of the reform, as it cost consumers
Mex$92 trillion in present value while raising the value of the firm by
Mex$96 trilioyn.

Finally, it is important to note that none of our calculations reflects any
welfare effects from quality improvements. We omit this partly because
the measurement of such effects is notoriously difficult, and partly
because information on this aspect is relatively sparse; that is, there is no
specific information to suggest that quality has in fact improved.

Conclusion

The divestiture of Telme-: was accompanied by a major overhaul of its
price-tax regime. Our analysis of this price restructuring shows several
tiings:
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* The impact of the price reform is massive. It alone accounts for an
increase in the private value of the firm by Mex$96 trillion (US$30
billion). It will cost consumers Mex$92 trillion. Employees will receive
an extra Mex$13 trillion in profit-sharing payments.
* The fiscal impact of the reform is essentially zero-government
revenues change only marginally; reductions in indirect taxes are
compensated by increased corporate income tax payments.
* The net welfare impact of the price reform is positive, indicating
that Telmex was not charging welfare-maxinmtizing (Ramsey) prices
prior to divestiture.

In addition, productivity-particularly labor productivity-has grown
rapidly. Our estimate is that this will raise welfare by Mex$38 htillion, of
which Mex$20.7 trillion accrues to the shareholders, Mex$14.6 trillion to
the government in the form of taxes, and Mex$2.7 trillion to workers in
higher profit-sharing payments.

In sum, the divestiture of Telmex can be regarded as highly successful.
The Mexican government sold 51.1 percent of the country's largest
publicly traded company (its third largest company overall) at a respect-
able price, especially when compared with the price at which the
shares had been trading for years prior to divestiture Further, the stock
price quadrupled in the first year and a half after divestiture. The
government has been able to capitalize on the stock price increases by
selling the shares in tranches, thereby realizing higher and higher prices
on successive rounds. Thus the sale process has been managed very
skillfully.

If there is one negative with regard to the Telmex sale, it is that, because
such a high proportion of the ownership is foreign, a large fraction of the
total benefits have leaked abroad. By our estimate, foreign shareholders
have gained Mex$67 trillion, ornearly 90 percent of the total welfare gain
of Mex$75 trillion. Even if our estimates of the private value of the firm
are too high, the leakage abroad is substantial At June 1992 prices the
market value of Telmex is around US$30 billion. The foreign sharehold-
ing is now 55.7 percent, which is therefore valued at US$16.6 billion. The
new foreign buyers paid a total of US$4.6 billion for their shares, and
there was preexisting foreign ownership of some 22.8 percent of the
enterprise. Thus foreign owners have unquestionably realized a gain of
US$12 billion (approximately Mex$37 trillion at the current exchange
rate-compared with our estimate of Mex$67 billion based on a higher
valuation of the firm).

Was this leakage unavoidable? Because the prices at which successive
tranches have been sold have been market detenrined, first through a
sealed-bid auction and then successively at prevailing stock market
prices, it could be argued that the government must have received full
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value for its shares each time. This would suggest that the big runup in
the stock price has been due to news about improvements in the firm's
profit prospects.

Our calculations, however, suggest that the stock price increase can be
fully accounted for by the price-tax reform of 1990 and the subsequent
regulatnry reform. That the stock price did not fully reflect this informa-
tion suggests that the market viewed Telmex stock as risky. This per-
ceived risk has been slowly declining over time. What might this risk
have been? We would argue that, because the government had so dearly
used the enterpris as a cash cow up until 1988, it had difficulty credibly
committing to the market that Telmex would truly be permitted to be
independent and profitable. In this light, the decision to sell Telmex
cheaply, and largely to foreign investors, can be seen as a signaling
device to make this commitment creceible.

In addition to this signaling function, the Telmex divestiture played
an important role in Mexico's macroeconomic stabilization. The sale
revenues themselves were used to reduce the national debt, thereby
reducing interest rates and helping create a more positive investnent
climate. We estimate that a lower bound on the value of this to Mexico
is Mex$17 trillion, or nearly US$6 billion, and it could be much higher.

It is in this larger context that, ultimately, the divestiture of Telmex
must be seen, and where its true success lies.

We are left with the following lessons from our analysis of the Telmex
case:

* It is possible, through innovative financial restructuring and sales
in successive tranches, to sell very large enterprises in developing
countries.
* Even very large organizations can realize large productivity im-
provements relatively rapidly-
* Worker commitnent to divestiture can be enhanced through mak-
ing them shareholders in the enterprise.
* Regulation can be used effectively to esure that expansion and
quality targets are met

Notes
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1. For furither details about the history of Telmn x see chapter 45 of Hyman,
Toole, and Avellis (1987).

2. The substantial fall in 1991 may reflect a data problenmL Because of an
accounting change at Telmex, it was difficult to establish exactly the company's
1991 use of working capital. Our procedure for allocating the short-term assets
may have slightly underestimated the requirements for working capital.

3. We do so because the banks retained separate accounts throughout this
period, and because the banks themselves were nationalized only in 1982, and
most have now been returned to the private sector.

4. The figure normally quoted is US$1.76 billion. However, most of the
difference (approximately US$75 million) consisted of payment for certain op-
tions granted by the government. See the discussion in Tandon and Abdala (1992)
for details.

S. The "L" stands for "limited," referring to the fact that the L shares have
limited voting rights. L shareholders can vote on the following three matters:
changes in the company's line of business, merger with another company, and
withdrawal of thecompany from the Mexicanstockexchange. The last two items
are particularly interesting, in that they provide a barrier to the acquisition of
Telmex by an outside company or a private leveraged buyout

6. Although only US$4.6 billion of the sale price was formally received from
the international capital market, it is not unreasonable to suppose that, in effect,
most of the remainder was reverse capital flight.

7. Success from the point of view of investors was evidenced by the rapid
runup in the stock price after divestiture.

8. The data were supplied to us by Telmex. Mark Correll has pointed out that
they do not agree in every detail with prices quoted in the prospectus for the
initial public offering of Telnex stock in May 1991. This sort of data incompati-
bility problem has plagued the research at many points. Nevertheless, we
constructed price series that, when combined with series on quantities of ser-
vices, yielded the revenue figures reported in the Telmex annual reports. These
price series tell exactly the same story as the one we tell in this sectiorL

9. In national long distance there were price increases in 1988 and 1989; the
level in 1989 was still lower than that of 1981, although it was roughly compara-
ble.

10. Government receipts from Telmex, however, stayed at about the usual
level in real terms.

11. This percentage applies from 1991 onward. For 1990 the percentage was
46percent Asa result, thefollowingargumentdoes notcompletelyhold for1990.

12. For a demonstration of this point, along with an illustrative example of
how the new indirect tax works, see Tandon and Abdala (1992).

13. This number illustrat2s only the general size of the continuing subsidy. In
1990 itself the subsidy was only 46 percent of the telephone tax, or US$455
million. The new tate of 65 percent is valid for 1991-95. After that the telephone
services tax is completely eliminated. For details see Tandon and Abdala (1992).

14. This was actually a form of debt financing, except that it was cheaper than
conventional debt. Telinex would sell rights to receive fiture settlement charges
that would be paid to Telmex by American Telephone and Telegraph Corp.
(AT&T) as its share of U.S.-originated long distance calls to Mexico. Obviously
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these receivables were sold at a discount to reflect the time value of money, but
there was essentially no risk premium attached since the payer was AT&T. The
implicitinterest rateused onsuch transactionswas therefore typicallyoneor two
percentage points lower than the rate at which Telmex could borrow on its own
account

15. The strong actions by the government with regard to the unions, such as
Aeromnxico's 1988 declaration of bankruptcy (discussed in chapter 20) and the
similar bankruptcy of the copper company, Minera de Cananea, may have
proved a powerful inducement to labor to cooperate.

16. The company's own plans actually call for a somewhat highergrowth rate;
in fact, a 12.5 percent growth in lines in service was achieved in 1991, and the
increase in the numberof lines installed was 148 percent (See the prospectus for
the public stock offering of May 1992)

17. Elasticities were largely guesstimates based on previous empirical work.
For a review of this work, see Taylor (1980).

18. There are three reasons why this dearing role was assigned to national
long distance prices. First, international prices are driven by conditions in the
international market and are out'ide the control of Telrnex. Second, the elasticity
of demand for rentals and installation fees is very low, and hence profit maxuinLi-
zation would argue for very high prices in these categories. Therefore it seemed
likely that the firm would try to maximize these within the concession. Third,
because the national long distance market would be opened to competition in
1996, it would be in Telrnex's interest to keep prices here relatively low in order
to preempt entry or to lay the groundwork for successful competition.

19. A 20 percent growth rate in labor productivity would have entailed a rise
in the number of lines to well over 300 per employee in 2000, whtich is probably
unsustainable.

20. Apart from putting pressure on Ericsson and AIcatel to improve their
terms, this strategy also begins to preempt the possibility of ATI&T entering the
Mexican long distance telephone market in 19%, when competition will be
permitted.

21. The government received about Mex$17 trillion, or US$6 billion; this is
not reflected in the table.

22. This result is not very sensitive to the level of cost saving assumed. The
relationship is linear; that is, for every 1 percentsaving in capital costS, theprivate
value rises by Mex$270 billion. At a higher discount rate the effectof the assumed
saving in capital costs is lower.

23. After 1995 we expect national long distance prices to be lower under the
projection, as Telmex prepares for potential competition. Outgoing intemational
calls are projected to be cheaper throughout the period. Incoming international
calls and miscellaneous services are assumed to have the same prices in both the
divestiture and counterfactual projections.



20. Aeromexico

The divestiture of Aeromexico is an extremely interesting case study
with several unique features:

* The enterprise had been a consistent money loser for three decades
before divestiture.
* Its unions had a reputation for militancy.
* The government chose a radically different method to divest the
enterprise, first placing it into bankruptcy, thereby quelling the prin-
cipal union and malcing possible the liquidation of the enterprise.
* The sale price was essentially zero.
* Partners in the buying consortium had major disagreements
among themselves after divestiture, creating fears that the firm was
heading for bad times.
* Nevertheless, the divested enterprise is now regarded as a major
success.
* The government has meanwhile deregulated the airline industry
and has also divested Aeromexico's major competitor, Mexicana de
Aviaci6n (discussed in chapter 21)

Many of these features are important to the analysis that follows. Thus
this case study might have something to teach us about how to handle

the divestiture of an extremely unprofitable enterprise and about dereg-
ulation coupled with multiple divestitures in an industry.

Background

Aeromexico was started as a private sector company in 1934; its first
route was between Mexico City and Acapulco.' Over the next several
decades the company grew steadily, largelyby acquiringsmaller airlines
in financial difficulty. Although this may have seemed a cheap way to
expand, it had a serious unanticpated cost: the airline accumulated a
hodgepodge of aircraft that were therefore expensive to maintain. In

457
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1940 Pan American World Airways acquired 40 percent of the company's
shares but did not take control. Pan Am eventually sold its holding to a
group of Mexican investors in 1957.

In July 1959, in response to a strike by the pilots' union and a perceived
need to keep the airline operating, the Mexican government nationalized
Aerom6xico by acquiring all the shares of the company. For the next
three decades, until its divestiture in 1988, Aerom.exico was a consistent
money loser, turning a profit in only three years (1979-81). In each of the
years 1982-87 the enterprise received government subsidies equal to
about 15 percent of its revenues. Although these subsidies were officially
listed as capital subsidies (contributions of capital or absorption of debt),
there was in fact a close correspondence between the size of the subsidy
and the net loss of the enterprise for that year. In a period of fiscal
austerity, with Mexico facing pressure from its creditors to reduce its
deficit, the continued drain of resources to Aeromexico was clearly
undesirable.

Divestiture

The opportunity to end the hemorrhage came in April 1988. Irori-
cally, just as a strike had precipitated its nationalization, it was another
strike that led to Aerom&ico's divestiture. In a contract dispute over
wages and working conditions, the airline's ground workers went out
on strike on 12 April? A few days later, on 18 April, Aeromdxico was
placed in bankruptcy. Under Mexican law, workers are entitled to job
security, but if a company goes into bankruptcy, its workers can be
discharged. Thisiswhathappened to Aeromdxico's workers. They were,
however, paid compensation according to the legal requirement (three
months' pay plus another twelve days' pay for each year of service).

Aeromexico-or, rather, the enterprise that owned it, Aeronaves de
M6xico S.A.-was placed in the hands of a trustee for administration
during its bankruptcy. The trustee was a govenmment bank, Banobras
(Banco Nacional de Obras y Servicdos Piiblicos); it moved rapidly to
liquidate all of the enterprise's contracts, except for its aircraft rental
agreements, and to restart operations of a skeleton basis.

The airline recommenced operations in early May. Initially only five
aircraft were used (four owned and one rented Dc-10s) to fly on ten
routes. The routes selected were the key routes between Mexico City and
other destinations not served by any other airline. Sharp cuts were made
in personnel requirements. The ground crew for each flight at each
airport was reduced from sixty to thirteen, and the flight crew from eight
to four. Passenger occupancy rate in these early weeks was a little higher
than 50 percent As the situation stabilized, the ffight schedule was
slowly expanded, so that by mid-June eleven aircraft were serving
twenty-one destinations. At this point the airline was operating with a



Aeromixico 459

total of 118 employees per aircraft, compared with 292 employees per
aircraft in 1987.

Buoyed by the success in temporarily operating Aeromdxico at a much
reduced staffing level, the Mexican goveranent announced its decision
to divest the airline. However, Aeronaves was in bankruptcy, and to
resurrect it would mean also restoring the Iabor union's contracts. The
legal way out of this quandary was to create a new company-dubbed
Aerovias de Mexico S.A. de C.V.-and to divest that (technically,
Aerovias was never a public sector enterprise). Accordingly, Aerovias
was created on 7 September with a capital stock of Mex$100 million
(approximately US$44,000), of which 35 percent was contributed by the
pilots' union, ASPA, and the rest (temporarily) by Banobras.

The new company quiddly reached contractual agreements with its
workers. Partly because they had been given a large equity share in the
company, the pilots agreed to a 10 percent reduction in salaries, longer
working hours, and other changes allowing the airline greater flexibility
and efficiency. Similar efficiency-enhancing agreements were signed
with ASSA, the flight attendants' union, and a new union for ground crew
(the National Union of Workers of Airlines and Related Companies,
dubbed "Independencia'). The old ground workers' union no longer
represented any of Aerom6xico's workers.

Aerovias took fonnal control of Aerom6xico on 10 October. Owner-
ship of the assets of Aeronaves, however, stayed in the hands of the
bankruptcy trustee pending their sale. These assets were offered for sale
to the private sector by the trustee. Legally spealdng, therefore, the
privatization of Aeromdxico was not a divestiture (the sale of a going
concern) but rather a liquidation involving the sale of assets.

The offer to sell these assets was made on 26 September. Potential
buyers were offered two options:

* To buy all the fixed assets of Aeronaves, including all flight equip-
ment and rental contracts, for a mriiimum price of Mex$770 billion
(US$337 million), or
* To buy all the assets except the aircraft and engines owned by the
enterprise, for a rminimum price of Mex$370 billion (US$162 million).

The sale process for Aeromexico was therefore very different from the
usual method of divestiture in Mexico. Another unusual feature was the
step of preannouncing the minfimum price, which was set as the higher
of two different measures of value: the liquidation value of the assets,
and the present discounted value of future cash flows.3 Of these, the
so-called liquidation value turned out tobe the higher, and this was used
to set the mitimum bids.

The offer to sell Aerom6xico's assets was announced on 11 September
1988. Bidders had until 19 September to express interest; nine such
expressions of interest were received. On 26 September the minimum



460 Welfare Consequences of Selling Public Enteprises

Table 20-1. Selected Airfares, United States and Mexico, 1989
Fare Distance Fare per mile

Route (U.S. dollars) (miles) (U.S. dollars)

Boston-Newark 178 206 0.864
Mexico City-Acapulco 52 191 0273

New York-Cleveland 296 417 0.710
Guadalajara-Monterrey 75 410 0.182

Seattle-Los Angeles 472 1,133 OA17
Mexicali-Guadalajara 142 1,113 0.128

Source: Ruprah (1992).

prices were announced. To continue further, potential buyers were
required to deposit Mex$500 million (ust over US$200,000), which
would not be refunded if no bid was made. Only three buyers chose to
continue; of these, only two actually made bids.

Onebid wasbyalargeinvestmentbrokeragefirm,Operadora deBolsa
S.A. The firm offered to buy all the assets for a total of US$245.5 million,
28 percent less than the minimum set by the government. Operadora de
Bolsa further required favorable tax treatnent for lease expenses, per-
mission to sell up to 49 percent of the enterprise to foreigners, and
renegotiation of various aspects induding routes, tariffs, and financial
structure.

The second, winning bid was that of a consortium of investors under
the corporate name of Dictum S.A de C.V. This was a joint venture of
Bancomer, a government-owned (but since divested) commercial bank,
and Icaro Aerotransportes, a holding company formed to hold shares of
Aerovias. Icaro in turn was owned directly and indirectly by a number
of different Mexican investors, among whom Gerardo de Prevoisin
Legorreta, who controls Mexico's largest reinsurance company, eventu-
ally emerged in a domiinant position.4 Dictum offered the minimum
required price (US$337 nillion) for all the assets, subject to their valua-
tion and approval. The company reserved the right to review all the
assets and to reject those it deemed unnecessary. Further, the offer was
for only 75 percent of Aerovias stock (leaving 25 percent for the pilots'
union). Of the 75 percent, Bancomer was to own 20 percent and Icaro 55
percent.

Upon subsequent evaluation, Dictum did reject some of the assets
(about half the parts and inventories and two DC-10-15 aircraft), and the
price was accordingly adjusted down by about Mex$114 billion. The net
price therefore was Mex$655.2 billion (approximately US$285 million).5

The sale contract was signed on 25 November 1988. Payments were
made over a period of time (Mex$600 billion plus interest was paid by
August 1989) as a series of complicated transactions for formalizing the
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transfer were carried out. Nevertheless, Aerom6dxco began its operation
as a private company at the end of November 1988.

T'he Mexican Air Transport Market

Mexico has a medium-sized market for air transport services. In 1987,
the last full year before the divestiture of Mexico's airlines began, a total
of 13.5 million passengers were carried on 189,000 scheduled departures.
Mexico's market is larger than that of Chile, Malaysia, or Argentina, but
less than half the size of the U.K market. Mexico City's Benito Ju6rez
Airport (which has about six times as much activity as the next largest
Mexican airport, Acapulco) is comparable in terms of traffic to tat of
New Orleans.

Air transport is growing in importance within Mexico's overall trans-
portation system, surpassing rail in terms of number of passengers in
1989. Air freightremains relatively unimportant as a mode for transport-
ing goods, but the passenger market is growing fairly steadily.

THE DoMEsTIc MARKET. A little over 50 percent of the traffic is domestic.
This market is dominated by the two major airlines, Aerom6xico and
Mexicana. Together they carrv over 80 percent of passengers and ac-
count for over 90 percent of passenger-kilometers traveled.

Through most of the period under study, the domestic market was
tightly regulated. Entry, both of new airlines and of new routes or
schedules by existing airlines, was strictly controlled. Any fare inaeases
also required prior approval of the Scretariat of Communications and
Transport (SCr). Domestic fares were held at low, uneconomic levels, and
inaeases generally lagged inflation. A sample of 1989 fares, matched
with fares for similar distances in the United States, is shown in table
20-1. They demonstrate how much lower Mexican fares are. Although
the lower fares could be explained partly by lower costs, the cost differ-
ential is not as large as the difference in fares. According to Internatinial
Civil Aviation Organization (icAO) statistics, the average operating cost
per available seat-kilometer for the two Mexican airlines wos 4.7 cents
in 1989, compared with an average of 5.4 cents for the nine largest U.S.
carriers. Thus the low, regulated domestic airfares can account at least
in part for the poor financial performance of Mexico's state-owned
airlines, particularly Aerom6xico, which was more dependent on do-
mestic services. Because both the trunk airlines were state owned, there
was little pressure to raise fares any faster. Competition was essentially
nonexistent. A dear manifestation of this occurred during Aerom&dco's
bankruptcy in 1988, when Mexicana did not change its flight offerings
at all in a bid to take advantage of Aerom(xico's troubles. Deregulation
of the airline market (discussed below) took place in July 1991, well after
the divestiture of the two major airlines.
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Figure 20-1. Public and Private Profit at Current Market Prices,
Aeromexico, 1981-91

Billions of pesos
50

Year of divestiture -* *

-50

Public ---- go
-100 _: .

-150

~~~~ ~~Private after tax ...
-200 I

-250
1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 19!91

Source- Authors' calculations from Aerom&xico data.

THE DiENA-oNAL mARKET. The market for air transport in and out of

Mexico, although smaUer in volumne than the domestic miarket, was

growing more rapidly during the 1980s. The number of passengers on

intemnational flights to and from Mexico grew by about 50 percent

between 1980 and 1991, compared with just over 7 percent for domestic

traffic. From 1981 to 1987 the Mexcan airlines steadily raised their share

of fiis market, to a peak of 55.4 percent in 1987. In 1988, particularly w:ith

Aeromexdco'sbanrkuptcy, the Mexdcan share fell dramatically, and ithas

not yet recovered. According to scT data, the Mexican share in 1990 was

around 46 percent; Pizzimnenti (1992) estimates that in 1991 the Mexican

share was only 40 percent.
The bulk of Mex:ico's intemnational air traffic is with the Urnited States,

which accounts for ahnost 90 percent of the passengers. Several major

airlines compete in ths market, including the big d-ree American air-

finesAmerican, Delta, and United.7 Because of the bilateral nature of

intemnational air traffic arrangements, te Mexican carriers have substan-;

tially the same number of ffights as the foreign airlines and so have close
to a 50 percent market share. Aerome6xico, whic:h flies to orly six US.

cities, has a relatively small share compared with Me-xicana. The only
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other international destinations of any significance to Aerom6xico are
Paris and Madrid, but in these markets it is far behind Air France and
Iberia, respectively, and it has only about 10 percent of the passenger
traffic between Mexico and Europe. Mexicana does not fly to Europe.

Summary

Aerom6xico is one of two major airlines in Mexico, a country with a
medium-sized air transport market where the sustainability of two
major airlines may be questionable. The enterprise has a long history of
losses, and the govermnent chose to stem the tide in dramatic fashion,
by placing the enterprise in bankruptcy and liquidating it. A unique
feature of the liquidation process was the preannouncement of a mini-
mum price. The government obtained and accepted a bid at the mini-
mum price but subsequently agreed to renegotiate the price downward.

What Happened?

In this section we examine the performance of Aerom&dco in the eleven-
year period 1981-91 to study its pre- and postdivestiture experience.

Figure 20-2. Fixed Operating Assets, Aeromdxico, 1981-91
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However, there are problems with including data for the unusual year
1988 in the analysis: 1988 was the year of the strike and eventual divest-
iture of Aerom6xico, and during much of the year the airline was
operating on a sharply reduced schedule. Apart from the unsettled
operating conditions, there are severe problems with the data from this
period, as Aeronaves filed some reports and Aerovias others, and the
periods covered by the data are unclear. Further, the balance shLO't at the
end of 1988 was in a state of flux because final agreement on the sale had
not yet been reached, and thus it was undecided exactly which assets
would be bought TIe year-end balance sheet therefore lists zero fixed
capital. For these reasons data for 1988 should be disregarded in the
analysis: we will take the years 19' .- 87 to represent the predivestiture
years and 1989-91 the postdivestiture period. The goal is to see if the
performance or behavior of the enterprise was radically different on any
dimension between the two periods.

Profit and Profitability

We begin, as usual, with an analysis of the profitability of the airline.

PROFITS: PRIVATE AND PUBUC. As already mentioned, Aeromexico was
a consistent money loser in its entire predivestiture history, 1959-87,
with the exception of the three years 1979-81. Thus our data period
starts with a small profit of Mex$220 million in 1981, but, as can be
seen clearly in figure 20-1, profits became negative thereafter and fell
steeply through 1988. The first two years after divestiture, in sharp
contrast, were profitable, even though profits were small (less than 1
percent of sales). In 1991, however, the company saw a return to
unprofitability. 8 At constant prices (not shown), the steep negative
trend is not so dramatic, because the years of very large losses were
also years of high inflation. Nevertheless, Aerom6xico performed
significantly worse in 1985,1986, and 1987 than in previous years, hit
a trough in 1988, and then became marginally profitable in 1989-90.
The loss in 1991 was considerably smaller in real terms than the los.aes
suffered in 1985-87.

Public profit-which adds to private profit taxes, interest, and
depreciation but subtracts the opportunity cost of working capital-
stayed negative itroughout the period. Exaniination of public and pri-
vate profits therefore suggests that the first two years after divestiture
were an improvement over the last several years under public owner-
ship. The third year after divestiture showed a disappointing perfor-
mance;however, 1991 was a particularly bad year for the airline industry
worldwide because of the sharp drop in demand during and after the
Persian Gulf w,.9
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Table 20-2. Size atnd Comnposition of Fleet, Aeromtxico, 1981-91
Tpe of aircraft

Year Totalfleet Owmed Rentted DC-8 DC-9a DC-1D Boeing 767

1981 39 33 6 5 30 4 0
1982 38 25 13 5 29 4 0
1983 40 25 15 5 30 5 0
1984 42 26 16 5 32 5 0
1985 43 27 16 5 33 5 0
1986 43 24 19 6 32 5 0
1987 43 24 19 6 32 5 0
1988 29 2 27 0 24 5 0
1989 32 2 30 0 26 6 0
1990 39 2 37 0 33 6 0
1991 45 2 43 0 35 6 4

a. Ind ides iD-82 and MD-88 aircraft
Source: Secretariat of Communications and Transport and Aeromndxico data.

FDIED CAPITAL. The operating assets of Aeromtxico underwent a dra-
matic change with divestiture. As we can see from figure 20-2, the fixed
operating assets of the airline rose throughout the predivestiture pe-
riod-steaply at current prices, gradually at constant prices. The divest-
iture year of 1988 saw a collapse to zero because, technically, at the end
of the year all the assets were owvned by a trust. The postdivestiture years
saw a resumption of an upward trend in fixed assets, but at a far lower
leveL Assets in 1991 were well below half their 1987 level at constant
prices. Thus, in marked contrast to the other cases in our sample,
Aeromexico dramatically shrank its capital stock after divestiture

This is not to say that the airline itself became smaller. Table 20-2
shows that, at the end of 1991, the fleet'size was the largest it had ever
been. The notable change was that almost the entire fleet was now leased,
not owned. In 1987, with a fleet size of forty-three aircraft, Aeromexico
owned twenty-four aircraft and leased nineteenr But in 1991 only two
aircraft were owned, while forty-three w?re leased. Further, the 1991
fleet was more modem, the older, less efficient aircraft such as the oC-Ss
and Dc-9-15s having been completely eliminated. Finally, the capital
stock was further reduced because the company needed to hold far less
in parts and inventories. Thus divestiture was accompanied by a dra-
matic reduction in fixed operating assets-achieved through a reduction
in inventories and a new strategy of leasing rather than owning the bulk
of the airline's operating flight equipment.

PROFITABI-ITY. Because of the sharp reduction of Aeromexico's operating
assets in 1988, it is not clear whether profitability is very meaningful in



Table 20-3. Notitnal antd Real Liit Costs, Aerorte'xico, 1981-91
(pesos per peso of revenLw)

Category 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Nontuiial
Working capital 0.298 0.353 0.295 0,313 0.332 0,313 0.089 0.187 0.053 0.020 0.016
Rentals 0.077 0.088 0.084 0.085 0.082 0.096 0.087 0.061 0.218 0.202 0.191
Labor 0.468 0.532 0.253 0.252 0.280 0.294 0.295 0.333 0.232 0.241 0.246
Energy 0.124 0.145 0.132 0.143 0.198 0.194 0.189 0.118 0.135 0.185 0.188
Other intermediate inputs 0.272 0.299 0.473 0.497 0.529 0.495 0.470 0.492 0.396 0.362 0.377

Total 1.239 1.416 1.238 1.290 1.421 1.391 1.130 1,192 1.033 1.010 1.017

Reala
Working capital 0.342 0.486 0.464 0.376 0.301 0.313 0.080 0.197 0.111 0.045 0.040
Rentals 0.039 0.066 0.083 0.083 0.082 0.j96 0.094 0.225 0.220 0.201 0.211
Labor 0.293 0.347 0.296 0.276 0.270 0.294 0.296 0.356 0.169 0.159 0.165
Energy 0.215 0.275 0.158 0.162 0.190 0.194 0.193 0.114 0.167 0.228 0.247
Other intermediate inputs 0.474 0.568 0.567 0.562 0.507 0.495 0.480 0.477 0.491 0.445 0.496

Total 1.363 1.743 1.568 1.458 1.351 1.391 1.143 1.370 1.157 1.078 1.159

a. At 1986 prices.
Soutrce: Authors' calculations from Aeromdxico data.
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this case. It might be that the appropriate normalizing variable is not the
owned fixed operating assets but the fleet size. In either event, however,
the story will be the same. Private profitabiLity was about -10 percent
during the predivestiture period, became marginally positive during
1989 and 1990, and tumed slightly negative in 1991. Public profitability
(see figure 20-3) remained negative throughout but shows an improving
trend, although it worsened in the last year of the period. Because of the
problems of interpretation associated with the large capital stock
changes, we will rely more on the total factor productivity calculations
below.

UNrr cosTs. We begin our analysis of profit performance by looking at
unit costs: first nominal variable costs, then real variable costs, and
finally capital-output ratios.

The upper panel of table 20-3 shows unit costs-the cost of generating
one peso of revenue-broken down by input. Because we indude the
opportunity cost of working capital in our cost breakdown, we find the
unit cost to be above one peso in every year of the period, corresponding
to the negative public profit discussed earlier. But we also see that unit
costs were considerably lower in the postdivestiture than in the pre-
divestiture period. Labor costs were sharply lower; against these, how-
ever, were sharply higher rental costs, reflecting the increased reliance
on aircraft leasing. But because labor constitutes a higher proportion of
costs, the net effect is a reduction in unit costs.

Real unit costs, shown in the lower panel of table 20-3, also show a
decline after divestiture, although in this case this decline appears to be
a continuation of a trend. There was a sharp decline in labor require-

Table 20-4. Intensity of Use of Flight Equipment, Aeromtxico, 1981-91

Revenue passenger-
Fleet Availableseat-kilometes kilometers Load

Year size Millions Per aircraft (millions) factor

1981 39 10.64 0.272 6.66 0.63
1982 38 11.20 0.295 6.19 055
1983 40 11.83 0 296 7.36 0.62
1984 42 13.34 0.318 8.05 0.60
1985 43 13.47 0.313 8.30 0.62
1986 43 12.56 0.292 7.77 0.62
198' 43 12.50 0.291 7.83 0.63
1988 29 6.15 0.212 4.10 0.67
1989 32 7.89 0.247 5.46 0.69
1990 39 10.35 0.265 6.79 0.66
1991 45 12.77 0.284 7.54 0.59

Sources: Secretariat of Communications and Transport; International Civil Aviation
Organization,
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Table 20-5. Labor Productivity, Aeromtxico, 1981-91
Year Laborproductivity

1981 22.02
1982 19.46
1983 21.81
1984 23.70
1985 24.08
1986 22.16
1987 22.10
1988 13.70
1989 28.68
1990 44.39
1991 42.21

Note: Figures are calculated by dividing the Divisia index of output by the number of
employees.

Source Authors calculations from Aeromdxco data.

ments, with labor unit costs almost halving from about 0.3 to around
0.16. Rental requirements slightly more than doubled: recall from table
20-2 that the number of aircraft rented more than doubled from 1987 to
1991.

CAPITAL-OUTPUT RATnos. The conventional capital-output ratio is mis-
leading in the case of Aerome&ico because of the shift to leased rather
than owned aircraft; we need an alternative measure. A standard mea-
sure of capacity utilization for airlines is the load factor the number of
available seats, on average, occupied by paying passegers. We see from
table 20-4 that Aeromexico's load factor was higher than normal during
1988-90, but slightly lower than normal in 1991. Further, by comparing
the available seat-kilometers with fleet size, we see that the aircraft were
being used somewhat less intensively after 1988 than in the predivesti-
ture period. During 1988-90, as the airline was building back up to its
normal flight schedule, it was operating less frequently on given routes,
and accordingly its aircraft utilization was probably lower. By 1991
things were probably back to somehiing approaching the predivestiture
equilibrium.

It is worth noting here one dramatic effect accompanying divestiture,
namely, the sharp drop in output. In table 20-4 this is visible in the decline
in revenue passenger-kilometers to 4.10 million in 1988 from 7.83 million
in 1987. Output has been rising steadily as the airline's full ffight sched-
ule has been restored.

PRODUCTIVrTY. Partial productivities are simply the inverse of the real
urit costs we have already discussed, and therefore they do not need
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Figure 20-3. Total Factor Productivity and Public Profitability,
Aeromexico, 1981-91
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much additional elaboration. For ease of interpretation, nevertheless, we
provide in table 20-5 a labor productivity series, obtained by dividing
our Divisia index of output by the average number of employees. The
approximate halving of unit labor costs is here reflected in an approxi-
mate doubling in labor productivity after divestiture.

In figure 20-3 we see the marlked rise in total factor productivity (TEP)
for Aeromexico in the postdivestiture period.10 The simple average of
rIP in the seven predivestiture years 1981-87 was 0.933. By comparison,
the three postdivestiture years 1989-91 had an average TIP of 1.154, some
23.7 percent higher. This appears to be a significant difference. The
difference is apparent in figure 20-4, which shows TFP in logarithms.
Whereas during the entire predivestiture period the logarithm of TFP was
at or belo;s zero (indicating a TTP less than or equal to 1; 1986 TIP was
normalized to unity), for the three postdivestiture years the logarithm of
TEL' was clearly positive.

In summary, then, TFP at Aerom6xico has been significantly higher
in the postdivestiture period than before. It appears, however, that
this may be a one-time jump rather than the beginning of an improv-
ing trend.
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Figure 20-4. Total Factor Productivity, Logarithmic Scale, Aeromexico,
1981-91
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Fiscal Effects

There are two key fiscal effects to consider the financial transfer to the
govenmment as part of the sale, and the annual flows. We consider these
in tut.

THE SALE TRANSACUQON As already mentioned, the sale of Aerom6xico
was, technically, a liquidation of the assets of Aeronaves. The contractual
price was Mex$656 billion (US$285 million). This amount, more or less,
was paid by the buying group to Banobras, the bankruptcy trustee. It
was not, however, the amount received by the Mexican government
Recall that the buyers inherited a clean balance sheet-that of Aerovias;
they did not acquire any of the liabilities of Aeronaves. The purchase
price of Mex$656 billion became an asset of Aeronaves, with which its
Iiabilities could be discharged.

What exactly was the amount paid out in the discharge of Aeronaves'
liabilities, and what was the residual amount received by the Mexican
govemment? We do not know the precise answers to these questions
because the process is not yet complete. And because the bankruptcy
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proceeding is ongoing, the bankruptcy trustee was unwilling to release the
relevant information to us. We can, however, construct our own estimates.

Table 20-6 summarizes our estimate of the net liabilities. We start with
the liabilities of Aeronaves on the date it ceased operating: Mex$670.7
billion. This figure includes Mex$87.8 billion in liabilities connected with
aircraft lease contracts. Because most of the leases were taken over by
Aerovias, we assume that only Mex$10 billion in liabilities was retained
by Aeronaves.11 That leaves about Mex$593 billion in liabilities that
Aeronaves needed to discharge.

Further, Mexican bankruptcy law required severance payments to the
airline's workers. According to Genel (1988) and to conversations with
staff of the bankruptcy trustee, total p. nients to Mexican workers were
aboutMex$165 billion, those toU.S.-based workerssomeMex$15billion,
and those to workers in France and Spain roughly Mex$9 billion, for a
total of approximately Mex$189 billion Thismatches exactly the airline's
1987 wage bill of Mex$189 billion.

Finally, Aeronaves retained some assets. It had cash and deposits of
Just over Mex$60 billion, receivables of over Mex$19 billion, and other
assets of Mex$12 billion, for a total of about Mex$92 billion. We have left
out inventories, worth Mex$50 billion, and prepayments of Mex$30

Table 20-6. Net Liabilities of Aeronaves at Bankruptcy
Item Billions of pesos

Balance sheet liabilities
Bank credits 219.1
Providers 160.6
Lease contracts 10.0
Prepaid services 31.7
Otherliabilities 171.5

Subtotal 592.9

Severance payrents
Mexican workers 165.0
U.S. workers 15.0
French and Spanish workers 9.0

Subtotal 189.0

Less net retained assets
C:s' and bank deposits 60.2
Receivables 19.4
Other assets 12.2

Subtotal 91.8

Net liabilities 690.1

Source: Authors' estimates.
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billion on the assumption that these were handed over to Aerovias.
Subtracting these liquid assets from the liabilities, we get a figure for net
liabilites of about Mex$690 billion.

Before a final comparison can be made with the sale price of Mex$656
billion, some additional considerations should be noted (all peso values
in this chapter are in "old," that is, pre-1993, pesos; 1 new peso equals
1,000 old pesos). First, recall that karo chose not to buy certain invento-
ries and parts with a book value of Mex$90 billion. If we arbitrarily
assume that it was possible to sell these items for half their book value,
the total sale price of assets becomes about Mex$700 billion. Second,
there are costs associated with the bankruptcy proceeding itself.
Banobras had to set up an elaborate organizational structure to manage
the bankruptcy. Initially some 450 people were working full time on this;
the number has been declining over time, but even in early 1992 some
200 individuals were still working on the banlruptcy. Banobras will
receive a fee varying from 2 to 4 percent of the value of assets sold, which
will receive priority in the payment order. Third, an annuity to ensure
pension payments to the retired workers of Aeronaves is to be set up.
No estimate is available for the cost of this annuity. However, these
considerations suggest that the total net liabilities are well in excess of
Mex$700 billion.

The liabilities therefore seem to be greater than the assets. Many of the
creditors havc already settled at a rate of 70 percent of their caim. Those
waiting to be paid at the completion of the bankruptcy proceeding are
obviously hoping for more, but the banlcruptcy trustee estimates (and
our calculations confirm) that they will not receive full payment. We
therefore estimate that the government will receive no payment from the
sale of Aeromkxico, since-as the shareholder-the government has
lower priority than the creditors. Further, we estimate that the creditors
will receive only 70 percent of their original claims: Mex$386 billion on
daims of Mex$551 billion.

ANNUAL FLOWS. The government will not receive any revenue from the
sale of Aeromexico, but there is a discemible effect of the divestiture on
annual flows. As we have seen, Aerom( dco received substantial trans-
fers from the government in the predivestiture period 1982-87. The
enterprise paid no taxes. Since divestitre, however, some small tax
payments have been maie. Figure 20-5 shows the effect dearly; from
being a large net drain on the treasury, Aeromexico became a small
contributor to public revenue after divestiture.

Market Value Effects

Aerom6dco stock was closely held during the initial period after divest-
iture; accordingly there was no formal market for the stock until 1991.12
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Figure 20-5. Fiscal Flows, Aeromxibco, 1981-91
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The sale transaction itself was so complex that it is difficult to discover
exactly what the buyers paid, and for what. In what follows, we sumn-ma-
rize what we know or estimate with regard to the market valuation of
Aerom6xco.

THE PURCHASE TRANSACTION. In the previous section we discussed the
sale transactiont and estimated that the govenmment would receive noth-
ing from the sale of Aeromexico. Here we examine the same transaction
from the buyers' perspective in order to estimate what the buyers paid
for Aeromexico. The contracted price of Mex$656 billion is only the tip
of the iceberg, as we will see.

The first point to note is that, although Dictum contracted to buy the
assets of Aeromexico, the firm never took possession of the aircraft,
except for two DC-9s. The rest of the aircraft were sold to intemational
aircraft leasing companies, and then some were leased back by
Aerom6xico. Thus what Dictum paid was the contractual price minus
what the firm received from the sale of the aircraft.

Although we were unable to leam the terms of the sale-leaseback
transaction, we do know that, prior to divestiture, the govemment had
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arrived at a valuation of the airline's flight equipment of Mex$398 billion,
based on bids they had received from international leasing companies
(see note 3). This furnishes us with a lower bound for what Dictum
received for the aircraft There are two reasons to expect they received a
higher price. First, it is likely that a private seller, in actual bargaining,
would be able to extract a higher price than a relatively passive govern-
ment might receive as a bid for a hypothetical transaction. Second,
because Aeromdxico was going to lease back twenty-seven of the forty-
one aircraft, and was likely to be a customer in the future also, it is likely
that the leasing companies were more accommodating to them. Thus it
seems reasonable to expect that Dictum would have received more than
Mex$400 billion from the sale of the aircraft.

In their account of the sale transaction, Sales and Gomez describe the
payment schedule as follows:

* Mex$72.2 billion upon signing
* Mex$442.2 billion upon transfer of the aircraft, after January 1989
* Mex$51.5 billion in reference to the fumiture and fixtures
* Mex$34.0 billion after January 1989
* Mex$55.3 billion in reference to parts and accessories.

The figure of Mex$442.2 billion stands out as a suggestive number for
the price received by the buyers for the sale of the aircraft. Further, of the
Mex$51.5 billion paid for the fumiture and fixtures, 50 percent was to be
paid upon the transfer of ownership to those deemed by Icaro, suggest-
ing another sale-leaseback arrangement. We therefore assume that the
buyers were able to recover Mex$442.2 billion by selling the aircraft and
Mex$25.75 billion (half of Mex$515 billion) by selling some furniture,
leaving a purchase price for the ongoing enterprise of Mex$188 billion.

In addition to the price paid to the Aeronaves bankruptcy trustee, the
buyers must also have made a cash equity infusion into the company.
We calculate tiis to have been about Mex$152 billion, 13 yielding a total
cash expenditure on the part of the buyers of Mex$340 billion. Because
this gave them 75 percent of the company's stock, it implies a total value
for the company of about Mex$450 billion, or US$197 million.

THE INMAL PUBLIC OFFERING. In November 1991 Aerom6xico made an
initial public offering of its stock in the Mexican stock market and to
foreign institutional investors. The company, which had 167.4 milion
shares outstanding prior to the offering, offered 43.5 million new shares,
thereby raising the total number of shares to about 211 million. In
aQditlon, the two principal owners of the company, Gerardo de Pre-
voisin Legorreta and Maria Pia Hirmas Said, eacl sold about 70 percent
of their shareholding (each sold just under 25 nillion shares, from an
initial holding of 35.6 million shares).
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The price of the public offering in the United States was US$1.35 per
share, implying a market value for the company of US$285 million, or
about Mex$870 billion. In peso terms, therefore, the implicit value of the
company had almost doubled, although in U.S. dollar terms the increase
was only about 45 percent. By comparison, during the same period the
Bolsa index \the Mexican stock market index) had risen by a factor of
more than seven (in peso terms). Thus Aeromdxico has lagged behind
the general stock market by a wide margin.

In May 1992 Aerom6xico stock was trading at around US$1.50 per
share, implying a market value of about US$325 million, or Mex$1
trillion, some 15 percent higher than six months previously (in dollar
terms the rise was 14 percent). This is slightly less than the rise in the
stock market index during the same period.

owNmsP sTmucTuRE. There have been three stages in the evolution of
Aerom6xico's ownership structure. At divestiture, ASPA (the pilots'
union) owned 25 percent, Bancomer 20 percent, and Icaro 55 percent.
Icaro was a consortium of large Mexican investors, who ultimately
divided into two group--what we have termed the "de Prevoisin
group" and the "other group." The de Prevoisin group, consisting of
Gerardo de Prevoisin Legorreta, Maria Pia Hirmas Said, and various
insurance and reinsurance companies controlled by de Prevoisin, collec-
tively owned 20.5 percent of the company. In September 1990 the de
Prevoisin group bought out the other group of investors-who had
owned 34.5 percent of Aerom6xico-in settlement of a dispute over
strategy for the airline. Terms were not disclosed. At thlis point, therefore,
the de Prevoisin group's ownership was 55 percent.

The public offering was a wvay for the de Prevoisin group to reduce its
exposure in the company, and simultaneously for Aeromexico to raise
fresh equity capital A total of 44 percent of the company was sold (20.6
percent by Aerom6xico as new shares and 23.4 percent by de Prevoisin
and Hirmas). Net of transactions costs, the company received US$55.3
million (about Mex$169 billion), and the selling shareholders received
US$62.7 million (about Mex$191 billion). Of the 44 percent sold, 33.5
percent went to foreign investors and 10.5 percent were sold in
the Mexican stock exchange. The de Prevoisin group's shareholding is
now just over 20 percent, but they retain control of Aeromdxico: de
Prevoisin is chairman of the board and chief executive officer of the
company.

Summary

We summarize below what happened at Aeromdxico during the period
surrounding divestiture, dividing the events into two broad categories:
changes in behavior or outcomes, and the divestiture transaction itself.
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CHANGES IN BEHAVIOR OR oUmTCOMs..Themostobviouschk Seefollowing
divestiture was that the company broke even for two years instead of being
the heavy money loser and fiscal drain it had been during the predivestiture
period. There were several underlying key changes in behavior:

o There was a dramatic fall in the fixed assets of the company,
reflecting a changed strategy emphasizing leasing rather than owning
of flight equipment. Correspodingly, the rental cost per unit of
output doubled in real terms.
* There was a sharp reduction in labor cost per unit of output;
correspondingly, labor productivity doubled.
* As a consequence, TFP rose by over 20 percent. However, this may
have been a one-time jump in productivity rather than the start of a
rising trend.
* Output fell dramatically, as a corollary of the airline's bankruptcy,
but then recovered steadily, so that by 1991 it was close to the pre-
divestiture level.

THE SALE TRANSACTION. In effect, the sale price of Aeromexico was zero,
because the government will not, in our estimation, receive anything
after repayment of the airline's creditors. Thus the "sale" was equivalent
to handing over the enterprise gratis. The buyers then took the liquid
assets of the enterprise, along with most of the fixed assets (which they
sold and then leased back), combined with some Mex$188 billion of their
own money to discharge substantially all the enterprise's liabilities. In
the process, the airline's creditors were forced to absorb a substantial
loss, which we estimate at Mex$165 billion (about US$70 million). Sub-
sequently, the buyers made equity infusions of Mex$72 bilion in 1988
and Mex$95 billion in 1989 to provide operating funds for the airline.
Finally, in 1991 the buyers sold 23 percent of the company for Mex$191
billion, thereby getting substantially all of their investment in the com-
pany back, and the company raised additional equity capital of about
Mex$169 billion through a dilutive stock offering. As a result, some 335
percent of the company is now owned by foreigners.

Why Did It Happen?

We examine now to what extent the behavioral or outcome changes we
observed can be attributed to divestiture. This then permits us to form a
basis for our counterfactual to divestiture.

Sale-Leaseback Strategy

Consider first the dramatic cut in fixed assets and the related doubling
of rental cost per unit of output. This change was clearly a consequence
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of divestiture, reflecting the buying group's strategy of relying on leased
rather than owned aircraft. Pizzimenti (1992, p. 15) attributes this strat-
egy to the management's "belief that its competitive advantage lies in
being the operator, not the owner of the asset." He points out further that
a leasing strategy permits Aerom6xico greater flexibility.

This may be true, and given the glut in the airliner market, the strategy
appears to have paid off handsomely for Aeromexico. Nevertheless,
we suspect that the dominant reason for this strategy was that it permit-
ted the buyers of the airline to reduce their exposure substantially.' 4

As was pointed out in the previous section, the principal investors
have now substantially recovered all their investment, while stil own-
ing 20 percent of the company and retaining control. This does not,
of course, negate the positive effects this strategy might have on the
company.

Having argued that the sale-leaseback strategy and rdLiance on leasing
were definitely related to divestiture, we will assume in our counterfac-
tual scenario a continuation of the previous strategy of relying on both
owned and leased aircraft.

Labor Productivity

A second dramatic change was the approximate doubling of labor
productivity. Once again, this was clearly caused by divestiture. When
Aeronaves was placed into bankruptcy, the entire work force was laid
off. As Aerom6xico resumed skeleton operations, the bankruptcy ad-
ministrators were free to hire whomever they wanted, and labor inputs
were held at levels considerably lower than before (recall the section
titled "Divestiture" above). When Aerovfas wascreated and Aerom6xico
began growing back to its original size, the number of employees was
kept to a mnirmum.

Table 20-7 shows the dramatic cut in employment that accompanied
divestiture. Immediately foUowing divestiture, employment was only
one-third of its previous level, although output was also significantly
lower. The table shows a crude total outpul measure: the number of
revenue passenger-lilometers flown. We see that in 1991 Aerom6xico
was still somewhat short of its peak output by this measure. Neverthe-
less, employment was only a little more tian half its peak, with the result
that output per employee was considerably higher. Clearly, this sharp
reduction in employment would have been impossible without divesti-
ture. Indeed, it may be argued that it would have been impossible
without bankruptcy. As we will see in the next chapter, Mexicana has
been unable to realize anything like this work force reduction since its
divestiture.

We therefore condude that the dramatic increase in labor productivity
is definitely due to divestiture. Our counterfactual scenario will assume
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Table 20-7. Employment and Passenger Traffic, Aeromdxico, 1981-91
Number of employees Revenue passenger-kilometers

Year At end ofyear Averaefor year Millions Per employee

1981 10,532 9,48 6,658 705
1982 10,301 10,417 6,190 594
1983 10,624 10,463 7,363 704
1984 10,957 10,791 8,048 746
1985 11,062 11,010 8,298 754
1986 11,366 11,214 7,766 693
1987 11,644 11,505 7,832 681
1988 3,752 7,015 4,101 585
1989 4,683 4,218 5,462 1,295
1990 5,524 5,104 6,785 1,329
1991 6,484 6,004 7,540 1,256

Soure: Secretariat of Conmunicationls and Transport, Intemational Civil Aviation
Organizationr and Aeromdxico estimates.

a continuation of employment levels and labor productivity from their
predivestiture pattern.' 5

Other Productivity Changes

By themselves, the two major changes so far discussed-improved labor
productivity and increased reliance on leasing of flight equipment-can
explain the bulk of the productivity improvement, because labor costs
represent a higher proportion of total costs than do rental expenses.' 6

Nevertheless, other unit input costs have also declined slightly, and they
account for a small part of the productivity improvement. Nominal unit
intermediate costs varied between 0.47 and 0.53 during 1983-87; the
range was 0.36 to 0.42 in the postdivestiture years. Because of the very
drastic change Aeromdxico went through, and because this category of
inputs showed no declning trend in the predivestiture period, we have
assumed slightly higher unit "other interm 2diatc inputs" requirements
in our counterfactual scenario, following the pattern established in the
data period.

Output

We observed that Aerom6xico's output level fell dramatically during the
divestiture year and has since been rising rapidly. Clearly these events
are associated with the bankruptcy of the airline. The question is, To
what extent are the bankruptcy and divestiture related? We hypo £hesize
that the decision to place the enterprise into bankruptcy was intimately
related to its divestiture, in that the government would not have chosen
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the bankruptcy option had a decision not been nade to divest the airline.
Thus the hypothesis is that bankruptcy was chosen as the method of
divestiture. Governments are not apt to place into bankruptcy enter-
prises they intend to continue operating, nor do we believe the Mexican
govenmment wanted to shut Aeromexico down permanently.

The consequence of this hypothesis is that the sharp drop in
Aeromrndco's output in 1988 must be viewed as having been "caused"
by divestiture, in that there would have been no corresponding output
reduction absent the decision to divest. Thus in our counterfactual we
assume higher output levels than those actually observed in 1988-91.
Specifically, we assume that, for domestic traffic, output would have
stayed constant in 1988 (because of the labor troubles) and then would
have grown linearly between the 1987 level and the 1991 level. The
implicit assumption is thatby 1991 the divested Aeromdxico has "caught
up" with where it would have been had it not been divested (see table
20-8). This assumption is consistent with a growth rate of demand of
between 4 and 5 percent per year, which seems reasonable in light of
previous experience. For intemational passengers we have arbitrarily
assumed that output would have remained constant during 1987-91 at
the 1987 level. Although this is not per sejustifiable, it seems a reasonable
approximation to the fluctuating demand ihat it is likely would have
been seen.17

Table 2-8. Domestic and International Passenger Traffic, Aeromtexco
and Mexicana de Aviacidn, 1981-91
(millions of revenue passenger-kilometers)

Domestic Inte-nationat

Aeromitco Aeromtxico
Counter- Counter-

Year Mexicana Actual factual Me;icana Actual factual

1981 3,161 3,877 3,877 4,819 2,782 2,782
1982 3,791 3,473 3,473 3,302 2,717 2,717
1983 4,093 4,619 4,619 4,339 2,744 2,744
1984 4,032 4,668 4,668 5,034 3,380 3,380
1985 4,390 5,449 5,449 5,004 2,849 2,849
1986 3,842 5,289 5,239 5,277 2,478 2,478
1987 3,296 4,630 4,630 6,4L0 3,202 3,202
1988 3,706 3,205 4,i63O 7,064 896 3,202
1989 4,005 4,253 4,826a 6,532 1,209 3,202
1990 4,291 4,694 5,0 21 a 7,156 2,091 3,202a
1991 4,715 5,217 5,217a 6,028 2,323 3,202

a. Counterfactual assumptions.
Sowce: International Civil Aviation Organization company reports, and authors'

estimates.
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Summary

We have argued that all the substantial changes we observed in -ci-
ation with the divestiture of Aeromexico were in fact causally rei.,ed to
divestiture and therefore form the basis for the differences between what
we observe and our counterfactual. In summary, therefore, our counter-
factual differs from the observed behavior of the firm in the following
ways:

* The firm now operates almost exclusively with leased aircraft. We
assume that an undivested Aerom6xico would have operated a mnix of
owned and leased aircraft, as before.
* Labor productivity is sharply higher, following a massive reduc-
tion in the work force. Our counterfactual assumes no change in labor
productivity.
- Other inputs are being used more efficiently, as reflected by a rise
in TFP. The counterfactual assumes no change in the productivity of
other inputs.
* Output levels fell sharply because of the bankruptcy but thereafter
grew rapidly. The counterfactual assumes that output levels would
have remained at higher levels during and immediately after divesti-
ture, but that the growth rate would have been slower, so that the
divested airline is assumed to "catch up" in a few years.

What Will Happen?

In this section we discuss our projections for the divested Aeromexico,
along with projections for our counterfactual scenario: what would have
happened had the airline stayed in the public sector. We begin with a
discussion of a major policy change: deregulation.

Deregulation

Recall that Mexico's airline market was tightly regulated. The govern-
ment made no regulatory changes prior to or simultaneously with the
divestiture of Aerom&cico or, for tat matter, the divestiture of Mexicana
in late 1989. Nevertheless, because the government was so vigorously
pursuing deregulation in many other parts of the economy, it was clear
that deregulation of airlines would also come eventuaUly. What was not
clear was the particular form that deregulation would take. Thus the
newly divested airlines were in a state of limbo, wondering and waiting
for deregulation to arrive.

Deregulation of the airl;nes was announced in July 1991, and the
bylawswere published in September. The reform was far reaching. Entry
of new airlines is now free, airlines may add new routes and new flights
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on existing routes freely, and setting of fares is almost free. On routes
served by more than one airline, or on regional routes where intermodal
competition is strong, fares are totally unregulated. On trunk routes
served by only one airline, fares continue to be regulated; however,
carriers must now simply notify the secretary of communications and
transport of their intention to raise prices. The secretary must then decide
whether to object; if there is no objection, the fare increases go through.
At the time of deregulation only 12 percent of Aerom4xico's revenues
came from the so-called monopoly routes where there is even nominal
fare regulation. And entry into these routes will reduce this proportion
further. Thus most of the market is deregulated.

Because the deregulation is so recent, our data have not picked up any
effects from it. But dearly deregulation is going to have a major impact
on the industry. The key question is what that impact will be. On the one
hand, it might be expected that domestic fares would rise, because they
have been so uneconomic in the past. On the other hand, the Mexican
industry might follow the example of deregulation in the United States,
which was followed by a prolonged period of intense competition as
new, no-frills airlines such as People Express and New York Air entered
the market and the major carriers were forced to respond. In fact, both
sets of forces seem to be at play in Mexico.

There have been substantial fare increases, as can be seen in table 20-9.
December 1991 prices were about 45 percent higher in nominal terms, or
about 30 percent higher in real terms, than prices in June, before dereg-
ulation. At the same time, there appears to be intense competition in
certain markets. Aerom6xico may have touched off a price war in Janu-
ary 1992 by entering two markets hitherto served only by Mexicana,
namely, Mexico City-Veracruz and Mexico City-Tampico. Mexicana
responded by aggressively expanding its service from Mexico City to
Monterrey, an Aeromexico stronghold. There have also been some new
entries. The last column of table 20-9 shows some aggressively marketed
one-way promotional fares advertised in Mexican newspapers in Janu-
ary 1992.

Thus it appears that deregulation is so far having a mixed impact in
Mexico. On the one hand, full-fare economy class ticket prices are going
up substantially . At the same time, however, competition is intensifying,
with heavy discounting on certain routes. In other words, price discrim-
ination is growing. The bottom line on prices is yields-revenues per
passenger-kilometer. Aerom6xico reported that its yields were 7 percent
higher in real terms in the first quarter of 1992 than in the same quarter
a year earlier. Thus it seems that the net effect of deregulation has been
to raise real prices slightly. Real prices are still weRl below U.S. levels,
however. Table 20-10, which compareF selected prices in each of tie five
largest Mexican markets with fares on U.S. routes covering the same
distances, shows that Mexican prices in the winter of 1991-92 were still
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Table 20-9. Airfares in Selected Markets before and after Deregulation,
Mexico, 1991-92

Full Yfare (pesos)
After Ratio of

Nimber of Before deregulation post- topre- Promotional
passenigers, deregulation (Decem5er dereguiltion fares,

hMrketa _ 2o990 (June 1997) 1991) fare January 1992

Guadalajara 995,265 160,370 239,360 1.49 167,550
Monterrey 813,031 232,850 341,230 1.47 198,000C
Acapulco 751,242 143,620 214,370 1.49
Tijuana 476,271 485,910 712,090 1.47 300,0
Canctin 466,007 399,490 585,440 1.47
Tampico - 125,600 180,820 1.44 130,620b
Veracruz - 143,020 205,910 1.44 150,00ob
Minatitldn 173,130 242,590 1.40 190,0t0d

- Not available.
Note: The first five markets listed are the largest domestic markets in Mexico.
a. All markets are to and from Mexico City.
b. Advertised by Aeromdxico.
c. Advertised by Mexicana.
d. Advertised by Saro, a new entrant.
Source: Mexicana data; price office, Secretariat of Communications and Transport

newspapt ' ertisements from the period.

less than half the corresponding U.S. prices.18 Therefore we believe that
indeed the net effect of deregulation wilL be to raise real prices in the
domestic market Our base assumption will be for a 10 percent real price
increase, with alternative scenarios looking at larger increases. The
reason we do not expect real prices to rise substantially :n ore is that th'!re
is a capacity overhang in the industry, because Mexicana is expanding
its fleet through a major purchase program. The effe ct of this is already
visible: load factors dipped below 60 percent in early 1992. We discuss
this aspect of the market in greater detailwhenwe considerthe Mexicana
case (chapter 21). For the counterfactual scenario we assune no real price
change, following the past practice of regulated prices.

Revenue

We approach the calculation of revenue projections by first specifying
assumptions for future air transport demand and prices.

DEMAND. As in other cases, we assume the same demand growth in our
projections for the postdivestiture and the counterfactual cases. In line
with recent history, we assmne growth in demand at 5 percent per year;
this may be conservative for the domestic market, and possibly optimis-
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tic for the international market. To assess the sensitivity of our base
projections to changes in assurnptions, we also look at the case where
demand grows at 8 percent per year.

For the demand projections we also need assumptions on the elastici-
ties of demand. Again, based on the literature, and as discussed in the
cases on British Airways (chapter 5) and Malaysian Airline Systems
(chapter 14), we assumepriceelasticitiesof demand of 1.1 forthe domestic
market, 1.2 for the international market, and 1.0 for freight and misceAa-
neous services. The assumption for the domestic market is particularly
troubling. Ideally we would want to divide the market into two seg-
ments-business and pleasure travel-with a much lower elasticity for
the former and a higher one for the latter, who tend to be discretionary
flyers. However, the available data do not allow us to divide the market
in this way. We performed sensitivity analysis by changing the assumed
demand elasticity and found our results to be insensitive to this factor.

PRICES. We have already discussed the basis for our assumption that
domestic prices will experience a one-time 10 percent real price increase
and remain constant in real terms subsequently.

As was discussed in chapter 5, international airfares are the subject of
bilateralnegotiations. We assume therefore that international prices will
be the same under the divestiture and the counterfactual scenarios and
that real prices will remain constant over time.

Table 20-10. Airfares in Selected Domestic Mrkets, Mexico and United
States, 7991-92

Approximnate distance Full one-wayfare
Market (nn7es) (U.S. dollars)

Mexico City-Acapulco 200 70
New York-Boston 200 142

Mexico City-Guadalajara 300 78
New York-Buffalo 300 238
Chicago-Nashville 300 371

Mexico City-Monterrey 450 112
Chicago-Buffalo 450 384

Mexico City-Cancun 800 191
Chicago-Dallas 800 468
New York-Atlanta 800 429

Mexico City-Tijuana 1,400 233
New York-Houston 1,400 534
New York-Dallas 1,400 542

Source: For Mexican fares, price office, Secretariat of Communications and Transport,
December 1991; for U.S. fares, telephone calls to travel agents, March 1992.
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PROJECTIONS. Puffing demand and prices together, we get revenues. Our
assumptions for the divestiture scenario lead to a real growth in private
revenues at the rate of 5.6 percent per year, while revenues in the
counterfactual rise slightly slower at 5.4 percent per year, reflecting the
absence of the initial price increase.

Costs

For our base scenario, we assume that input requirements per unit of
output remain fixed over time. Because of the dramatic restructuring of
Aeromdxico via bankruptcy, the cut in its work force by at least 40
percent, and the complete change in strategy with regard to aircraft
leasin& it is likely that most of the potential efficiency gains from
divestiture are already reflected in the observed data. Indeed,
Aerom6xdco's IrP declined slightly in 1991.

Regarding the counterfactual, the public Aerom6xico showed little
ability to improve productivity. Although n' was at a peak in 1987 (the
last full year before divestiture), it had grown at less than I percent per
year since 1981. Unchanged productivity therefore seems reasonable for
the base counterfactual scenario; we also perform sensitivity analysis on
this variable.

The key effect of the unchanged-productivity scenarios is that, while
the quasi rents of the private Aeromexico are positive, those of the public
Aerom&dco are not This is a reflection of the markedly improved profit
performance of Aeromdxico sinice divestiture, and it naturally casts a
favorable light on the divestiture scenario.

Summary

The revenue and cost projections drive the entire ex ante valuation
exercise. As expected, the private Aerom6xco is expected to be profit-
able, whether profit is measured by the accountant (net income on the
income statement) or by the cconomist (quasi rents). The public
Aerom6xco could have been expected to be a money loser as it tradi-
tionally had been.

What Is It Worth.?

The basic results can be seen in table 20-11 and figure 20-6 and summa-
rized as follows:

* Mexico's welfare rises in present value terms by Mex$5,195 billion
(at 1988 prices, equivalent to US$2.28 billion) with the divestiture of
Aerom6xico. World welfare rises by Mex$4,761 billion (US$2.09 bil-
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Table 20-11. Distribution of Gains and Lossesfrom Divestiture, Aeromnexico
(billions of pesos)

Perpetual
annuity

equiualent
Private Public Gainsfrom as share of

Stakeholder operation operation divestiture 1989 sales

Government
Taxes 2,619 0 2,619
Net quasi rents 0 -3,496 3,496
Net sales proceeds (cash) 0 0 0

Total govemment 2,619 -3,496 6,115 62-33

Employees 235 0 235 2.40

Private domestic shareholders
Diverse 125 69 56 0.57
Concentrated 428 44 383 3.91

Foreign shareholders 397 219 178 1.82
Comnpetitors U 0 U 0.00
Providers 386 551 -165 -1.69

Citzens (via shadow increments) 0 0 0 0.00

Subtotal 4,190 -2,613 6,803

Foreign consumers 5,724 6,336 -613 -6.24
Domesticconsumers 13,355 14,784 -1,429 -14.57

Total 23,269 18,505 4,761 48.53

Net change in welfare 5,195 52.95

Sourc= A- 4 - s calculations.

lion). The perpetu al annuity equivalents of these amount to 53 percent
and 48.5 percent, respectively, of Aerom6xico's 1989 net sales-a very
substantial gain.
* Foreigners, because they consume a large proportion of
Aeromexico's services, are made worse off by the rise in prices. For-
eign consumers are worse off by Mex$613 billion (the annuity equiv-
alent is 6 percent of sales), but foreign shareholders gain Mex$178
billion.
* Domestic consumers are also worse off, to the tune of Mex$1,429
billion.
* Domestic shareholders gain Mex$449 billion; the bulk of these
gains go to the controlling de Prevoisin group.
* The big winner is the govemment, despite the fact that we estimate
that it received nothing from the sale itself. It got rid of a money-losing
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enterprise that would have cost it nearly Mex$3,500 billion in losses
and converted it to a tax-paying company that will contribute over
Mex$2,600 billion (in present value terms) in tax revenues. The
net gain to the government, then, is Mex$6,115 billion, or US$2.12
billion, equivalent in annuity terms to 62 percent of Aeromexico's 1989
sales.
* Providers-in his case, the creditors of the bankrupt Aeronaves-
are estimated to lose Mex$165 billion.
* "Workers' (here the pilots, as part owners of the firm) gain
Mex$235 billion, equivalent in annuity terms to 2.4 percent of sales.19

Sources of the Welfare Changes

Here we will express all the welfare changes in their annuity equivalents
as a percentage of the enterprise's 1989 net sales. We wish to explain the
welfare gain, which is equal to an annual flow of 48.5 percent of 1989
sales (the gain to domestic actors is 53 percent and the loss to foreigners
is 4.5 percent). A summary of gains and losses by major group affected
and by source is provided in table 20-12.

Figure 20-6. Distribution of Welfare Gains and Lossesfrom Divestiture,
Aeromexico, 1981-91

Billions of pesos
8

Government
6 _

4

2

- ~Foreign Domestic
oWmers owners Consumers

o p

-2 I

Soure: Authors' calculations.
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Table 20-12. Souerces of Welfare Change, Aerom&xico
(annuity equivalents as percentage of 1989 sales)

Consumers
Souirce Government Buyers Creditors Domestic Foreign Total

Transaction 35.7 -39.0 -1.7 -0.1 0.0 -5.1
Increased labor

productivity 13.3 38.9 0.0 0.0 0.0 52.2
Price increase 13.3 7.8 0.0 -145 4.2 0.4
Otherproductivity

changes 0.0 1.0 0.0 0.0 0.0 1.0

Total 62.3 8.7 -1.7 -14.6 -6.2 48.5

Sourc: Authors'calculations.

THE TRANSACTION. The divestiture trnsaction in the Aerom&cco case
causes a loss equal to an annual flow of 5.1 percent of 1989 sales. Three
different kinds of costs are reflected in this figure. First, the creditors of
the airline suffer a loss in that they will receive less than they were due.
Second, consumers suffer small losses due to the curtailment of service
duriLng the bankruptcy process. Third, the new owners of the firm had
to make equity infusions into the company. In table 20-12 this last is
reflected in the fact that the buyers suffer a loss of -39.0 percent of 1989
sales as compared with the government gain of 35.7 percent. This 'gain"
of course offsets most of the loss of the buyers, reflecting the fact that the
government transferred a losing enterprise to the private sector.

INCREASED LABOR PRODUCTIVITY. The increase in labor productivity 1S by
far the biggest source of welfare change. It results in a net welfare
increase of over Mex$5 trillion, or about US$226 billion; this is equiva-
lent to an annual flow of 52.2 percent of 1989 sales. This gain is shared
between the new owners of Aeromexico, who gain a flow worth 38.9
percent of sales, and the government, which gains a flow of 13.3 percent
of sales because of higher tax payments Note that the labor productivity
increase just about compensates the buyers for their "loss" in the trans-
action. This conforms with our observation that the firm broke even in
the first few years following divestiture, when prices were still regulated
but the productivity improvements were in place.

PRICE INCREASE The assumed 10 percent price increase due to deregulb-
tion turns out to be almost welfare neutral: there is a small welfare
increase of Mex$33 billion (less than 04 percent of 1989 sales on a flow
basis). This neutrality masks some real distributional effects of the price
increase, however. Consumers (domestic and foreign) lose the equiva-
lent of 20.8 percent of sales per year because of the higher prices; this is
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slightly outweighed by the increased profits and tax payments. The
small size of the welfare effect here suggests that the price is very close
to the welfare-optimizing one.

One necessary caveat is that the metlhodology for calculating welfare
changes was changed for thiscase and thatof Mexicana. In all othercases
we have calculated the welfare impact on competitors, and consumer
surplus calculations have reflected the effect on all the consumers in the
industry, whether customers of the divested enterprise or of its compet-
itors. In the case of Aeromrxico, however, we have excluded all effects
on competitors' profits and on most of the customers of competitors. The
reason is that the bulk of the competition is from Mexicana, which was
also divested. In that case we again assume a 10 percent real price
in -rease in the domestic market and study its impact on the airline. To
avoid double counting, we have therefore divided up the impact of the
price change between the two cases according to Aerom6xico's and
Mexicana's market shares. In 1991, Aeromdxico's share of the domestic
market was 50 percent and that of Mexicana 44 percent. We have
therefore included 53 percent of the impact of rising prices on consumers
in the Aeromexico study and 47 percent of the effect in the computations
for Mexicana. Finally, we have ignored any impact on the profits of other
competitors because their share is so small; implicitly, ffiis assumes that
their marginal cost is equal to their price.

OTHER PRODUCTVTY CHANGEs. Other productivity changes have a mar-
ginal impact, leading to a small annual welfare improvement equivalent
to 1 percent of 1989 sales. All of this accrues in the form of higher profits.
The small size of this effect suggests that the decsion to lease rather than
buy aircraft may not have a very large long-term impact Indeed, this
finding was reassuring, because it implies that the aircraft lease markets
are sufficiently competitive to ensure that neither mode (lease or buy)
strongly dominates the other. Rather, our result lends support to tha
argument made earlier that the primary motivation for this decision may
have stemmed from the financial decisions of the buyers.

Alternative Scenarios

To examine the sensitivity of our results to some of our assumptions, we
looked at various alternative scenarios and their impact on the welfare
outcomes. The results are summarized in table 20-13.

PRICE INCREASES. We implicitly discussed what would happen if prices
donotrise whenwe considered the effect of theassumed 10percentprice
increase If prices remain unchanged in real terms, the divestiture impact
will still be an annual benefit of 48 percent of 1989 sales. Basically, with
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Table 20-13. Welfare Gains and Losses in Alternative Scenarios, Aeromedxco
(annuity equivalents as percentage of 1989 -.ales)

Gomm- Consumers
Scenario ment Buyers Creditors Domestic Foreign Total

No price increase 49.1 0.9 -1.7 -0.1 0.0 48.2
Price increase of

15 percent 67.9 12.0 -1.7 -21.2 -9.1 47.9
Price increase of

20 percent 72.6 14.8 -1.7 -27.4 -11.7 46.6
Demand growth at

8 percent 90.7 18.0 -1.7 -21.7 -9.3 76.0
Public labor efficiency

improvement of
5 percent 32.0 8.7 -1.7 -14.6 -6.2 18.2

Base scenario 62.3 8.7 -1.7 -14.6 -6.2 48.5

Source: Authors' calculations.

no price increase the firm will just about be breaking even, so the
government would receive the benefit of not suffering the large losses it
would otherwise suffer.

If competition after deregulation proves less intense than we assumed
in our base scenario, prices may rise more than 10 percent. We have
looked at scenarios with price increases of 15 percent and 20 percent.
Each of these results in a slight welfare reduction from the base scenario,
as the consumer surplus losses outweigh the gains to the frm and to the
government This conforms to the idea that the 10 percent price increase
may be close to the welfare-maximizing one, and that further price
increases might result in welfare losses. The net effect of these increases
is, however, small in total, although with some distributional signifi-
cance. Further, domestic Mexican welfare would be rising in each case
because the share of the loss borne by foreign consumers is greater than
the share of the gain accruing to foreign shareholders.

FASTER DEMAND GROWTI. We assumed for our base case a 5 percent rate
of growth in demand, which may be conservative. If demand were to
grow at 8 percent, the welfare impact of divestiture would be much
bigger-equivalent to an annual flow of 76 percent of 1989 sales as
compared with 48.5 percent These gains would accrue to the buyers and
the government.

PUBLIC LABOR EFFICIENCY IMPROvEMENT. Finally, we consider an alter-
native counterfactual scenario in which we permit some labor effi-
ciency improvemnent to take place under continued public ownership.
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Mexicana had experienced improved labor productivity during its last
three years as a puLblic enterprise, and clearly there was room for similar
improvement at Aerom6xico. In out alternative counterfactual scenario
we assume that labor productivity improves at the rate of 5 percent per
year for five years. This considerably weakens but does not eliminate the
benefit of divestiture: from an annual flow of 48.5 percent of 1989 sales
to one of 18.2 percent. Aeromexico would still have been a loss maker
(to the tune of Mex$525 billion in present value), and so the gain from
divestiture would still have been substantial.

Summary and Lessons

The divestiture of Aeromdxico has been highly successful, resulting in a
substantial welfare improvement The key points are as follows

* Welfare improved dramatically: we estimate an annual flow of 48.5
percent of 1989 sales as the welfare gain.
* The Mexican government is the 'Ag winner. its annualized gain is
62 percent of 1989 sales. The buyers experience a more moderabe gain
(8.7 percent), while consumers lose.
* The primary source of the government's gain is elimination of the
deficit caused by Aeromexico; the gain from this source is equivalent
to an annuity of 36 percent of 1989 sales.
* The overall welfare improvement is driven largelyby the dramatic
increase in labor productivity, which in tum stems from the massive
labor force reductions following the airline's bankruptcy.
a The welfare gains will be more substantial if demand grows more
rapidly than we postulated.

Surviving Hypotheses

We are left with the following possible conclusions from our analysis of
the case:

* Legal restructuring of an enterprise through bankruptcy priom to
divestiture can be a highly effective way to ensure subsequent welfare
gains.
* By absorbing liabilities (or, in this case, paying them off through
the bankruptcy trustee), governments can achieve a politically neces-
sary positive 'price" even for a money-losing enterprise.
* Even if the government receives no net revenue from the sale of an
enterprise, it can still receive a substantial fiscal benefit.
* Worker opposition to divestiture can be preempted by strong
action on the part of the government
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1. Much of this discussion on the history of Aeromexico and its divestiture is
based on Genel (1988), Sales and Gomez (1989), and Carrera (1990). Interestingly,
the first two papers are virtually identical. Because the Genel paper has an earlier
date, credit has generally been given to that paper in what follows.

2. The wage demand was reportedly for a 30 percent increase, which may not
appear excessive in light of the 159 percent inflation Mexico had experienced in
1987. However, according to our estimates, average wages had already risen by
a factor of two and a half in 1987.

3. The methods used to calculate these were rather unsophisticated and
probably yielded serious underestimates. For a brief discussion, see Tandon and
Abdala (1992). One key component of t'he liquidation value, however, was
determined fairly accurately: the value of the owned aircraft was estimated at
Mex$398 billion (US$174 million) on the basis of actual offers.

4. In September 1990, following a dispute over the strategic direction of
Aeromexico, de Prevoisin and companies controlled by him or his associates
boug;.4 all the other investors' shares of karo. These amounted to 62.7 percent
of Icaro':- shares.

5. In fa:t, it appears that the owners of Aerovias achieved a further price
reduction in negotiations over the valuation of parts and inventories. The 1991
income statement reports an extraordinary gain of Mex$62 billion for 'amorti-
zation of surplus on business acquired," which we believe to have been a
settlement of some outstanding issues on the purchase price. It is possible that
the final price paid was lower than Operadora de Bolsa's offer, although we were
unable to establish this definitively.

6. There have been a varying number of smaller niche airlines, ranging from
five or six in the mid-I 980s to fourteen in 1991, and a larger number of regional
air companies providing unscheduwed service. The smaller airlines had been
declining in imnportance, except that in the last three years there appears to have
been a resurgence in this category.

7. United is a small but rapidly growing presence in this rnarket. Its 1990 share
was 2.7 percent, up from 1.5 percent in 1989 and 1.2 percent in 1988.

8. All 1991 data are an extrapolation from data for the first eight months of
the year, which was all the information available at the time of the analysis.

9. The problems caused to U.S. airlines by the war-related reduction in
demand are well known: several major airlines went bankrupt, and many of
those that survived suffered large losses, Even as late as the first quarter of 1992
American Airlines (AMR Corp.) was the only major U.S. airline to tum a profit,
which was an anemic US$20 million.

10. Note, however, that real public profitability does not capture the same
effect. Real public profitability iscalculated by dividingreal public profitb! fixed
operating assets. But in the case of Aeromexico fixed operating assets feil dra-
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matically as the company shifted to a leasing strategy. The TFP index solves this
problem by calculating the input index using all inputs (including fixed capital),
including the opportunity cost of the fixed assets, thus providing a more con-
prehensive view of performance.

11. Recall from table 2-2 and the associated discussion that fourteen aircraft
were elinminated from the Aeromnxico fleet in 1988. These were its six Dc- aircraft
and its eight Dc-9-15s,-the fourteen oldest aircraft in ita fleet. Most of these were
owned by Aeromrxico, but three of the DC-Bs were leased. We assume that the
lease liabilities for these three aircraft totaled Mex$10 billion.

12. In contrast, the two other enterprises we studied in Mexico had stock
exchange listings even through their parastatal periods.

13. The initial capital stock was a token Mex$100 million, but at the end of
1988 a capital stock of Mex$72 billion appears in the balance sheet. A further
equity inaease of Mex$95 biUlion is recorded in 1989. If we discount this by 21
percent (the 1989 inflation rate), we get a present value of Mex$80 billion in 1988.
These two numbers sum to Mex$152 billion.

14. In fact, one of the differences of opinion that led to the split of Icaro and
the buyout by the de Prevoisin group was apparently related to the question of
leasing versus buying, with the de Prevoisin group preferring leasing and the
other investors favoring a purchase program.

15. The manner in which the labor productivity gains were realized, through
confrontation with a "troublesome" union and bankruptcy of the enterprise, may
have had major implications for the rest of Mexico's divestiture progranm In a
country with powerful and militant unions, the almost total absence of effective
worker opposition to divestiture has often been noted. Some observers point to
the Mexican government's strong stand on Aerom&xico (and similarly in 1989 in
connection with the bankruptcy of the copper enterprise Minera de Cananea) as
critical to preercipting labor's opposition to divestiture. We have not included
any such "external" benefits in our calculations of the welfare impact of
Aeromrxico's divestiture.

16. Although the gap has narrowed. Labor costs have stayed at just under
one-quarter of total costs, but rental expense has risen from about 8 percent of
costs to nearly 20 percent.

17. This was a period of great turmoil in th international airline market, as a
result of which demand growth was curbed by events such as the crisis in Kuwait
and the subsequent war in the Persian Gulf. Mexicana, whose experience may
be taken as something of a proxy for Aerom6xico's, actuallysaw its international
passenger traffic decline from 1988 to 1991 (table 20-8).

18. Although this may have changed consequent to the steep price reductions
in the United States, and the reported fare increases in Mexico in May 1992.

19. Wehavenotcalculateda welfarelossorgain to theotherworkers. Itnight
well be argued that the workers who suffered the loss of their jobs did suffer a
welfare loss. However, we estimate this loss to be negligiblebecause of the sizable
severance payments. We calculated earlier that total severance payments were
onlv slightly smaller than the annual wage bilL

How much the workers lost in wages depends on how soon they could have
obtained an alternative job. Mexico's unemployment rate was officially about 5
percent at the time. Although this is surely an understatement, the Aeromaxico
prospectus of 1991 talks of a shortageof skilledworkers and of theairline'sefforts
to train new workers. Thus it is likely that Aeromrxico's workers could have
gotten new jobs fairly easily. If we take the probability of getting a new job to be
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0.9, then the expected earnings of a fired worker would be 0.9w (where w is the
annual wage), and the wage loss would be 0.1w per year. The present value of
this infinite stream at a 10 percent discount rate would be the annual wage w.
Further, the welfare loss to the worker is not the full wage loss, because heorshe
has additional leisure. Because severance payments close to the annual wagebill
were paid, it seems that this was approximately full compensation to the workers.

Finally, one could use a revealed preference argument that, because this was
the compensation called for under the law, this was society's estimate of the
welfare loss to workers, and therefore no net gain or loss in social welfare took
place.



21. Mexicana de Aviacion

When Mexicana de Aviacion was divested in September 1989, hopes
were running high. This was the first sale of a major public enterprise in
the term of President Carlos Salinas de Gortari, and it marked a major
change in that the buying group was 49 percent foreign owned. Savvy
investors such as Chase Manhattan Bank and British takeover artist Sir
James Goldsmith were putting down substantial sums to buy a piece of
Mexico's flagship airline, at a price twice the enterp rise's prevailing stock
market value. The new management promised an ambitious US$3 bil-
lion investment program that would capitalize on the expected boom in
the Mexican tourism industry. Forbes magazine ran a profile (King 1989)
of the Mexican industrialist who headed the buying consorti-m, Pablo
Brener. Artidces in the media of the day painted nothing but a rosy future
for the enterprise.

What makes the study of the Mexicana divestiture so interesting is that
that rosy future has, so far at least, failed to materialize. Forbes followed
up its admiring profile two years later with an account of "that sinking
feeling" (Poole 1991) at Mexicana. The airline has been losing market
share to its chief rival, Aeromexico. And the stock price is one-third the
level at which the divestiture transaction took place.

In this chapter we will analyze the factors that explain this dismal
performance. We will see that not all divestitures are successful, and not
all private sector managers transform the enterprises they buy. Some-
times there are failures. This is not a condemnation of divestiture. It is
merely a reminder that sometimes private firms fail. Indeed the way of
the market is that, when bad decisions are made, evolutionary forces
start cutting back on the sources of those bad decisions. Whether by the
replacement of present management policies with new, more successful
ones, or by the overthrow of existing management by takeover or
merger, or, finally, by the extinction of the enterprise itself, Mexicana will
not be allowed to continue to perform as it has been performing. How
the forces of the market will work this out remains to be seem1

495
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Background

Mexicana de Aviaci6ni2 founded in 1921, is the oldest arline in Latin
America and the fourth oldest in the world. In its early years it was based
in the port of Tampico. In 1926 all of the airline's shares were acquired
by Pan American World Airways. Pan Am obtained a concession from
the US. Postal Service to transport mail between the United States and
Mexico and inaugurated Mexicana's first international flight (Mexico
City-Los Angeles) in 1935. Over the next three decades Mexicana stead-
ily expanded its system. In 1967 Pan Am sold its interest in the airline to
a group of Mexican investors led by Cresencio Ballesteros, a construction
industry figure.

The airline then embarked on a program to modernize and rapidly
expand its fleet, relying exclusively on the acquisition of Boeing 727
aircraft. Starting with seventeen aircraft in 1970, the airline's fleet grew
to forty-four by 1980, and all of these were 727s. In 1981 the first three
Dc-IOswere added. This expansionprogramwas funded largelyby debt.

In 1982, when rising interest rates and falling oil prices led to the
Mexican debt crisis, Mexicana-reflecting its country's fortunes-had a
debt crisis of its own. The enterprise was unable to meet its obligations
and turned to the govenmment for help. The government elected to
acquire a5 percent shareholding (the terms were not disclosed), thereby
making Mexicana a parastatal enterprise.

Divestiture

Mexicana's tenure as a parastatal was short, however. The government
decided in October 1986 to divest it,3 which was early for such a relatively
large enterprise. Banamex was appointed the agent bank

The first attempt to sell the enterprise ended in July 1987. Two bids
had been received but were deemed inadequate. A second attempt
followed. The government declared it wanted Mex$225 per share plus a
minimum equity investment of US$75 million. Letters of intent were
received from a number of potential buyers, including Gerardo de
Prevoisin Legorreta, who later that year bought control of Aeromdxico
(this was in March 1988, before Aeromreico filed for bankruptcy); the
Lanzagorta group, which owned Avemex, a small private air carrier;
Grupo Protexa, owner and operatorof another small airline; and Roberto
Hernandez of the brokerage firm Acciones y Valores, who some years
later bought control of Banamex.

Despite all the interest, Mexicana remained unsold. Each potential
bidder was willing to pay the government's price and to guarantee
investment, but each had a list of requirements to be satisfied, and it was
these that were the stumbling block. Two important conditions reap-
peared again and again:
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Mexicana was severely overstaffed, and the prospective buyers
insisted that the work force be cut before the divestiture. One bidder
specifically mentioned the need to cut 3,000 workers from the payroll,
at an estimated severance cost of Mex$100 billion (about US$45 mil-
lion; all peso values are in "old," that is, pre-1993, pesos; 1 new peso
equals 1,000 old pesos).

M fAexicana was too heavily indebted, and the government had to
restructure or take over the debt before the sale."

Negotiations over these and other preconditions for sale led nowhere,
and eventually, in October 1988, the government declared the sale
attempt a failure and closed the proceedings.

In May 1939 the govenmment switched agent banks, appointing Banco
Internacional. Now a new scheme to divest Mexicana was announced.
The govemnment would not sell its share, but rather was searching for an
equity infusion into the enterprise. It was willing to dilute its sharehold-
ing in exchange and to permit the new controlling group to be up to 49
percent foreign owned. Letters of interest were sought in June, and by
August seven formal offers had been received.

The winning bid was filed by Gnupo Falcon, a consortium of Mexican
and foreign investors. The Mexican investors owned 51 percent of the
consortium, of which 33 percent was held by the brothers Pablo and
Israel Brener, through their holding company, Giupo Xabre. Of the
foreign investors, Chase Manhattan Bank held 35.7 percent of Falcon,
Drexel Burnham Lambert owned 7.1 percent, and Sir James Goldsmith
6.1 percent. The consortium was put together primarily by the Breners,
the sons of Lithuanian immigrants who had made a fortune in the 1980s
by buying assets when everybody else in Mexico was trying to get their
money out of the country. Their investments had induded the Camino
Real Hotel chain and the Las Hadas resort in Manzanillo, tourist prop-
erties that they regarded as synergistic with Mexicana. The foreign
investors were largely passive: business associates of Pablo Brener, they
had faith in his ability to make profitable investments.

TheFalconbid proposed aUSS140 millionequityinfusion inexchange
for 20 percent of the enterprise's stock, implying a value for Mexicana of
US$700 million. They were also required by the terms of the agreement
to buy an additional 5 percent of the shares in the open market. The
ownership structure of the enterprise therefore evolved as follows (fig-
ures are percentage shares):

Predivestiture Postdivestiture

Government 50.83 40.60
Domestic shareholders 49.17 34.40
Domestic buying group 0.00 12.75
Foreignbuyers 0.00 12.25
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The government placed another 25 percent of the shares in a trust over
which Falcon had voting control until September 1992, thereby assuring
the group control over the enterprise for a period of three years. Falcon
had the option to buy this block of shares at any time during this
three-year period, at a price implying the same valuation as the original
bid plus interest at the London interbank offer rate plus 2 percent.
Fmally, Falcon promised an ambitious US$3 billion, ten-year investment
program, of which US$1.1 billion would be spent in Mexico, creating an
estimated 21,500 new jobs.

The winning bid was announced on 22 August 1989, and the transfer
of Mexicana took place shortly thereafter, in September.

The Mexican Air Transport Market

Since we reviewed the Mexican air transport market in the previous
chapter, no comprehensive review is necessary here. We simply note the
following (see table 21-1 for details):

* In terms of employment or output measures such as passenger-
kilometers flown, Mexicana is only slightly larger than its main rival
Aerom6xico.
* Mexicana has historically been more oriented to international ser-
vice than Aerom6xico, with domestic service generally accounting for
less than 50 percent of its revenues. As a result, Mexicana was less
affected by adverse regulatory conditions (i.e., low domestic prices)
than was Aerorn6cico.

Table 21-1. Employment and Revenues, Mexicana de Aviacidn
and Aeromedco, 1982-91

Average employment Revenues Share of rervenuesfro:n
(number of workers) (billions of pesos) donmstic passengers

Year Mexicana Aeromdxico Mexicona Aeromixico Mexicana Aerome:ico

1981 10,212 9,448 15 12 39 62
1982 11,031 10,417 22 19 40 59
1983 11,910 10,463 61 48 40 53
1984 12,158 10,791 96 75 41 54
1985 12,980 11,010 162 120 39 56
1986 13,373 11,214 334 246 35 57
1987 13,906 11,505 867 640 33 52
1988 13,540 7,015 1,703 492 37 75
1989 12,783 4,218 1,881 981 39 76
1990 11,974 5,104 2,525 1,624 42 71
1991 11,289 6,004 2,668 2,323 50 66

Source: Company reports and Secretariat of Communrications and TransporL
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Figure 21-1. Public and Private Profit, Mexicana de Aviaci6n, 1987-91
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What Happened?

This section reviews the perfornance of Mexicana during, the eleven-
year period 1981-91, to study its pre- and postdivestiture experience. At
the time of our research, final figures for 1991 were not available for all
items. Therefore some figures are extrapolations based on data up to the
third quarter of 1991 (September), others on data up to November, and
still others are the final figures for the year.

Profit and Profitabiity

We begin, as usual, with an analysis of the profitability of the airline.

PROFITS: PRIVATE AND PUBLIC. The first step is an analysis of private
profit. Through most of the predivestiture period Mexicana was approx-
imately brealing even, with a small dip into somewhat more significant
losses in the three years 1986-83 (see figure 21-1). Recall from chapter 20
that Aeromexico was doing steadily worse in successive years of this
period and found its profits plunging in 1986 and 1987. Mexicana
showed a similar but much more moderate decline in these years.
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The reason for the dedine surely was reduced air travel due to
Mexico's severe recession. According to data from the Seeretariat of
Communications and Transport, the number of passengers transported
on domestic flights fell 20 percent, from 14.4 million in 1985 to 11.6
million in 1986, and a further 13 percent to 10 million in 1987.
Aeromexico, with its greater dependence on the domestic market, felt
this dramatic decline deeply. Mexicana was a little more insulated from
the effects of this decline because its international traffic continued to
grow at a healthy rate, but it too felt the effects of the downturn in
domestic travel: its domestic ridership fell by 15 percent and 13 percent
in these two years.

The following year saw a recovery for Mexicana. As Aeromexico
suffered through its bankruptcy and divestiture, Mexicana enjoyed
some spillover benefits. MexicanLa did not, however, try to capitalize
on Aerom6xico's woes-rather than try to steal passengers from
Aerom6xico it retained its normal flight schedule. Nevertheless, on
routes served by both airlines, Mexicana naturally received additional
customers. Its load factor for 1988 rose to 67.6 percent, compared with a
normal level for the airline of about 60 percent.5 Thus the profitability
picture in 1988 improved considerably.

In fact, the loss posted in 1988 (figure 21-1) is partly an accounting
artifact caused by taxes on phantom gains. Mexican accounting practice
requires enterprises to adjust their accounts for the effects of inflation by
including an item caRed"gainorlossfrom monetaryposition."This item
forces the firm to recognize on its income statement the net increase or
decrease in the value of its monetary assets and liabilities (whether
realized or unrealized) due to inflation and exchange rate moveT tents.
These changes affect reported income, can convert an actuv IJss to a
paper gain, and thereby cause the firm to incur a tax liability.

In our presentation of private profits we have exduded the gain or loss
from monetary position on the grounds that it is an accounting artifact.
No money actually changed hands, and, indeed, these gains or losses are
removed whencompanies report their cash flow reconciliation. For 1988
we therefore report a pretax profit of Mex$48 billion. But because of the
inflation accounting, Mexicana had a tax liability of Mex$91 billion. Our
reported post-tax income is therefore a loss of Mex$43 billion, even
though the enterprise would have been profitable if the tax had been
applied only on the realized gain. The upshot of this discussion is that
1988 should be seen as a profitable year for Mexicana. The next year
shows a similar pattem, although at a reduced order of magnitude.

The big surprise in the private profit history of the enterprise is the
rapidly deteriorating position in the two postdivestiture years 1990 and
1991. Here the inflation accounting plays no role-the firm was genu-
inely unprofitable, unable even to cover its operating costs. This sharp
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drop in private profits is unique among all our cases, and requires
explanation.

Turning to public profit, however, we get a somewhat more accurate
view of the trends. At current prices, 1988 shows up as the best year,
followed by steep declines into negative territory by 1990 and 1991. But
at constant prices, public profit more or less levels off after 1988. This
indicates that the terms of trade were moving against the enterprise,
which could well have been happening. Recall from the discussion in
chapter 20 that airline prices were regulated, and that real prices were
being allowed to drift lower.

FXED CAPITAL. To be able to discuss the airline's profitability we must
look next at what happened with fixed capital. Looking at fixed operat-
ing assets (figure 21-2), we see that not much change was taling place
throughout 1981-90, but that there was a big jump in 1991 (see the
pronounced kink in fixed operating assets at constant prices). The figure
also illustrates the strong inflation effects in 1986 and 1987, as the series
at current prices rises rapidly even though that at constant prices is
moving rather slowly in its normal trend.

Figure 21-2. Fixed Operating Assets, Mexicana de Aviaci6n, 1981-91
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In fact, if we look simply at Mexicana's fleet, these effects are fully
captured (table 21-2). The, fleet did not grow during 1986-89. in 1990
there was an increase of two aircraft, but both were rented and therefore
do not appear in the measure of fixed assets. There was, however, a
substantial jump in fixed asets in 1991.

PROFITABILiTY. The three profitability series in figure 21-3 reflect our
previous findings. Private profitability varied around zero through most
of the period, then dropped to a loss of about 15 percent in the last two
years. Public profitability at current prices was variable but positive until
1990, when it became negative. Public profitability at constant prices rose
to a high in 1988 and then stayed roughly constant

tiNrr corns Real unit costs declined from a plateau around 1 until 1986
to 0.9 in 1987 and 0.8 in 1988. They then stayed roughly constant at this
lower level. The primary force behind the trend seem-s to be labor unit
costs, which declined from around 0.25 to around 0.18 (figure 21-4).
"Other intermediate inputs" also shows a declining trendt from dlose to
0.5 to around '.143. This is suggestive of some productivity improvement
at Mexicana.

Productivity

Data on labor productivity (table 21-3) do provide evidence of some
productivity improvement. We see that Mexicana experienced no real
labor productivity improvement during 1981-87, but there is only a mild
increase in the last four years.

Table 2 -2. Size and Composition of Flet,Mexicanade Aviaci6n, 1981-91
Aircraft

Year Total fleet Owned Rented

1981 45 36 9
1982 45 38 7
1983 43 36 7
1984 44 36 8
1983 46 38 8
1986 45 34 11
198? 45 34 11
19tR 45 34 11
1989 44 31 13
1990 46 31 15
1991 52 34 18

Note: Figures are as of the end of the year.
Source. Secretariat ofCommnunic:ations and Transport and Me.xicana de Aviad6n daba.
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Figure 22-3. Privateand Public Profitability, Mexicana deAviaci6n,
1981-91
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The total factor productivity (TFE) picture for Mexicana (figure 21-5)
reflects what we saw with real unit costs and labor productivity. There
was a slight declining trend up to 1985, when a mild uptum took place.
TrP then hit a peak in 1988 and stayed only slightly below that level for
the remaiing three years. The average TFP for the years 1981-88 was
1.075, while that for the divestiture years of 1989-91 was 1.20, nearly 12
percent higher. The real public profitability series displays a similar
pattern.

In summary, productivity at Mexicana has been slightly higher in the
postdivestiture period, but the trend toward improved productivity
started earlier. Thus the matter of attibution seems somewhat ambiguous.

Fiscal Effects

Fiscal effects are not an important part of the Mexicana story. Because
the sale took the form of a dilutive equity infusion, the government
received no revenue from it. The governme-nt does still own a 40 percent
share of the company and could realize revenues by zelling that
shareholding any time after September 1992.
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Figure 21-4. Real Unit Costs, Mexicana de Aviacidn, 1981-91
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Annual fiscal flows are also insignificant. Mexicana, unlike Aero-
mndco, was not a recipient of govemment subsidies. In some years it

paid some taxes, but these were relatively minor.

Market Value Effects

As already mentioned, the price paid by Falcon for control of Mexicana

was roughly double the prevailing stock market price of the airline. It is

interesting to see what has happened to the stock price since. The sale

price at divestiture was US$140 million, or Mex$358.8 billion, for a 20

percent share, which works out to approximately Mex$6,330 per share.

A month later the stock was trading below Mex$L000 per share, and a

year later it was weilbelow Mex$3,000 per share-the 1989 closing price

was Mex$2,662 per share. The share price later fell below Mex$2,000 in

1991 before recovering to trade at roughly Mex$2,200 in May 1992. This

implies a market value for the company at that time of Mex$649 billion,

or just over US$200 million- The value of the US$140 million investment

was then down to about US$40 million. Clearly the market has not been

impressed by Mexicana's performance. The Mexican stockmarket index
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Table 21-3. Labor Productivity, Mexicana de Aviacidn, 1981-91
Year Labor productivity

1981 24.02
1982 20.56
1983 24.59
1984 25.81
1985 26.24
1986 25.36
1987 26.68
1988 29.21
1989 30.61
1990 34.35
1991 35.26

Note. Figures are calculated by dividing the Divisia index of output by the number of
employees.

Source. Authors' calculations from Mexicana data.

in the meantime rose from 420 in September 1989 to 1,785 in May 1992-a
325 percent increase.

Summary

We can summarize our discussion thus far as follows:

* From roughly breaking even in every year of the predivestiture
period, Mexicana became highly unprofitable in its first two years as
a private airline.
* Capital formation, which had stagnated through much of the pe-
riod, suddenly took off in 1991.
* Productivity improved slightly over the period, in a trend that
started around 1985; it peaked in 1988 and has stayed only slightly
below that peak in subsequent years.

Why Did It Happen?

In this section we analyze the specific factors that might explain the
observed behavioral and performance changes, to see to what extent
the,r can be attributed to divestiture. This then will suggest a counterfac-
tual for our simulation exercise.

The Investment Plan

The first and obvious factor underlying the changes at Mexicana is the
massive investment program upon which the company has embarked.
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Figure 21-5. Total Factor Productivity and Public Profitability,
Mexicana de Aviacidn, 1981-92
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Recall that, at the time of divestiture, the government was specifically
looking for a buyer willing to commit to a substantial investment pro-
grain6 The Falcon group did commit to a US$3 billion investment
program, although this comnitmnent was in the nature of an assurance
and was not legally binding.

Nevertheless, Falcon was true to its word, and in August 1990 the
airline placed a sizable order for twenty-two Airbus A320 aircraft, with
options to buy fourteen more. Delivery was to be spread over a period
of seven years, from 1991 to 1997, and the total price (undiscounted) was
US$1.6 billion. Because the program of aircraft retirement was consider-
ably slower, this order constituted a commitment to expand the airline
rapidly. Mexicana also leased four more Boeing 727 aircraft, raising
the size of its fleet from forty-four in 1990 to fifty-two in 1991. Besides
investments in fleet expansion, the new management undertook
major investments in other areas, such as a US$15 million to US$20
million investment in computer systems and unspecified other expen-
ditures to expand and modernize terminals and maintenance facilities.

The expansion of investment surely explains the jump in capital
formation in 1991, as Mexicana took delivery of its first four Airbus
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aircraft. The other investments and expenditures assoiated with the
Airbus acquisition, such as training and creation of facilities, must also
surely have had something to do with the poor profitability perfor-
mance. And certainly it seems reasonable to suppose that such a massive
investment program would not have been undertaken had Mexicana
stayed in public hands.

In our projections for the company, therefore, we assume that it will
follow the expansion plan outlined in its announcements. Por the coun-
terfactual we assume fleet expansion in conformity with past practice,
so that the load factorfor the airline stays fairly steady around 60 percent.

Strategic Decisions

A key factor underlying Mexicana's postdivestiture performance has
been the strategic decisions of its new managers. We have already
discussed management's decisions regarding the investment program.
There is also the question of what kind of strategy the company was
following for business deve'lopment. A number of mistakes were made
that affected the bottom-line performance of the company.

One important decision regarded the strategic direction of the com-
pany. Either because of Grupo Xabre's dose association with other
segments of the tourist industry (notably hotels and resorts), or simply
because it was their estimate of the direction in which the market was
developing, the new managers decided to concentrate their attention on
tourist traffic. Of course, such traffic is highly discretionary and has a
high elasticity of demand. This proved to be a costly mistake for Mexi-
cana. Particularly because of the crisis in Kuwait, the Persian Gulf war,
and the consequent v crdwide decline in air travel, tourist traffic did not
grow at the rate the company had been expecting. In contrast,
Aerom6cico chose to concentrate on business travelers. The low elastic-
ity of this demand, its nondiscretionary character, and the Mexican
economic boom combined to make this the winning strategy.

Mexicana's problems were compounded by other management deci-
sions. At one point in 1990 Mexicana decided to try to start direct booking
of tours, cutting out the tour agents who had supplied much of their
tourist business. The attempt proved a disaster, and Mexicana has been
trying to repair its bridges to the tour operators ever since. Early in 1990
Mexicana expanded its service to cerzin TJ.S. cities, such as Baltimore,
Philadelphia, Tampa, Orlando, and Seattle (Poole 1991), but abruptly
canceled them when they proved to be losers. One notorious extrava-
gance that app arently cost the director general (that is, the chief executive
officer) his job was the decision to spend US$32 million to paint twenty
aircraft with a new design. Apparently not only was this money spent
on a cosmetic improvement, but the paint used was so heavy as to raise
fuel consumption substantially.
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Thus management performance at Mexicana has been less than satis-
factory. Clearly this is attributable to divestiture. However, because the
chief executive was changed in the spring of 1991, after all the major
blunders had already been made, we did not postulate any effect from
this in the projection as compared with the counterfactual. A simple way
to include some effect of poor management would have been to lower
the market share of Mexicana. From the social point of view, however,
there would be little welfare impact from this, because losses to Mexi-
cana would be balanced by gains to its rivals, notably Aeromexico. In
the interest of simplicity we have ignored this factor in our simulations.
Thus the only negative impact of management that we explicitly include
is the increased investment plan.

Productivity Increases

We observed above, through an analysis of real unit costs, labor produc-
tivity, and TFP, that Mexicana's productivity improvement was more
rapid after divestiture than before, although the improving trend started
in 1985 or 1986, depending on which series one looked at. Further, the
peak in TIP at least was achieved in 1988. Labor productivity continued
an improving trend throughout.

We must first explain what was special about 1988. This was the year
of Aeromexico's bankruptcy and sale; thus it was a year of severe
disruption in service for Mexicana's key competitor. As already noted,

tv;-xicana benefited from tiis disruption on many domestic routes where
it competed with Aeromexicc, raising its load factor from around 60 to
68 percent Thus Mexicana's output measure for 1988 was unusually
high, and this is what caused TmP to peak and other productivity mea-
sures to show considerable improvement.

Clearly this phenomenon is an aberratiorL It is certainly not attributable
to the Me>icana divestiture, nor can it be considered representative of
predivestiture performance. Accordingly we adjust for tis by simply
loolkng at the labor productivity improvement from 1986-69 and compar-
ing it with the postdivestiture period. We find a slight difference m the rate
of growth of labor productivity-6 percent per year since divestiture.

Is this difference attributable to divestiture? We think it is. Since
divestiture, Mexicana's management has been working hard to try
to improve productivity and has been cutting the work force in an
attempt to do so. But the public sector managers were doing he same
thing. We see from table 21-1 that average employment reached a peak
in 1987 and has been declining ever since. An argument could even be
made that the decline in 1987 and 1988 was an "announcement effect,"
as the government tried to make the enterprise more attractive to poten-
tialbuyers.



Mexicana deAviaci6n 509

We conclude that divestiture has led to some productivity improve-
ment, although this trend had started some years prior to sale. We use
for our base case 7 percent productivity growth in the projection and 6
percent in the counterfactual; we then check for sensitivity by varying
the assumptions.

Deregulation and Its Impact on Prices

As discussed in detail in chapter 20, we associate the deregulation of
Mexico's airline industry with the divestiture of the airlines. In confor-
mance with the Aeromexico case, we adopt a postulated 10 percent real
price increase on domestic ffights as a result of deregulation, and we
assume no real price change in the counterfactual.

Summary

We have argued that some of the changes we observed in the behavior
of Mexicana can be attributed to its divestiture, while others cannot. Thus
the following list characterizes the differences between our projections
and our counterfactual

* The new management adopted a massive investment and fleet
expansion program, involving the purchase of twenty-two aircraft
and increased leasing. Absent divestiture, we assume fleet expan-
sion would have continued at a rate compatible with previous
experience.
* We assume labor productivity growth of 6 percent per year in the
counterfactual and 7 percent per year in the projection.
* Following deregulation, domestic real fares will rise by 10 percent.
In the counterfactual, real prices remain unchanged.

What Will Happen?

In this section in other cases, we normally discuws the specific assump-
tiors we make in order to perform the simulation exercise, and then
discuss ourprojections of revenues, costs, and profits. However, because
the basic model assumptions are identical to those we made for
Aeromrnxco, we need nct repeat them here. Our simulations then find
revenue growing at the rate of 5.9 percent per year in the divestiture
projection, and at 6.4 percent per year in the counterfactual. Output is
growing an average of 5A percent per year in the projection, and at 6.4
percent per year in the counterfactual. The reason for the difference is af
course the price increase in the projection scenario. Because demand
elasticity is greaterthan one, revenue falls as a result of the price increase,
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as does its growth rate. Then output grows more slowly as demand
grows more slowly in the projection.

What Is It Worth?

The basic results on the welfare impact of the Mexicana divestiture can
be seen in table 214 and figure 21-6 and summarized as follows:

* Mexico's welfare falls by Mex$450 billion at 1989 prices. This is
equivalent to US$170 million or an annual flow equal to 2.4 percent of
Mexicana's 1989 sales.
* World welfare falLs by Mex$1,319 billion (about US$500 million),
equivalent to an annual flow of 7 percent of Mexicana's 1989 sales.
* Government comes out ahead by Mex$657 billion, mainly by
avoiding losses it would otherwise have suffered as the majority
shareholder of the airline.

Table 214. Distribution of Gains and Losses from Divestiture,
Mexicana de Aviaci6n
(bWions of pesos unless stated oterwise)

Perpetual
annuity

equivalent
Private Public Gainsfrom as share of

Economic actor opeation operation divetiture 1989 sales

Governrent
Taxes 45 0 45
Net quasi rents -126 -739 612

Total goverment -82 -739 657 3.49

Emlp1;yc.3s 0 0 u 0.00
Private domestic shareholders

Diverse -383 -715 333 1.77
Concentrated 0 0 0 0.00

Foreign shareholders -251 0 -251 -1.34
Competitors 0 0 0 0.00
Providers 0 0 0 0.00
Citizens (via shadow increments) 0 0 0 0.00

Subtotal -715 -1,454 739

Foreignconsumers 5,223 5,841 417 -3.28
Domtesticconsumers 12,188 13,628 -1,440 -7.66

Total 16,696 18,015 -1,319 -7.01

Net change in welfare -450 -2.39

Source Authors'calulations.
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Figure 27-6. Distribution of Wefare Gains and Losses from Divestiture,
Mexiana de Aviacion

Billions of pesos
1,000

500

Government _ Domestic
owners

Foreign
-500 owners

-1,000

-1,500 Consumers

-2,000
Sourcer Authors' calculations.

* Foreigners lose Mex$868 billion, of which the buyers lose Mex$251
billion and consumers Mex$617 billion.
* Domestic consumers are worse offby Mex$1,440 billion because of
the rise in real domestic airfares.
* Domestic shareholders of Mexicana gain by reducing their losses
to the tune of Mex$333 billion.

Sources of the Weifare Changes

In this section we consider the sources of the welfare changes in the
Mexicana cast As in theprevious chapter, itis convenient topresentthe
welfare effects of each of the sources in terms of annual flows generated
as a percentage of Mexicana's 1989 sales. We cornsider each of the key
effects in tum. Details are provided in table 21-5.

RELEASE OF THE INVESTMENT CONSTRAiNT. In all the other cases we have
studied, the release of an investment constraint faced by an enterprise
has invariably led to welfare improvement, presumably because the
investment constraint had been preventing the enterprise from under-
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Table 22-5. Sources of Welfare Change, Mexicana de Aviacidn
(annuity equivalents as percentage of 1989 sales)

Domestic Foregn
Govern- Slhre- Con- Con-

Souirce meezt hwlders sumers Buyers suners Total

Increased investment -3.62 -438 0.00 -0.86 0.00 -8.85
Increased labor productivity 1.07 139 0.00 0.35 0.00 2.80
Price increase 4.17 5.33 -7.66 1.26 -3.28 -0.17
Other effects 1.87 -0.57 0.00 -2.09 0.00 -0.79

Total 3.49 1.77 -7.66 -1.34 -3.28 -7.01

Source: Authors'calculations.

taking worthwhile projects. The case of Mexicana, however, yields an
opposite result. Releasing the investment constraint allowed the enter-
prise to adopt an excessively ambitious investment program, with a
present value of US$1A3 billion, compared with a counterfactual invest-
ment program whuse present value would have been US$840 million (in
1989). According to our estimates, the added investment brought little
by way of additional revenue or profit.

Tfhe investmnentprogram leads to an annual welfare loss equivalent to
nearly 9 percent of Mexicana's 1989 sales. This is shared between the
govenmment, the domestic shareholders, and the foreign buyers (that is,
among all shareholders) in rough proportion to their shareholdings.

INCREASED LABOR PRODUCIIVllY. Evidence suggests that the divested
Mexicana is slightly more productive than it would have been absent
divestiture. We estimate that tis increased labor productivity raises
social welfare annually by 2.8 percent of Mexicana's 1989 sales of
Mex$1,881 billion (US$725 million). The gain is shared, as before, by the
various shareholding groups.

PRICE INCREASE. As in the Aeromexico case, the assumed 10 percentprice
increase due to deregulation turns out to be almost welfare neutral, but,
unlike with Aerom6xico, the welfare effect here is mildly welfare reduc-
ing instead of welfare increasing. The small net welfare effect again
masks more substantial distributive effects: consumers lose an annual
flow of 11 percent of sales, and the firm gains almost that much These
results are quite comparable to those we found for Aerom&ico. The
numbers here are slightly smaller, reflecting the fact tat Mexicana's 1989
sales were greater than those of Aeromexico.

The fact that the welfare effect of the price increase is negative in the
Mexicana case and positive in the Aeromexico case might appear odd,
because it implies that the price is greater than Mexicana's marginal cost
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but lower than Aeromrxico's. But Aerom6xico is the more efficient
producer now. The solution to this conundrum is that the model is using
Aeromdxico's long-run marginal cost (that is, including the capital cost),
but Mexicana's short-run marginal cost (excluding the capital cost). The
reason why this is appropriate is that Mexicana is committed to its
investment program; any small output changes can be accommodated
within the preplanned capital stock. Aeromexico, on the other hand, is
free to optimize its capital stock. Thus Aeromexico's marginal cost is
implidtly higher than that of Mexicana.

The Airline Divestitures as a Package

It is interesting to think of the divestitures of Aerom6xico and Mexicana
as a package, because the government could not logically divest one
without divesting the other. If the two sets of results are therefore added
up (with appropriate adjustment for the size difference between the two
enterprises; Aerom6xico's 1989 sales were about 58 percent of
Mexicana's), one could arrive at the net welfare effect of the airline
divestitures as a whole. Doing so yields the following results: the airline
divestitures have together yielded net welfare benefits of nearly
Mex$4,000 billion, equivalent to an annual flow of 125 percent of com-
bined airline industry 1989 sales. Mexico has enjoyed a benefit of
Mex$5,250 billion, equivalent to an annual flow of nearly 2( percent of
1989 airline industry sales. In short, iis was a highly successfulpackage
of divestitures.

Summary and Lessons

The divestiture of Mexicana has been unsuccessful, in the sense that
social welfare (whether of Mexico or the world) has fallen from where it
would have been had the airline not been divested. The key points are
as follows:

* The main factor behind the welfare loss is the adoption by the
company of an overambitious investment program.
* The welfare loss would be considerably greater if we projected a
continuation of the mismanagement that has been characteristic of the
two and a half years since divestiture.
* The government has, nevertheless, managed to come out ahead
through reducing its exposure in the money-losing enterprise.
* Mexicana has been unable to realize the productivity im-
provements achieved by Aeroinexico.
* If the divestitures of Aerom-xico and Mexicana are considered as
a singlepackage, airline divestiture-cum-deregulationhasbeenhighly
successful.
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We are left with the following possible conclusions from our analysis
of the case:

* A divested enterprise cannot realize labor productivity gains as
great as it might if labor restructuring took place prior to divestiture.
* Sometimes divested enterprises will not perform well, just as some
firms that were in the private sector from the beginning do not perform
well.
* The ability of the capital market to play its watchdog role is ham-
pered if the management of a divested enterprise has voting control,
thereby precluding the possibility of hostile takeover.

Notes

This chapter was written by Pankaj Tandon with Inder Ruprah. We have had
helpful discussions with Luis Mestre, Carlos Moreno, Enrique Servin, Federico
Sierra, Jorge Silberstein, and David Treitel. Manuel Abdala served as research
assistant for much of the research. Able secretarial assistance was provided by
Charlene Arzigian and Patricia Regan.

1. Indeed,well after our researchwascomplete, Mexicana was takenoverby
Aerom4xico. We have been unable to incorporate this event into any of our
discussion.

2. Much of this historical background is based on the Mexicana sale prospec-
tus.

3. The following discussion on the divestiture of Mexicana is based on con-
versationswithvarious individualsatMexicana and atthe Mexicanprivatization
office, an official documents of the sale process, and on two papers: Echegaray
(1990) and a preliminary case study on Mexicana done at the Centro de Analisis
e Investigaci6n Econ6mica (CAM) done by Luis Herrera (1993) under the super-
vision of Manuel Sanchez.

4. Interestingly, one bidder suggested allowing Mexicana to default an its
loans and go into bankruptcy as a way of forcing a debt restructuring. Only two
months later, the goverranent did just that with Aeromdxico, although the
primary motive there was a labor restructuring.

5. Mexicana's load factors were 58 percent in 1985, 56 percent in 1986 (an
extraordinarily bad year), 60.3 percent in 1987, and 62.7 percent in 1989.

6. The govemment was projecting huge investment requirements for the
Mexican airline industry over the decade of the 1990s. Reportedly this projection
had been prepared by Boeing Co., which hardly appears to be an unbiased source
for this kind of info-mation.



22. Summary: Mexico

Mexico is widely regarded as one of the great success stories of the
privatizatioa wave. In a period of ten years over 80 percent of Mexico's
public enterprises were liquidated, sold, or otherwise disposed of, in-
cluding some of the very largest,' three of which we have examined here.
In the period 1980-91 gross receipts from divestiture were higher in
Mexico (US$15.6 billion) than in any otier developing country-Chile's
US$3.4 billion was a distant second. Further, of the twenty-eight divest-
itures in developing countries during 1988-91 that were valued at over
US$100 million, Mexico accounted for fourteen (Kikeri, Nellis, and Shir-
ley 1992, p. 26). For countries wanting to divest in a hurry, perhaps
Mexico has some lessons to offer. In this chapter we will see what some
of these lessons might be.

From the point of view of our research, however, the most important
aspect of Mexico's divestiture program was not that it was large in scale,
but that it was part of a much wider, comprehensive economic reform
program. Not only was a massive divestiture program in motion, but
simultaneously there was a tremendous liberalization of the trade re-
gime, relaxation of rules governing foreign and domestic investment,
and deregulation. Inn many ways, it was precisely this interlinkage of the
divestiture program with other economic reforms that contributed to its
success.

Although this sort of policy coordination makes for a sound program,
it creates a problem for our research. Because our methodology cails for
comparing the actual and projected performance of the divested enter-
prise with a counterfactual-how the enterprise would have performed
absent divestiture-we are forced to construct a counterfactual in a
rapidly changing economic environment This was a problem in each of
our cases. Along with the airline divestitures there was implemented,
with a slight lag, a major deregulation. Should the counterfactual be
constructed with a deregulation occurring at around the time it actually
did? It is quite possible, given the overaIl attitude of the government,
that, had divestiture not occurred, some sort of change in the regulatory
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environment (say, with regard to pricing rules) might have. Similarly,
the divestiture of Telmex was preceded by a major price restructuring.
Would this have occurred if divestiture had not been on the horizon?
Once again, some sort of price restructuring might well have taken place,
but exactly what its magnitude and pattern night have been is quite
unclear. Our strategy here has been to consider these major changes in
the policy environment as linked to the divestitures, and we have made
our welfare calculations accordingly. In each case, however, we have
separated out the effects of each major policy change, to allow readers
to make their own judgments as to what che effects of the divestiture
itself really were. In this sense, our co culations should be seen as
measures of welfare change induced by thŽ whole policy package, rather
than divestiture per se; our contention, however, is that the divestiture
program was so integrated into the overall reform that it is risky at best
to try to separate the effects of divestiture from those of other economic
reforms.

With this caveat in mind, we discuss in the rest of this chapter the
major lessons other countries might leam from the Mexican experience,
as typified by our tiree case studies. A more complete synthesis of cases
and the findings of the research will be presented in chapter 23.

Welfare Gains

The priary purpose of this researchwas tomeasurethegains and losses
from divestiture. We begin our summary by considering the Mexican
experience in this regard.

Two of the cases studied (Telmex and Aeromdxico) showed substan-
tial welfare gains from divestiture. Telmex's divestiture produced a gain
equivalent to about 51 percent of its 1991 sales, in perpetuity. The figure
for Aerom6xico was 49 percent of 1989 sales. The third case, however,
Mexicana de Aviaci6n, showed a welfare loss equivalent to 7 percent of
1989 sales in perpetuity. This was the only case in our entire sample ihat
resulted in a welfare loss. The lesson to be leamed is that, whereas
divestiture is normally successful in bringing about welfare im-
provements, there are sometimes failures. Indeed, the real strength of
the market system is that the damage from such failures is minimized,
because the market will not permit failed policies to be perpetuated. One
way or another, either through extinction, reform, or takeover, the
market will correct the Mexicana failure.3

The key sources of welfare change were different in each case. The
gains at Telmex came partly from improvements in labor productivity,
partly from desirable price changes, and partly from stabilization effects
on the macroeconomy. The gains at Aeromdxdco were almost entirely
from labor productivity improvements, achieved through a massive
reduction in the number of employees. The losses at Mexicana were
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largely led by an overinvestmentprogram thatcreated severe overcapac-
ity problems. In all cases, labor productivity improvements were real-
ized; this was the one general result to which we can point

Divestiture, Fiscal Effects, and Stabilization

We have argued that the primary motive of Mexico's divestiture pro-
gram was the need to cut the budget deficit and stabilze the economy.
Recall from chapter 18 that divestiture was first undertaken in 1983 as
part of a stabilization program sponsored by the International Monetary
Fund, and that it gained steam after the crisis of 1985-87. In many other
countries also, divestiture of public enterprises is discussed at such times
of crisis, but there is frequently skepticism about the government's
ability to raise truly large sums from a (generally) moribund public
sector. What does the Mexican experience teach us?

The first lesson is that divestiture can play a very large role in macro-
economic stabilization. Mexico's success in this area was notiing short
of spectacular. Recall that US$15.6 billion was raised during 1983-91,
US$14 billion of that in the last two years. These were the first two years
after the announcement of the celebrated Brady Plan, under which the
bulk of Mexico's external debt was renegotiated. The Brady agreement
has often been seen as one of the key factors behind Mexico's highly
successful macroeconomic stabilization. But, as we argued in chapter 19,
the divestiture program was probably even more significant, because the
amount of money raised through divestitures far exceeded the savings
realized under the debt rescheduling.4 The divestiture proceeds were
used largely to retire domesticpublic debt and were thereby crucial in
bringing interest rates down. Althoug we have not attempted to
measure its impact precisely, the divestiture program clearly played a
central role in MexAco's economic recovery.

To what extent can other countries reproduce Mexico's success? We
feel that some features may have been rather unique to Mexico, but that
others are more urniversal, and, indeed, other countries such as Argen-
tina have successfully followed a similar strategy. Two of the features
unique to Mexico were the availability of ffight capital and the expecta-
tion of eventual ratfication of the North American Free Trade Agree-
ment (NAFrA).

As we mentioned in chapter 18, the Mexican economic crisis of 1982,
whidh prompted the governmnent to nationalize the banks, led to a
considerable amount (estimates range as high as US$5 billion) of capital
ffight. When, in 1989 the government started divesting in a big way, this
ffight capital represented a large pool of potential investment funds.
Mexico thus enjoyed a ready source of demand for the securities of its
divested enterprises. Many other countries probably have similar pools
of capital waiting for the right investment climate, although many others
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may not. The announcement of NAFTA also clearly created considerable
investor interest in Mexico. This must have made it somewhat easier for
Mexico to divest its public enterprises. Not every country has the advan-
tage of sitting on the southern border of the United States.

That said, other countries can enjoy some of the same successes
achieved by Mexico. NAFrA itself is the epitome of something more
fundamental that the Mexican government was doing, namely, deregu-
lating and liberalizing the economy. Joining the General Agreement on
Tariffs and Trade, making the trade regime one of the most open in the
world, deregulating at every turn, liberalizing rules for foreign invest-
ors-all of these policies signal a real commitment to a market-oriented
development strategy. It is this whole constellation of policies, rather
than just divestiture, that created investor confidence and led to the
success of the divestiture program. Further, although Mexican flight
capital may have been important, there is dearly a large enough pool of
investment capital available in the now relatively unified world capital
market that any country pursuing a sincere policy of liberalization and
public-enterprise divestiture is likely to have its efforts rewarded. To this
extent, the Mexican example does show a way for others to consider.

The second lesson is that large sums can be raised from a relatively
moribund public sector. Within our sample, Telmex is the obvious
example. Prior to the divestiture announcement, Telmex was 44 percent
privately owned and had an actively traded stock. At that time the
market value of Telmex was underUS$1 billion, so that the government's
56 percent share was worth only about half that. Yet witiin the next two
years the sale of 51 percent of Telmex raised for the government US$6.2
billion, and its remaining 5 percent share is still worth another US$1.5
billion!

How did the government achieve this seemingly impossible result?
As we saw in chapter 19, the engine that drove the Telmex stock price
up was the price-tax regime established alongwith divestiture.6 To make
Telmex attractive to investors, it was rendered a much more profitable
enterprise through the abolition of indirect telephone taxes' and the
establishment of a very favorable price regime. The raising of many
prices, in turn, was itself a welfare-improvingmove, because prices were
at artificially low levels. Thus this case provides strong evidence of a
contention much discussed throughout the world, namely, that many
public enterprises in developing countries need price "reform" (i.e., price
increases) to render them much more efficient

Some may argue that, by abolishing indirect taxes and then selling
Telmex, the Mexican govemment was simply selling a stream of future
retums, exchanging an indefinite stream of indirect tax revenues for a
sale price up front But, as we saw, this was not the case. In fact, the
annual tax flows from Telmex remain basically unaffected by the divest-
iture, as the indirect taxes are replaced bycorporate income taxpaymernts
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from (the now much more profitable) Telmex. Thus the govermnent
suffered no reduction in the annual flows; the sale revenues of US$6.2
billion were just gravy!

One final point worth noting about Telmex is the fact that the stock
was sold in three tranches, with successive offerings yielding higher
prices. On the one hand, this could be praised as an effective strategy to
capitalize on a rising stock price and to manage the placement of such a
large offering without swamping the capital market. On the other hand,
because the interval between the offerings was so short, one could argue
that the government could have done better in the early rounds by
waiting longer. There are three comments to be made, however. First, all
tranche sales were at market prices, so it is difficult to argue that the
known true value was higher. Second, because even the first divestiture
sale took place at a value eight times the previous market valuation of
Telnex, it is difficult to argue that the govemment could have antici-
pated the huge stock price runup. Third, even if it could have done so,
the strategy of selling some stock cheaply up front might still have been
desirable as a "loss-leader" strategy. By permitting early investors to
achieve astronomical returns on their investments, the govemment cre-
ated huge investor interest in Mexico and its future divestitures. This
may have greatly contributed to the success of the subsequent divesti-
tures, which raised even larger amounts than the sale of Telmex.

A third, related lesson is that the fiscal impact of divestiture need not
operate through multibillion-dollar sales. As we saw in chapters 20 and
21, neither the sale of Aeromexico nor that of Mexicana raised even a
penny of sale revenue for the government. Yet the fiscal effects of both
these sales were still very substantial. Our estimate (see table 20-11) is
that the net fiscal impact of the Aerom4xico divestiture was a positive
Mex$6.12 trillion (equivalent to US$2.68 billion), consisting of a reduc-
tion in ongoing losses worth US$1.53 bilion in present value and
US$1.15 billion in future tax payments. This net fiscal impact was the
equivalent of 62 percent of the company's 1989 sales in perpetuity. The
Mexicana divestiture was less dramatic, but it too had a positive fiscal
impact of some US$250 million, consisting almost entirely of avoided
future losses.

The Aeromexico story particularly makes the case that a moribund,
loss-producing public enterprise can make a huge positive contribution
to the fiscal situation of the government, even if it cannot command a
positive sale price. It is worth emphasizing how this was done. LA many
countries it is often thought that money-losing enterprises cannot fetch
a positiveprice, andthat therefore itis politically impossible to sell them.
By absorbing all of Aerom6xico's liabilities and selling only the assets,
the Mexican government was able to create the appearance of a positive
sale price. Although we have postulated that the sale price was zero
(with creditors absorbing the loss), it is possible that in fact the Mexican
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government wiJl end up with a negative sale price. Nevertheless, the
fiscal irnpact of the sale is highly positive.

In sum, the Mexican experience in general, and our case studies in
particular, suggest that seemingly unattractive, money-losing, or mar-
ginally profitable public enterprises can be sold; that indeed they can be
sold for large sums of money; that even if they do not sell tor large sums
they can still make a substantial positive contribution to the fiscal situa-
tion; and that the aggregate sums can be large enough to make a real
difference at the macroeconomic level.

Divestiture and Regulation

A second broad theme is the interrelationship between divestiture policy
and the need for regulatory regiines. A major fear in many countries
considering divestiture is that consumers could be hit hard as divested
enterprises seek to use their market power to their advantage. The
obvious antidotes to this problem are to ensure that competitive forces
are given play wherever possible, thereby controlling the firns' market
power, or to introduce regulation where it seems competition is unlikely
to emerge (particularly in natural monopolies). What does the Mexican
experience teach us?

The Mexican government in fact adopted both these strategies, and
there have been some problems. In the case of tradable goods, reliance
has been placed on liberalizing imports, and, in prnciple, this ought to
be adequate. The key sectors in this regard ar. zteel and fertilizers, in
which enterprises have only just been divested, so it is too early to tell
whether trade will do the job. The divestiture of sugar mills was a
problem case because the complicated regulatory structure and low
prices hampered the ability of the newly private sugar mills to make
adequate profits. The terms on the loans the mills had been granted had
to be renegotiated. Details of this case are difficult to uncover; however,
the limited evidence suggests that the Mexican economy paid a price for
the govemment's decision not to completely deregulate this market.

Our case studies were all concerned with nontradable goods-
telecommunications and air transport. In the case of telecommunica-
dons, a regulatory structure was put in place prior to the divestiture of
Telmex, and while this mechanism does provide some structure to the
market, officials in the Mexican communications secretariat are quick to
concede that their regulatory capability at this time is rather limited. As
a result, the regulations embody quantity targets that were already in
Telmex's own strategic plans and a price regulation pattemed after the
United Kingdom's RPI - X formula (see chapter 19 for details), but that
has already been compromised more than once by agreement between
the company and the government 8
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One key test of the regulatory regime, of course, is whether consumers
have been protected. Our results show that consumers have been hit
hard by the changes in Telmex's price-tax regime, and this might tempt
one to conclude that the regulatory regime has failed. This, however,
would be unwarranted. Our calculations showed that the price changes
were welfare improving, indicating that the previous prices were
uneconomically low. Thus, even though consumers were adversely
affected, the change was desirable. Simply put, the subsidies that con-
sumers were previously enjoying were taken away. The real test of the
regulatory regime, therefore, will be whether the network expands
rapidly, whether quality improves, and whether prices decline rapidly
over time because of technological improvements. More time needs to
pass before any real judgment can be made on these points.

In the case of the airline industry, a strict regulatory structure was in
place prior to divestiture, and no regulatory changes were made for
several years thereafter, causing severe disruption of (or at least uncer-
tainty in) the airlines' strategic planning. Aeromexico was sold in Sep-
tember 1988 and Mexicana in September 1989; yet itwas only inJuly 1991
that the air transport market was largely deregulated. In the meantime
the airlines had to live with controlled dtmestic airfares that were too
low, and they had no clear idea what entry regulations were going to be.
This cost the industry two years at a time when the market was already
unsettled because of the Persian Gulf war. Time will tell how the dereg-
ulation will work out; early results suggest a pattem similar to that
followed by the United States after deregulation, with bruising price
wars and brisk entry that are likely to result eventually in consolidation.
Even in the United States it is unclear whether consumers are better or
worse off as a result of deregulation-even more so for Mexico.

On the whole, therefore, we can say little that is definitive aboutMexico's
expeience with the regulation of divested enterprises, muinly because the
time since direstiture has been too short Our cases do indicate, however,
that Mexico probably paid a price for the speed with which the divestiure
program was carried out There was not enough time to develop and
properly coordinate tie insstllation of appropriate regulatory regimes,
partcularly in tie airline industry. This may have been a small price to pay,
however, to achieve success on other dimensions.

Other Issues

We mention here two other pitfalls that other countries may wish to
avoid as they seek to emulate Mexico's divestiture successes. The first
relates to the government's policy of selling enterprises to well-identified
buyers rather than to a diffuse set of buyers in the stock market Fre-
quently a particular individual can be identified as "the buyer." Thus it
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may be said, even though the shares were actually bought by consortia,
that Carlos Slim Helu bought Telmex or that Roberto Hernandez bought
Banamex. Whereas this type of sale might be thought desirable because
it gives the buyers greater freedom of action (and hence might raise their
willingness to pay), it potentially reduces the ability of the capital market
to police the divested enterprise as the threat of takeover disappears.
This, for example, may have played a role in prolonging the agony at
Mexicans.9

The second point is special to the case of Telmex. It could be argued
that, because a large proportion of the stock was sold to foreign investors,
too much rent from the sale was dissipated abroad. Calculations show
that, whereas foreign investors paid the Mexican govermnent a total of
US$4.7 billion for about 35 percent of the stock, they had gained US$5.5
billion by June 1992 through stock appreciation. In fairness, the govemr-
ment sold at market prices, and therefore this argument could be dis-
missed as twenty-twenty hindsight. Nevertheless, the question remains
whether the government could have anfidpated the eventual rise in
share prices because of its intimate knowledge of the enterprise. The
point is discussed in greater detail in chapter 19. One lesson to be drawn
here is that, if a government does follow a "loss-leader" strategy, perhaps
more effort could be made to increase the share of domestic sharehold-
ers, so that they are the primary beneficiaries of the windfall.

Conclusion

In reviewing the Mexican experience, this chapter has perhaps taken a
critical tone, highlighting the pitfalls and problems that occurred. These
problems, however, are al minor compared with the successes adhieved
by the divestiture programL Much as an emerald, by its very nature, has
imperfections within it, no divestiture program will be perfect. Many c f
the key factors behind Mexico's success were discussed at length in
chapter 18. Somemore have been identifiedhere, inparticular the skillful
coordination of divestiture with other policies conducive to the devel-
opment of the private sector. It is dear that Mexico provides an example
of outstanding success to other countries considering or carrying out
programs of divestiture. Perhaps the discussion in this chapter can help
them do even better.

Notes

This chapter was writben by Pankaj Tandon.
1. The most notable exception, of course, is Pemex (Petroleos Mexicano), the

government oil monopoly, which is required to be state owned under the
Mexican constitution.



Sumnmry: Mexico 523

2. See figure 18-2 and, for Chile, Kikeri, Nellis, and Shirley (1992, p. 30). The
US$3.4 billion figure for Chile actually covers a longer period, from 1973 to 1991.

3. As noted in chapter 21, well after our research was complete, Mexicana was
taken over by Aeromdxico, and we have been unable to incorporate this event
into any of our discussion.

4. The Brady deal is estimated to have saved Mexico US$1.3 billion a year in
interest payments, and another US$2.7 billion a year in postponed principal
payments.

5. The Banco de Mexico average cost of funds fell from 67.6 percent in 1988
to 21.8 percent in June 1991.

6. Th-is is an example of the confounding of divestiture with regulatory
changes that we mentioned above. Some observers see the January 1990 price
reform as independent of divestiture. Whether it was or was not is really moot.
The Mexican government was moving on several fronts, and we are evaluating
the coordinated set of policies.

7. Recall that in chapter 19 we argued that the new telephone services tax is
effectively a zero tax.

8. Specifically, price changes specified in the concession have been renegoti-
ated, sometimes at the initiative of the government and sometimes at the initia-
tive of Telmnex.

9. As noted above, Mexicana was in fact acquired by Aeromexico in early
1993, when the Mexicana management's controlling window of three years
expired. This takeover might have occurred earlier had the government not
awarded the Breners such complete (albeit temporary) control of Mexicana.
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23. Synthesis of Cases
. ~ ~ ~

Did divestiture make the world abetter place, or not? In our twelve cases
this question is answered with a surprisingly uniform and resounding
"yes." As summar}zed in the far right-hand column of table 23-1, te net
world welfare change was positive in eleven of twelve cases; only
Mexicana de Aviaci6n shows a net loss. Furthermore, the magnitudes of
the gains were substantial: the annual component of the perpetuitr
equivalent of the gains averaged 30 percent of predivestiture annual
sales9- in more than half the cases the gain in welfare exceeded 10 percent;
in the single negative case the loss was only 7 percent

Some wil find vindication in these results, otiers consternation, but
our only concern is edification. What caused these positive results? How
could policy tools have further enhanced them? What modifications to
the results are necessary because of selection bias in our small sample
and the limitations of our methodology? We address these questions in
this chapter.

In the first section of this chapter we confine ourselves to evidence
from the cases themselves. We first take the analysis one step deeperby
decomposing the net welfare change in two ways: by its distribution
(winners and losers), and by its sources (for example, risingproductivity
or higher prices). We then summarize the limitations of our sample and
our methodology-

Recognizing these limitations, in the balance of the chapter we com-
binethe case evidencewithinformedspeculation to explaintheobserved
outcomes. The causal form of the question is, What determines the
degree of success in divestiture? The policy form of the question, taken
up in the concluding chapter, is, What strings can the government pull
to maximize the net benefits?
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Table 23-1. Wintners antd Losersfrom Divestitiure iti th1e Twvelve Case Studies
(percentages)

Domestic Foreign World net

Net welfare welfare
Country and eite!p rise Governmenxit Buiyers Contsui flers Workers' Others change Butyers Consumners Others chiange

United Kingdom
British Telecom 2.7 3.1 4.9 0.2 -0.1 10.8 1.2 0.0 0.0 12.0
British Airways 0.9 1.4 -0,9 0.3 0.0 1.7 0.4 -0.5 0.0 1.6
National Freight -0.2 0.8 0.0 3.7 0.0 4.3 0.0 0.0 0.0 4.3

Chile
CHILGENER -1.4 2.0 0.0 0.1 0.0 0.7 1.4 0.0 0.0 2.1

Ln ENERSIS -I.6 7.6 2.2 3.9 -7.4 4.6 0.6 0.0 0.0 5.2
acC 8.0 1.0 131.0 1.0 4.0 145.0 10.0 0.0 0.0 155.0

Malaysia
Malaysian Airline Systems 5.2 2.0 -2.9 0.4 0.0 4.6 0.8 0.8 15.8 22.1
Kelang Container Terminal 37.6 11.5 6.2 7.0 -11.9 50.4 2.9 3.1 -3.0 53.4
Sports Toto Malaysia 13.6 10.7 0.0 0.0 -13.0 10.9 0.0 0.0 0.0 10.9

Mexico
Tel6fonos de M6xico 13.3 11.4 -62.0 15.6 28.3 6.6 25.1 0.0 17.9 49.5
Aerom6xico 62.3 3.9 -14.6 2.4 -2.3 52.9 1.8 -6.2 0.0 48.5
Mexicana de Aviaci6n 3.5 -1.4 -7.7 0.0 3.2 -2.4 -1.3 -3.3 0.0 -7.0

Note: AU figures are the annual component of the perpetuity equivalent to the welfare change, expressed as a percentage of annual sales in the last
predivestitureyear.

a. Indudes workers both in their role as wage eamers and asbuyers of shares.
Source: Authors' calculations.
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Net Welfare Changes

The Negative Case

Let us begin by examining the outlier in our sample: Mexicana, the
only case where welfare declined because of divestiture. Was this a
failure of divestiture? The source of the loss was not, as might be
thought, producer exploitation of consumers, with the latter's losses
outweighing the former's gains. Rather, the buyer also lost because of
a series of mistaken business decisions (especially the decision to
expand capacity at a time of stagnant or declining demand). Clearly,
private managers, just like public ones, can make mistakes, and to
expect all buyers to be infallible is to apply an overly stringent
standard. Rather, one might hope that the bulk of buyers will make
inteligent decisions and, even more important, that when they do
make mnistakes, there are mechanisms to reverse them. That there are
such mechanisms was apparent in the case of Mexicana, when the
large losses in the first few years after divestiture were reversed
thereafter. In asking whether or not this was a failure of divestiture,
one must ask how quickly bad decisions in public enterprises are
turned around. Our view is that both sectors make mistakes, but that
it is much more likely that public sector errors will be allowed to
persist.

Winners and Losers

Even when the net benefits are overwhelmingly positive, might not this
conceal the fact that certain groups lose from divestiture? The answer is
an emphatic yes: in only one case, that of Compafiia de Telefonos de
Chile (crc) were we unable to identify any losers. Room for Pareto-
efficent reallocations (reallocations that make no one worse off) is as
regrettably but inevitably absent in divestiture as in other policy realms.
In all other cases there is a mix, with benefits accruing to some and costs
to others. Who then are the winners and the losers? As summarized in
table 23-1 they include:

* Workers. Given widespread union opposition to divestiture, it will
surprise some to find that we found no case of workers as a class losing
from divestiture, and ten cases where workers gained. Workers bene-
fited substantially from share appreciation at the United Kingdom's
National Freight Corporation, Tel6fonos de Mexico (Telmex), and
Chile's electricity distributor ENERSIS, and from higher wages at
Malaysia's Kelang Container TerminaL Individual workers could of
course be made worse off, especially where layoffs or reduced hiring
were involved. In the cases analyzed, however, there was substantial
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severance pay and reasonably full employment, so these losses were
minimal (we elaborate on this point below). One important result of
our study is that divestiture can be managed so as to make workers no
worse off. To some extent, however, there is a selection bias here,
because workers may often be powerful enough to block divestitures
where they stand to lose. If efficiency gains are realized as a result of
divestiture, workers can be bought off with a share of the increased
profits.
a Consumers. The other group that might be expected to lose in
some cases is consumers. Here our priors are at least partially fulfilled:
five of the cases resulted in losses to consumers. However, in only
three of these were the losses substantial. Note that the major con-
sumer losses were all in Mexico. An important question is whether
these losses occurred because prices were raised to an exploitative
level, or because prices rose to an economically efficient level. In both
cases consumers lose, but only in the former is it a bad thing. As we
will see in the next subsection, the welfare impact of the price changes
was strongly positive in one case and near neutral in the other two,
indicating that the consumer losses were due primarily to movement
toward efficiency prices. In the four cases where consumers gained,
this was largely the result of increased investmrent and the resulting
expansion of service.
* Government and buyers. One very general result in our sample is
that, in all cases, profits (in the broad definition of quasi rents) rose, as
evidenced in table 23-1 by the positive totals for the govemment and
for domestic and foreign buyers. However, the distribution of these
gains is considerably less uniform. Whereas both domestic and foreign
buyers came out ahead in every case except Mexicana, governments
lost in three cases, albeitLby small amounts. Overall, however, the fiscal
impact was positive in nine of twelve cases.
* Foreigners versus nationals. When foreigners are involved, they
generally do quite well, but nationals do even better. There are only
three cases where foreigners lose on balance-British Airways, Mexi-
cana, and Aeromexico-and in the case of British Airways the losses
are minuscule (less than 1 percent). In contrast, domestic groups gain
on balance in all cases except Mexicana. In two cases-Malaysian
Airline Systems and Telmex-domestic groups gain on balance, but
more than three-quarters of the gains go to foreigners. In contrast, at
crc and Kelang Container Terminal foreigners gain substantially, but
domestic actors gain many times as much.
* Competitors. Given that most of the enterprises we studied were
near or complete monopolies, there was little opportunity for compet-
itors to gain or lose. One major exception is Sports Toto Malaysia,
where dramatic management changes brought major improvements
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in profits, about half of which, according to our estimate, came at the
expense of lost market share by competitors (shown in the "Others"
column in table 23-1).3 The other major exception is CTC, whose
dramatic expansion benefited the competing company that provides
long distance services.

Behavioral Changes

Distributional changes follow from behavioral changes at the enterprise
and its supervisory bodies. Selected manifestations of these changes are
summarized in table 23-2. The bulk of the table is devoted to primary
changes affecting the operating performance of the enterprise, but addi-
tional columns are provided for secondary changes affecting nonoper-
ating performance and macroeconomic, fiscal, and other shadow effects.
Operating performance is further decomposed into price and quantity
changes. Quantity effects include both those stemming from produc-
tivity gains and those following from changes in output levels. Output
can increase as a result of any or all of several factors: an incr-Mdse m
capacity utilization; a reduction in excess demand (this appears in the
table as part of the ise in productivity); an exogenous rise in demand
(which does not appear in the table, because it is not a change attributable
to divestiture); endogenous shifts in demand induced by improved
advertising or product quality; expansion of capacity that reduces excess
demand (rather than accommodating expanded demand) by releasing
an investment constraint; or by improvements in product quality or
product differentiation. All changes are listed only in the column where
they originate: for example, if falling prices trigger increased demand
and investment, the welfare effect is listed only under the output price.
Finally, a separate column is provided for interaction or cross-product
terms: when both output prices and productivity rise together, the net
effect (listed in the world welfare change columnn) will differ from the
pure individual effects (listed in the other columns) by the amount of the
interaction effect

The more important patterns apparent in table 23-2 include the
following

* Productivity. When poorly managed public enterprises are con-
verted to well-managed private firms, major productivity gains
should follow. In general, our results support this expectation: pro-
ductivity grew in tree-quarters of our cases and declined in none.
Furthermore, in four of the nine positive cases-Kelang Container
Terminal the Chilean electricity generating enterprise CHILGENER,
National Freight, and Telhnex-the rise in productivity was largely
due to bettei management with more or less the same work force.



Table 23-2. Primary Sources of Welfare Gains antd Lossesfrom Divestitire int the Tvelve Case Stuidies
(percentages)

Welfare clanges in operating performance
Dise to quantity changes Due to price cluatiges

Olutpr.t
Fiscal antd World net

EJndogeioits Invest- Produc- I,zdirect Nonoperatintg otlher nmacro Interactionl weufare
Counttry and ectterprise denmand ment tivity Outputs taxes Wages performance shradow effects effects change

United Kingdom
British Telecom 0.0 5.1 9.0 7.2 0.0 0.0 0.0 0.0 -9.3 12.0
British Airways 0.0 0.0 2.4 -1.5 0.0 0.0 0.0 0.0 0.7 1.6
Nttional Freight 0.0 0.5 4.0 0.0 0.0 0.0 0.2 0.0 -0.4 4.3
Chjile
CHILGENER 0.0 0.0 2.1 0.0 0.0 0.0 0.0 0.0 0.0 2.1
ENERSIS 1.5 0.0 0.0 3.7 0.0 0.0 0.0 0.0 0.0 5.2
crc 48.2 97.3 9.6 0.0 0.0 0.0 0.0 0.0 0.0 155.1

Malaysia
Malaysian Airline Systems 0.0 22.7 0.0 3.4 0.0 0.0 0.0 0.0 -3.7 22.1
Kelang Container Terminal 15.8 0.0 28.2 0.0 0.0 (6.9) 0.0 0.0 9.3 53.3
Sports Toto Malaysia 10.9 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 10.9
Mexico
Telefonos de M6xico 0.0 0.0 19.8 16.3 0.0 1.9 0.0 11.5 0.0 49.5
Aerom&xico 0.0 0.0 48.1 0.4 0.0 0.0 0.0 0.0 0.0 48.5
Mexicana de Aviaci6n 0.0 -8.9 2.8 -0.2 0.0 0.0 0.0 0.0 -0.7 -7.0

Note; All figures are the annual component of the perpetuity equivalent to the welfare change, expressed as a percentage of annual sales in the last
predivestiture year. Figures may not sum to totals because of rounding. The welfare impact is indicated solely under the initiating variable and not under the
accommodating variable. For example, if price changes were accommodated by greater capacity utilization or investment, the whole welfare impact is listed in
the price column. interaction or cross-product effects appear in the next to last column, so the world net welfare change is the sum of the other columns. The
sign (positive or negative) refers to the direction of the welfare effect, not the change in the variable. For example, a positive price effect means that welfare
Improved as a result of the price changes, not that prices rose. Parentheses indicate that the variable changed significantly in the indicated direction, but with
negligible net welfare impact.

Source: Authors'calculations.
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However, in three of the nine-British Telecom, British Airways, and
Aeromexico-the bulk of the gains in productivity were largely the
result of work force reductions.4

a Investment constraint. If the first surprise is fewer gains where
more might have been expected, the second surprise is significant gains
where many might not have expected them. Relaxing an investment
constraint, and thereby reducing excess demand, had a significant
positive impact in three cases. For example, at crc capacity doubled in
five years, yielding the largest percentage welfare change in our sam-
ple. On the other hand, the same increase in autonomy at Mexicana led
the private buyer to overinvest, thereby reducing welfare.
* Output prices. It is unsurprising that significant output price
changes accompanied divestiture in seven of our cases. It may, how-
ever, be surprising that there were no such changes in five cases, and
that where they did occur they tended to be overwhelmingly welfare
enhancing-due to movements toward efficiency prices. Only in the
cases of British Airways and Mexicana did price changes modestly
reduce welfare because of increased exploitation of marketpower.5 A
special case is Chile's ENERSIS, where bettermanagement substantially
reduced electricty theft, thereby effectively raising the price per unit
of production, (but not the price per unit sold).
* Input prices. The only significant input price changes we could
identify were the wage increases at Malaysia's Kelang Container
Terminal. These, however, were judged to be welfare neutral (as
indicated by the parentheses in table 23-2), wit employee gains
largely offsetby profitreductions. However, when workers also work
harder, productivity rises and there are net gains, which appear in the
cross-product column.
* Endogenous demand expansion. Under this rubric we indude a
variety of market-expanding activities, such as marketing, advertis-
ing, product development, and product quality and service. Surpris-
ingly, only four such welfare-improving cases were identified: Kelang
Container Terminal, Sports Toto Malaysia, ENERSIS, and crc.
* Nonoperating performance. There was only one case of improved
nonoperating perfornance, and this was minor (National Freight).
* Fiscal and other macroeconomic shadow effects. Macroeconomic
effects were not deemed important in the United Kingdom, Chile,
or Malaysia, whose economies were not significantly in disequilib-
rium during the periods in question. Mexico, however, was charac-
terized by external debt and a domestic fiscal crisis at the time of
divestiture. Accordingly, the government revenue multiplier at the
time of sale was set at 2. This had no impact on the airline sales,
because no net revenue accrued to the government. The divestiture
of Telmex, however, had a substantial positive impact on the do-
mestic economy. 6
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Two very important and surprising pattems emerge from these
results. First, the bulk of the gains followed from divestiture-induced
changes that were extemal to the enterprise rather than internal to it.
Roufhly three-quarters of the welfare improvements from divesti-
ture came from just three sources: revised output prices and in-
creased flexibility in hiring and in investment decisions. To be sure,
given that our results are based on differencing the actual and the
counterfactual, both types of changes would not, in our judgment,
have taken place without divestiture. Second, the origin and distribu-
tion of the welfare effects of divestiture vary substantially across
cases. As wrin be explained below, these variations reflect the initial
conditions of each enterprise, its sector and policy characteristics, and
the nature of the sale transaction.

This summary of welfare changes by recipient and by source raises
more questions than it answers. What caused these pattems of results?
The balance of this chapter attempts to answer this question in terms of
the relevant environmental and policy variables.

Methodologicai and Selection Biases

The results of this study, like those of any other, are due in part to the
world being studied and in part to the way in which it was studied.
Accordingly, our search for explanations of our results begins with
introspection. To what extent were our results biased by limitations of
our study?

DEFINING sucaCss Our definition of divestiture success is a positive
welfare change coupled with an acceptable distribution thereof. Some
(for example, Leeds 1991, p. 113) would argue that this is a secondary
criterion and that divestiture can be successful even in the absence of
positive welfare changes. This is not simply the view of a merchant
banker, whose idea of success is limited to getting the deal done and
getting on to the next deal. Rather, it points to a limitation in our case
studies, which confine themselves to the boundaries of the industry and
thus ignore broader atmospheric implications. As a tangible manifesta-
tion of government commitment to market forces, divestiture can,
among other things:

* Unleash additional private entrepreneurial activity on the part of
domestic and foreign investors
* Stimulate remaining public enterprises to become more efficient
* Demonstrate government commitment to liberalizing policies
* Foster capitalmarket development in general and people'scapital-
ism (the broader distribution of corporate ownership) in particular.
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Atmospheric factors such as these clearly bring additional benefits to the
divestiture transaction (although they must be set against additional
atmospheric costs such as increased concentration of wealth and eco-
nomic power). We doubt, however, that they are sufficient to make
divestiture a success. If all these benefits were realized but the welfare
impact of divestiture was significantly negative, then there would be a
lot of significant losers, who might be expected to exert sufficient polit-
ical power to bring divestiture to a screeching halt. We wouldl conjecture
that this is what has happened to divestiture programs in several coun-
tries. The implication is that welfare change is necessary for continued
atmospheric gains. Be that as it may, our study omits these effects.
Bringing them in would reinforce our already positive results.

METHODOLOGICAL BIAs. Methodological problems can arise in either
conception or execution. One potential conceptual problem of our anal-
ysis is that we do not deal with uncertainty in a serious way. Other than
this, however, we can only say that, if we knew of any such problems,
we would have fixed them. We leave it to others to expose us.

With regard to execution, we can only plead guilty to error. Because
we are making quantitative counterfactual projections into an unknown
and unknowable future, both the charge and the plea are self-evident.
The question is whether the errors are systematic enough to bias our
results. Our use of counterfactual differencing substantially reduces
many forms of projection error, but here, too, we can only say that if we
knew of any biases we would have eliminated them. We look forward
to seeing what others feel we have missed.

SELECTION BlAS. We are less sanguine when it comes to selection bias.
Our cases are byno means a random sample of public enterprises around
the world, and the biases are systematic. There are two distinct sources
of bias. The first is imposed by the world, because:

* The counties that had divested significant numbers of public
enterprises by the mid-1980s are different from those that had not
* Within those countries, the enterprises tat were divested first were
different from those divested later or not at alL

The second source of bias results from limitations on our selection from
that sample:

* The countries and enterprises that allowed us access are different
from those that denied us access.
* Even among those countries and enterprises where access might
have been possible, we chose a nonrandom sample.
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Such biases-which are common to any case study approach-do not
mean that we cannot learn from our sample, but only that we must be
cautious in generalizing therefrom. That is, as we attempt to explain our
results, the sample characteristics must be taken into account.

PERMSONAL BIAS. In a study of this sort, innumerable choices of parameter
values and other assumptions are made on the basis of judgments or
educated guesses. This obviously leaves a lot of room for subjectivity. In
general, we have tried to be conservative in the sense of underestimating
the gains accruing to divestiture. This does not mean that we have taken
the extreme approach of lowballing every estimate, but simply that,
when confronted with a range of reasonable doubt, we have generally
taken the conservative end of the spectrum.

PRECISION OF RESULTS. Finally, as we explained in the methodology
chapter (chapter 2), our attempt at measuring the effect of divestiture
involves attributing certain benefits arnd costs to divestiture, projecting
these effects into the future, and hypothesizing a complete counterfac-
tual scenario for the enterprise had it remained under public ownership.
In the process, we make several assumptions and educated judgments.
Some of these assumptions may not hold, or the reader may disagree
with us. In either case, our consolation is that we make our assumptions
explicit so that others may contradict us. In addition, we provide a range
of estimates in the cases themselves, so that each reader may net out
those counterfactual assumptions he or she deems unbelievable. In this
chapter, however, we refer only to our point rather than to our range
estimates.

The implications of the various biases will be detailed in the balance
of this chapter. Here we only note that their existence means that we
cannot generalize from our sample without incorporating information
exogenous to our cases. This leap is taken at this point as we now attempt
to explain our results.

Determinants of Success: A Verbal Regression

We now wish to explain why the results described above followed from
divestiture. The standard problem is to avoid mistaking correlation for
causation because of omitted variables. For example, is it really divesti-
ture in the sense of ownership changes that caused the welfare gains
cited above? Or were there contemporary changes in market structure
that caused the gains? Or do the two factors interact, with some forms
of ownership change having positive effects only with some market
structures? The standard solution to the standard problem is to run a
regression, with welfare change (or its distribution) as the left-hand
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(dependent) variable and a variety of independent explanatory factors
as right-hand variables.

We of course cannot attempt this because we lack a sufficient number
of observations relative to the number of possible explanatory factors.
Nonetheless, we find it useful to structure our investigation of causation
as a verb al regression. The goal is to explain welfare changes as a function
of a set of independent variables, with full awareness of the potential for
interaction effects on the right-hand s5de.

INDEPENDENT VARIABLES: MARKETS AND INSTITONS. At the mostbasic
level we distinguish between two sets of independent variables. Enter-
prise behavior is hypothesized to be subject to (or controlled by, or a
result of) both the markets in which it operates and the institutional
superstructure that lies above it. Inefficiency can result from lack of
competition in the markets in which the enterprise sells. Or it can result
from imperfections in the hierarchy of prncipal-agent relationships,
including imperfect incentives, goal setting, a poor allocation of
decisionmaking power, impacted information, or other causes. We ex-
amine these two sets of explanatory factors in tun.

SHiFT VARIABLES: COUNTRY CHARACTERISTCS Market characteristics are
largely specific to an industry, and institutional characteristics are
largely specific to the enterprise, but another set of possible explanatory
factors is specific to the country. Does success vary with the level of
economic development? with macroeconomic circumstance? with some
vaguely defined set of social-cultural-political factors? The first two can
be thought of as additional independent variables, and the last as a
country-specific shift factor.

SALE STRUCrURE. Country characteristics are wholly beyond the control
of divestiture decisionmakers, and market structure partly so, but the
way the sale is structured can be varied to cope with the exogenous
circumstances. Should ownership and control be wholly transferred to
the private sector, or can gains be had through partial divestiture? Does
prior restructuring help? How should buyers and price be determined?
Who should do all this? To what extent do systematic rules and guide-
lines emerge from our results, and to what extent does it all depend on
the enterprise and country in question?

TOWARD A GENERAL THEORY OF DivEsTrruRE. In sum, we now wish to
explain the level and distribution of welfare change as a function of a set
of market, institutional, country, and sale characteristics. A general
theory of divestiture would answer this question definitively and com-
prehensively, asserting that welfare change is a quantified function of
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certain well-defined variables. Given our limited sample, we have no
such ambitions, but we hope to make a contribution toward the devel-
opment of such a general theory.

Market Determinants of Success

In this section we consider a range of market factors that might explain
our results. Divestiture places great faith in the ability of markets to work
well. In general, divestiture involves shifts in the environment of the
enterprise from a relatively government-controlled toward a market-
dominated setting. In pure divestiture, the control mechanism for the
enterprise is transformed from a command to a market mechanism. Also,
the enterprise's relationship with its output markets may EF' quite differ-
ent, going in some cases from administered to market price setting.
Therefore, the market setting of the divested enterprise is an obvious
place to start when studying the factors that influence the degree of
success achieved by divestiture. Generally, if divestiture is to succeed,
either the markets in which the enterprise operates must work reason-
ably we'., or certain mechanisms that substitute for or regulate the
market must work well.

Here we examine the extent to which these factors played a role
in explaining the outcomes observed in our cases. We focus first on out-
put market structure and then consider technology, labor, and capital
markets.

Output Market Structure: Level

Are divestiture outcomes invariant to market structure? It is widely
believed (see, e.g., Vernon 1988) that public enterprises in competitive
markets are obvious candidates for divestiture because in such markets
there is generally no strong argument for public ownership in the first
place. Theory would therefore predict that welfare could only rise witli
divestiture in such industries, with productivity gains being a key source
of the improvements.

In contrast, as explained in chapter 1, in monopoly industries there is
not such a clear-cut prediction as to the beneficial impact of divestiture.
Although the fact that divestecd enterprises will pursue profit-maximiz-
ing strategies suggests that they will be more cost efficient, the counter-
vailing facts that they do not face competitive pressures and that, under
regulation, they face a different mechanism for cost recovery suggest that
their incentives to meiimize costs might be weak or possibly even
perverse! Thus the key feature of the monopoly cases would be what-
we have termed elsewhere the "fundamental trade-off" of divestiture
(Jones, Tandon, and Vogelsang 1990, chapter 5). The trade-off is that
against any efficiency improvements must be weighed the possibility of
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increased exercise of monopoly power. This alerts us to expect a negative
welfare impact from divestiture on consumers in monopoly industries,
unless the govermnent takes steps to protect them.

What about the magnitude of the gains from divestiture? For enter-
prises in competitive industries, welfare improvement might be ex-
pected, but this mav be small because public enterprises in competitive
industries may already be fairly efficient precisely because of the com-
petitive pressures they face. In monopoly industries there may be greater
potential improvement, but the possibility of market power exploitation
creates a possibility of welfare losses also. In such cases the outcome
depends on balance upon the quality of regulation introduced. Thus we
would expect competitive enterprises to show positive, albeit moderate,
welfare gains from divestiture, while monopoly enterprises would have
much greater variance, with potentially large gains or losses.

Between the two extremes of perfect competition and monopoly lie
various degrees of imperfect competition and oligopoly- Here the out-
come will depend on the number of firms and their strategic behavior.
However, in general, if the process of divestiture brings about or is
accompanied by the introduction of more competition, productivity
gains are likely to be strengthened. In the opposite case, if divestiture is
coupled with reduced competition, we mnight expect productivity actu-
ally to decline (we explore the changes in output market structure more
fully below).

Turn-ing to the evidence from our sample, we present in table 23-3 the
weighted market share9 of each enterprise in our sample as an indicator
of the market structure in which the enterprise operates. To facilitate the
comparison we also present the welfare change associated with divesti-
ture. The key observation here is that, forenterprises with market power,
we find high variance in the welfare outcome and no evidence of
welfare losses even in the pure monopoly cases (British Telecom,
Telmex, ENERSIS, and CTC). This may be an indication of the effectiveness
of the regulation that has been introduced in all the monopoly cases. At
the more competitive end of the spectrum, the welfare changes tend to
be more moderate, although positive.

Thus, we do not have much evidence in support of the fundamental
trade-off. Although consumers are worse off in a number of cases
(Telmex, British Airways, Malaysian Airline Systems; see table 23-1), the
effects are strong in only one (Telmex),10 and this was a case where prices
were raised explicitly as part of the introduction of regulation. This was
done to bring prices more in line with international norms and to enable
the enterprise to finance a major investnent program. The point here is
that, in anticipation of the possible exercise of monopoly power, govern-
ments have introduced regulation, and it appears that by and large such
regulation has succeeded in protecting consumers: prices rose to the
vicinity of efficiency prices, but not above.



Table 23-3. Market Factors in the Twvelve Case Studies

Market slhrea C/iange it mrke structurelb Number of Impact o World niet
CouI_y 1aid enterpise jcr ceitages) Endogenous Exogenous employees regulation Z/4pp( welfare change g

Uniited Kingdom
British Telecom 97 0 + 235,000 + 50 12.0
British Airways 39 - + 40,800 + 53 1.6
National Freight 10 0 0 24,300 n.a. 19 4.3

Clhile
CHILGENER 13 0 0 791 0 65 2.1
ENERSIS 95 0 0 2,495 0 29 5.2
crc 95 + 0 7,240 0 51 155.1

Malaysia
Malaysian Airline Systems 60 0 0 10,600 0 39 22.1
Kelang Container Terminal 55 + + 800 0 30 53.4
Sports Toto Malaysia 5 0 0 400 0 46 10.9

Mexico
Telffonos de M6xico 99 + + 50,000 + 41 49.5
Aerom6xico 38 + + 11,500 0 - 48.5
Mexicana de Aviaci6n 39 + + 12,700 0 0 -7.0

n.a. Not applicable,
a. Revenue-weighted market share of the enterprise in the year prior to divestiture.
b. Change in the intensity of competition, not in market share.
c. In the year prior to divestiture.
d. Effect of the postdivestiture regulatory environment on welfare, relative to that before divestiture.
e. Price at which the enterprise was sold (Z) divided by the estimated discounted stream of profits (Vpp).
f. Not meaningful because Vpp is negative.
g. Figures are from table 23-1.
Source: Company data and authors' calculations.
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Divestiture in competitive industries thus leads to some welfare
irnprovement In monopoly industries, where the potential exercise of
monopoly power might be welfare reducing, governments can and have
forestalled this by introducing efficient regulation. In some monopoly
cases, however, large welfare improvements are possible if effective
regulation combines with a situation where the predivestiture enterprise
was performing poorly or faced critical constraints that divestiture re-
moved. These are the circumstances where the greatest potential payoff
to divestiture lies.

Output Market Structure: Changes

A large body of economics literature argues that, after market struc-
ture has been corrected for, there is no difference between public and
private ownership." That is, what is wrong with public enterprise is
not its public ownership but the fact that it usually operates in
monopoly markets, and in such markets all enterprises-whether
public or private-tend to be inefficient. The implication for divesti-
ture is straightforward: if you do not change market structure, you do
not change anything (see Heald 1984a, 19M4b; Heald and Steel 1982).

To what extent were the welfare changes we found caused by
alterations in the structure of output markets? The answer is simple:
very little. The reason is not that market structure has not changed,
or that market structure does not matter, but partly that our method-
ology attempted to correct for the way in which changes in market
structure matter. That is, our base counterfactuals (with which we
compared the actual cases to calculate welfare gains) assumed iden-
tical market structures, except where market structures changed as a
result of divestiture. For example, we argue that the merger of British
Airways and British Caledonian would most likely not have been
allowed had British Airways remained in public hands; thus, this
merger was an endogenous (and adverse) market structure change.
As a result, domestic passengers suffered from higher prices on some
routes after divestiture, and this explains the negative welfare effects
for British Airways consumers in table 23-1 and the negative prce
effects in table 23-2. In contrast, the technological changes taking
place in the telecommunications industry have created competitive
possibilities that we regard as exogenous market structure changes.
Similarly, predivestiture public-enterprise reforms that change mar-
ket structure (e.g., those in Chilean electricity, described below) are
also regarded as exogenous.

When reforms of market structures have already taken place, the
benefits to divestiture may be reduced compared with a situation where
they have not The most dramatic example is in Chile, where reform of
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the electricity industry provides a model that, in our view, should be
studied and emulated by developing and industrial countries alike (a
summary is provided below). Why, then, do the Chilean electricity
generation and distribution firms show comparatively modest gains
in tables 23-1 and 23-2? The answer is simply that competitive restruc-
turing and regulatory reform took place while the sector was still
under public ownership, and there was therefore comparatively less
to gain from divestiture. Another example is that of British Telecom,
where market liberalization was decided on in 1981, one year before
the divestiture decision. These examples suggest tat many of the
gains commonly associated with divestiture could also be achieved
in theory through the effective implementation of public sector re-
forms, with an emphasis on the application of market principles to
the public enterprises. The question here is, To what extent are gov-
ernments capable of introducing and implementing such reforms?
Most countries have been less successful than Chile with their public-
enterprise reforms, and those that have been successful under one
regime often see the gains reversed under a subsequent regime. The
case for divestiture then rests on its sustainability and credibility of
commitment to reforms.

An interesting case of a market structure change is that of the Mexican
airlines. Before divestiture the Mexican air transport industry was basi-
cally a duopoly of two public enterprises; after divestiture it was a
duopoly of two private enterprises. Does this constitute a change in
market structure? In principle, since the predivestiture enterprises had
the same owner, it could be argued that competition has increased and
one might expect prices to decline. In fact, however, prices in the pre-
divestiture period were held to low (money-losing) levels, and therefore
it might be reasonable to expect prices to rise? So far, the Mexican
airlines are partly behaving according to theory, but partly reliving the
early days of US. airline deregulation. Although nominal fares have
risen sharply, some major routes are characterized by intense competi-
tion and discounting. But only time will tell how this particular market
will evolve.

Price Regulation

The issue of monopolistic market structure is closely related to that of
price regulation. Here two questions seem relevant. First, does divesti-
ture lead to an increase in prices? and if it does, is tat necessarily welfare
reducing? Second, given that price regulation can be implemented in any
of several ways, is there any evidence to support the notion that one
scheme is better than another in termns of enhancing the potential gains
from divestiture?
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First, let us identify the potential gains and losses from changes in
prices. In the public-enterprise literature it is often noted that govern-
ment-owned monopolies receive lower prices than they might under
private ownership. The reasoning is that governments tend to use pric-
ingof uStiitiesto attempt to control inflation, redistributeincome, and/or
buy votes. Under these conditions, enterprises are likely to make rela-
tively low rates of return, and at times of fiscal stringency they may be
unable to expand sufficiently to meet demand. Accordingly, it can be
expected that divestiture will give governments an opportunity to raise
prices, which should improve welfare. However, if that increase is
excessive because of monopolistic behavior, it can have negative alloca-
tide and distributional consequences. In sum, the goal is to get prices up
to efficiency levels, but not beyond.

How is the goal achieved under various regulatory schemes? In the-
ory, the RPI - X approach (applied by the United Kingdom and Mexico
to telecommunications) and the rate-of-retum approach based on an
efficient firm (of the variety applied by Chile, in telecommunications and
in electricity) have some superior cost-saving properties compared with
other types of regulation, such as rate-of-return regulation with fully
distributed cost pricing. Under RPI - X regulation, the average price level
of the regulated services is independent (in the short run) of the
enterprise's own costs. This means that, for a period of typically three to
five years, the enterprise can retain as profit all cost savings realized from
superior performance. By the same token, the enterprise bears all the
costs of inferior performance.?3

Against its superior properties with regard to cost efficiency, RPI - X
regulation may be characterized as less favorable to some consumers,
because it pemnits firms flexibility witiin the overall basket of services.
Thus firms are free to raise prices on services with lower elasticity.

Under Chile's rate-of-retum regulation, the regulators set maximum
prices for each service and zone on the basis of the long-runmarginal
cost of an efficient (model) firm. This is yardstick reulation against ideal
performance. It shares some of the advantages of the RPI - X formula. In
particular, because the firm's price is set against that of an ideal firm, it
can retain as profit (for the five years between revisions) all cost savings
realized from superior performance, and it bears all the costs of inferior
performance. In addition, the Chilean approach offers the firm an ex ante
rate of return derived from future costs, which may induce expansion in
situations characterized by excess demand.

Against these advantages, however, the Chilean type of regulation has
some disadvantages. Most important, it is quite demanding in that it
requires regulators to be experts who are willing to subject the firm to a
tough test. Further, it can lead to disputes over the definition of the ideal
firm.
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What does our evidence show? Where prices were kept too low under
public ownership, divestiture gave governments the opportunity to
bring them closer to their economic values, with positive welfare im-
plications for society. The most illustrative example here is Telmex.
Mexico started the postdivestiture regulatory process for Telrriex with a
price-tax reform that increased the starting levels above what they would
have been without divestiture. In contrast, the divestiture of Chile's
electricity enterprises CHILGENER and ENERSIS did not cause prices to
change, because these enterprises operated under the same pricing
regime before their divestiture.

While our evidence also supports the notion that the regulation of
monopolies was effective in preventing exploitation of consumers, it
shows that firms facing RPI - X reduced cross-subsidization as ex-
pected by theory. For example, British Telecom raised monthly rentals
and the price of local calls (where it had a monopoly) while reducing
prices of long distance calls (where it faced competition). Telmex
drastically raised its prices for metered local calls. In contrast, this
behavior was not observed in Chile, because the price of each service
was regulated. 4

In sum, although our evidence favoring a particular form of regulation
is weak, our evidence is strong that regulation is important and worked
in most of our cases. Consumers were generally protected from the
exploitation of market power. Where consumers lost-as at Telmex-
this was not because of exploitation but because of a reduction in
inefficient subsidies. That is, prices were brought up to economic levels
from the subsidized levels of the past, and although consumers lost,
society as a whole benefited. How the regulation of prices was accom-
plished is explained in more detail later in this chapter.

Technology

In the standard industrial organization paradigm, a basic determinant
of market structure is technology, especially minimum efficient scale.
The question here is whether any technological characteristic serves to
increase or decrease the probable gains from divestiture, beyond its
impact on market structure.

One such characteristic is absolute size. Huge organizations are diffi-
cult to change, at least quicddy, because of the inertia of entrenched
people, fiefdonms, and processes. Our results provide some support for
this hypothesis. As table 23-3 shows, we have only three small enter-
prises in the sample, employing only a few hundred people rather than
the several thousand in each of the others. How did their welfare changes
compare with those of larger enterprises? As table 23-3 also reveals, there
is no apparent correlation between size and overall welfare change.
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However, the picture changes if we ignore divestiture-induced changes
in external constraints (on pricing, investnent, and labor levels) and
focus on manifestations of internal organizational changes-other pro-
ductivity and endogenously generated demand shifts. The sum of these
two sources is higher for smaller than for larger enterprises. The sample
is again much too small to allow condusions to be drawn but supports
the conjecture that potential percentage welfare gains from private
management are inversely related to the size of the firm, at least in the
short run. If so, this helps explain the otherwise limited evidence of
dramatic intemal efficiency gains.

Related to its size is the capital intensity of an enterprise. If an enter-
prise is highly capital intensive, with technology embodied in its capital,
then it is naturally difficult to raise productivity rapidly. For example,
Telmex has approximately 12,000 telephone operators (out of a total
work force of about 50,O00), whereas the company estimates that, were
it to transform itself into a modem network, it would need only 2,000!
Here the need is to switch from mechanical to digital exchanges, a
process that naturally will take time. Productivity improvements there-
fore might be expected to appear only after there has been enough time
to implement the capital restructuing necessary.

A further related characteristic is the extent of scale economies. Al-
though the effects of scale economrLies ought, in principle, to be captured
by market structure, an interesting interaction arises when the enterprise
faces an investment cons taint before divestiture. En that case, divestiture
would allow the enterprise to fully exploit scale economies as the invest-
ment constraint is removed. An example of this phenomenon is the
Chilean telephone company, crc, which effectively doubled capacity in
the five years following divestiture.

Finally, we may look at the effect of the rapidity with which either
marketsor technology arechanging. Ithasbeenhypothesized thatpublic
enterprises are slow, mechanistic organisms with risk-evading incen-
tives, at less of a disadvantage when operating in markets that change
only slowly, where innovation and creativity are less important, and
where marketing and advertising are inconsequential (Jones and
Vogelsang 1983). This has been used to explain, for example, why public
enterprises have often dominated a country's exports of raw and inter-
mediate goods but almost everywhere have played a negligible role in
manufactured exports, especially consumer goods. Accordingly,
one would expect greater gains from divestiture in industries where
tastes are changing rapidly (maling them advertising- and marketing-
intensive) or where technological change is progressing rapidly. This
mayhelp to explain the dramatic changes atSports TotoMalaysia, where
the introduction of new products and advertising led to a surge in
revenues and profits after divestiture.
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The Labor Market

One stereotype about public enterprises throughout the world is that
they are overstaffed. Frequently they serve as havens for political patron-
age, the vehicles of government "job creation' programs. Even if this is
not the problem, it is widely believed that the lack of market discipline
allows public er erprises to grow fat. Competitive private enterprises of
course cannot atford to be fat. An expected result of divestiture would
then be a trimming of the woik force of the enterprise, a loss of welfare
to workers, and opposition from the labor unions. The strength and
effectiveness of this opposition could then have a direct effect on the
success of divestiture (or the lack thereof).

One of the surprising features of the divestiture cases we have
examined is the marked absence of effective opposition from labor.
On the contrary, we observed above that workers gained in ten of the
twelve cases analyzed, and lost in none. In the Chilean cases and
Telmex, the gains accrued to workers in their capacity as buyers of
shares. In only one case-Aerom6-xico-was there any kind of labor
trouble, and it is clear that the Aeromexico strike was not at all
motivated by opposition to the proposed divestiture, which had not
even been announced. Rather, the strike was due to more standard
labor grievances. In fact, it can be argued that the strike caused divest-
iture to take place, as the labor problem was dealt with summarily by
the government through liquidation and sale of the enterprise. In
none of our cases has there been any serious labor trouble after
divestiture.

When might labor oppose divestiture? Obviously, if workers thought
they were going to be very much worse off as a result of divestiture, they
would oppose it However, in none of our cases were workers on balance
wor.se off as a result of divestiture. But what niight explain the fact that
workers were not hurt by divestiture?

First, as already noted, there is quite likely a self-selection bias in our
sample. Our sample consists of enterprises that have been divested. If a
particular divestiture was going tohurt laborbadly, it is quite likely that
labor's opposition would be clear well before divestiture took place.
There would then be three possible outcomes:

* The opposition iightbe fierce enough to prevent divestiture from
taking place at all.15
* Labor could be bought off by being offered enough of the gains
from divestiture to more than compensate for any welfare losses they
might suffer.
* Divestiture could be rammed through despite opposition from
labor.
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We are unlikely to see the third type of outcome because of the political
cost involved, and because buyers are going to be naturally leery of
buying an enterprise whose employees oppose the transaction. We do
not observe the first type of outcome in our sample because we are
looking only at divested enterprises. Therefore the enterprises in our
sample are going to be of two types: those where labor is not hurt by
divestiture, and those where labor has been compensated for the welfare
losses they suffer.

In considering the first type, we need to clarify what we mean when
we say "labor is not hurt by divestiture." In defining labor's welfare gains
or losses, we have restricted our analysis to the employees of the enter-
prise at the time of divestiture. Arguably, these workers were receiving
rents prior to divestiture, from above-market wages or low effort re-
quirements, or both. Absent divestiture, they would have continued
receiving those rents. We generally assume that, as long as the workers
retain their jobs, they suffer no loss in these rents. More imnportant, we
assume that this is the only group we need consider. We do not indude
in ourcalculations workers who would have gotten jobs in the enterprise
(with the attendant rents) but do not because it has now been divested.
In most of our cases, we project lower employment levels under divest-
iture than under our counterfactual. But frequently the lower level of
employment is achieved through attrition of employees or through
slower growth in the work force rather than through layoffs. In such
cases we have generally ignored the rents that would have been received
by workers who would have been hired in the counterfactual. Falling
into this category of cases then are Telmex and Mexicana. In the case of
Kelang Container Terminal, however, we took into account, through a
shadow wage multplier, the adverse effect on workers of increased
effort and reduced rents (see chapter 15).

Several of our cases appear to be of the second type, that is, where
workers received compensation for potential welfare losses from divest-
iture. Indeed, workerswere compensated fairlysubstantially in many of
our cases, both through generous severance payments for workers who
were laid off (British Telecom, British Airways, Aeromexico) and
through special allocations of shares at discount prices (British Telecom,
British Airways, National Freight, Telmex, CTC). One interesting obser-
vation here is that many of the cases we studied were highly capital-
intensive. It is reasonable to suppose that, when labor accounts for a
relatively small proportion of total cost, it is not too costly to buy its
cooperation. We may speculate, for example, that the high labor cost in
the railroad and postal sectors might account for the almost complete
lack of divestiture in those sectors anywhere in the world.1 6

Another important issue related to these compensation schemes
is whether employee share programs or other facets of labor rela-
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tions contribute to improved labor productivity. The argument here
would be that, by creating ownership rights for workers, companies
may be able to induce them to exert increased effort. Another mani-
festation would be to permit management greater flexibility in setting
work assignments. If that argument were to hold, one would observe
a positive correlation between improved labor relations and im-
proved labor productivity.

We do see some evidence of improved labor productivity and im-
proved labor relations in our sample. For example, British Telecom and
Telmex made provisions for employee share ownership, and both were
able to win concessions from labor about work rules. At Acromexico, the
government singled out the pilots as a key employee group with signif-
icant influence on performance, and awarded them shares in the enter-
prise. National Freight is a dear example of dramatic improvements in
labor productivity following, in this case, takeover of the enterprise by
its employees. In contrast, Mexicana made no provision for employee
participation in ownership and has not experienced any improvement
in its labor relations. At ENERSIS, management and employees took over
the control of the enterprise, but productivity did not improve beyond
its historical leveL because the enterprise was relatively efficient to begin
with.

In sum, labor has not been hurt because it generally had sufficient
power to negotiate predivestiture agreements that made them no worse
off. Subsequent productivity gains were then shared, in some cases
making them better cff. Gains to workers as buyers were also significant
in some cases.

T1he Capital Market

In theory, the nature of the country's capital market could be expected
to have an important influence on the divestiture trasaction and on the
success of divestiture itself. For the market to induce efficent transac-
tions and to effectively exercise its control function on the enterprise once
divested, it must be relatively well developed and efficient, and it ought
to be possible for takeovers to take place.

For example, where the capital market is small or relatively undevel-
oped and the enterprise being sold is relatively large, it may be deemed
necessary tobring in foreignbuyers. In this event, along with the benefits
to the economy from the inflow of foreign capital, some leakage abroad
of the positive welfare impact of divestiture is to be expected. Indeed this
happened to a substantial extent in two of the cases we studied: Telmex
and .c;1 7 in the case of Telmex the gains to foreigners were great, but
Mexico realized tremendous gains from a higher sale price, greater
investor confidence, and macroeconomiic stabilization. Without these
gains, the leakage to foreigners would have outweighed the net world
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welfare change. In the case of CTC foreign participation created a posi-
tive-sum game in which foreigners and Chileans were left better off.

The sophistication of the stock market might also be a factor in
determining whether it is possible to use stock market-determined
prices, which might distribute the gains more toward the seller (the
government). We examine this by comparing the ratio of the actual
sale price Z to our calculation of the private value Vpp in table 23-3.
Our evidence shows that stock market divestitures offer the prospect
of higher prices to the government, but there is considerable variance
within our sample. For example, in the United Kingdom, which no
doubt has the most sophisticated stock market in our sample, two
stock market sales (British Telecom and British Airways) yielded the
government about half the private value of the enterprises. Similarly,
in Chile, the government sold CHILGENER and CTC in part on the stock
market and got over 50 percent of the enterprise's private value. In
contrast, non-stock market sales in Malaysia and Mexico"8 yielded
prices to the govenmment that were significantly less than half of Vpp,
and close to the lower end of the range experienced for stock market
sales in our sample.

Apart from its role as a transaction mechanism, the capital market
might influence divestiture outcomes too. Since private, widely held
companies are posited to be controlled by the capital market, the
efficiency of that market as compared with the efficiency of the
government's controlmechanisms is crucial to the outcome of the divest-
iture program. In this regard, although we observed no takeovers in our
sample, we have some interesting observations to make. First, it is worth
noting that almost all the firms in our sample are quoted on stock
exchanges (the exception is Kelang Container Terminal), so that in
principle the control mechanism of the capital market can function.
Second, even in our limited data period we have seen two ownership
transfers. The Chilean telephone enterprise crc was sold first to Bond
Corporation of New Zealand. Bond Corp. later sold its share to
Telef6nica de Espafia. The domirnt share in Sports Toto Malaysia was
resold to a firm with more experience in the gambling industry and thus,
through synergies, willing to pay more than the company was worth to
the original owner. Third, in the one case where divestiture has led to a
welfare loss, that of Mexicana, the divestiture process actually prevented
the capital market from exerting its control function. The buying consor-
tium, Grupo Xabre, was required by the terms of the divestiture agree-
ment to retain 25 percent ownership of the company for three years after
the sale (until September 1992). The Mexican governmentplaced another
25.1 percent of the company in a trust over which Xabre has voting
control and which it has an option to buy within the same period. Thus
it was impossible for an outside group to gain control over Mexicana at
the time. The fact that Mexicana has performed so poorly and that the
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capital market has not played its usual controlling role can therefore be
explained as a failure not of the capital market but of the structure of the
divestiture itself.19

In sum, stock market divestitures seem to offer the prospect of yielding
higher prices to the government, but they show considerable variance
within our sample. The capital market can influence divestiture out-
comes through takeovers. Although this mechanism was not observed
in our sample, we find that in two cases resales did occur and led to
improved outcomes. In a third case, a resale or even a takeover seemed
desirable but was preempted by the structure of the divestiture sale.
Finally, where enterprises are large relative to the domestic capital
market, the inflow of foreign capital can be critical to the distribution of
the gains from divestiture between foreign and domestic nationals.

Other Input Markets

Although it was not a major issue in any of our cases, we feel it is
important to mention the possible redistributive effects of elimination of
rents to suppliers of inputs. In mnany public enterprises, the prices paid
for inputs can be higher than their market level, either because of explicit
govemment policies such as domestic sourcinge or because negotiated
prices are too high because of lack of adequate incentives or simple
corruption. There is some evidence from Telmex that the divested enter-
prise has been able to lower the prices it pays foreign equipment suppli-
ers thirugh harder bargaining. In general, this is an area where it is
difficult to get solid evidence, both because of the level of detail required
and because of the sensitive nature of the information; we expect that in
many cases this may be an important factor in the redistribution of
welfare from divestiture.

Summary

Market factors can, in sum, influence divestiture outcomes in several
ways:

* If the divested enterprise operates in a competitive industry, wel-
fare gains are likely to be positive, but small.
* In monopoly industries welfare gains are more variable, with large
gains possible. Effective regulation plays a crucial role in ensuring
positive (and preventing large negative) outcomes.
* Divestiture can induce changes in marketstructures, and the effects
of these can be positive or negative.
v Lnternal changes in efficiency cannot be effected overnight, partic-
ularly in large and capital-intensive enterprises.
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* Workers may not be hurt by divestiture, perhaps because of their
strong bargaining power, which largely allow them to get a share of
the gains from divestiture.
* An efficient capital market can increase government revenues from
the sale of enterpnses, and it may improve divestiture outcomes
through the resale mechanism. Further, while the inflow of foreign
capital can expand the set of large enterprises for which divestiture is
feasible, some of the gains may leak abroad.

Institutional Determinants of Success

In theory, divestiture replaces bureaucrats and politicians whose
utility function is multivariate with motivated and profit-minded
private owners, and it removes the institutional rigidities associated
with public ownership. On the other hand, when the divested enter-
prise is a natural monopoly, divestiture also leads to the creation of
new regulatory rules, processes, and institutions, all managed by a
new set of civil servants. Failure of the resulting regulatory institu-
tions can also be costly. Thus the net gains from divestiture depend
in part on whether or not the benefits from reducing the institutional
problems of public ownership outweigh the costs of failing to regulate
private monopolies effectively.

Accordingly, in exploring the role of institutional factors in determin-
ing welfare outcomes, we examine how divestiture altered the relation-
ship between the principals (the owners) and theiragents (the managers)
and that between the regulators and the regulated firms. Under the
principal-agent rubric we explore three sets of changes: in enterprise
goals, in the autonomy to pursue these goals, and in the motivation
provided by accountability and incentives. In studying regulatory insti-
tutions we explore the nature of the r-lationship between the regulatory
agencies and the regulated enterprises, and how conflicts between them
are resolved. Throughout, we illustrate how these changes may have
contributed to the change in welfare.

The Principal-Agent Relationship

Stereotypically, public enterprises suffer from an array of institutional
problems.21 Their objectives are often numerous and ill defined, ranging
from profit maximization to regional development and employment.
Frequently they report to several principals, including both politicians
and bureaucrats. Management incentives are seldom linked to perfor-
mance, and performance itself is seldom evaluated. As a result, a public
enterprise operates much like a soccer game in which no score is kept
and there is neither goal nor referee.
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The divested enterprises in our sample fit this description, albeit to
varying degrees. Even in the 'UFnited Kingdom, where one would expect
public ownership to impinge the least on the operation of state-owned
enterprises, the 1978 White Paper stated that public enterprises "should
pursue" or "in fact pursued" noncommercial objectives in addition
to their so-called financial targets. It allocated greater power to govern-
ment ministers at the expense of enterprise boards, reversing the arm's-
length approach that had been followed since 1967. Preoccupied
with macroeconomic considerations, the paper reinstated the limits on
public-enterprise borrowing.22

In contrast, before divestiture the Chilean public enterprises were
probably managed as well as any in the world. After getting rid of
excess labor and freeing prices in the 1970s and early 1980s, the
government instructed the enterprises under its authority to maxi-
nmize profit. And it gave managers the autonomy in operational
decisionmaking to do so. CORFO, the government holding company,
held them responsible for achieving this outcome. Most unique to
Chile, public-enterprise monopolies operated under regulatory rules
that applied equally to public and privately owned monopolies, for
example in the electricity sector.

In furtier contrast, the institutional setup of the Malaysian and Mex-
ican cases is not atypical for developing countries. One example from
Malaysia will illustrate. The government provided Malaysian Airline
Systems with a set of conflicting objectives, which included the commer-
cial objective of providing efficient and profitable provision of air trans-
port systems, as well as the noncommercial objectives of contributing to
the economic and social integration of the country's eastem and western
regions, to trade and tourism, and to forwarding national aspirations.
The government (appropriately as the owner) appointed the airline's
board members, chairman, and managing director, but it drew them
largely fromi a pool of cvil servants rather than frcm the business sector.

In theory, divestiture is expected to ameliorate or remove these institu-
tional constraints. In particular, it is expected to narrow the objective of
the enterprise to profit maximization. Private owners, even if multiple,
are expected to pursue this objective. For the same reason, they are
expected to better monitor and provide incentives to management to do
so. Finally, management itself is expected to face fewer xolitical and
bureaucratic constraints in pursuing profit maximization. As a result,
firm efficiency is likely to be enhanced.

A second implication concerns the magnitudes of the gains from
divestiture. One may expect that the morebinding the initialinstitutional
constraints facing a public enterprise, the greater the gains that can result
from their removal by divestiture. Accordingly, one would expect the
gains to be more substantial in Mexico and Malaysia than in the United
Kingdom and Chile.



Synthesis of Cases 553

What institutional changes did divestiture bring about in our sample?
Table 23-4 shows the main institutional changes in each of our cases, but
first some explanation is needed. The table is designed to capture the
changes in enterprise goals and the pattern of managerial autonomy and
incentives in order to see whether these changes contributed to divesti-
ture outcomes. We do not attach specific values to the institutional
changes because of the difficulty involved. Instead, we indicate the
direction of the change and its importance for the outcome: a plus sign
indicates inaeased goal specificity, autonomy, or incentives, with posi-
tive effects on divestiture outcomes; a negative sign indicates the con-
trary; and a zero indicates either no change or a change that made no
difference to the outcome. We note the following

* Enterprise goals. Divestitureconcentrated the manageralmind on
commercial objectives in all but the Malaysian Airline Systems case
(the only case where the government retained control). It did not bring
about changes in noncommercial objectives, in part because the enter-
prises in our sample pursued few to begin with, and in part because
they were embodied in the operating license (e.g., the quantity targets
on telephone provision set for Telmex).
* Managerial autonomy. Divestiture increased managerial auton-
omy, especially in the areas of finance and investment (in ten of the
twelve cases), but also in personnel matters (in more than half the
cases). Although the new owners replaced top management in seven
cases, as expected, it is surprising that they left management
unchanged in five: ENnsS, National Freight, British Telecom, Malay-
sian Airline Systems, and British Airways!' This may suggest that the
problem in some cases is not the quality of public-enterprise managers
but their motivation. Finally, apart from the layoffs preceding divest-
iture, the new owners seldom made significant changes in the labor
force. This can be explained in part by constraints in labor relations
and in part by the specialized nature of the work forces in many of our
cases
* Motivation and incentives. Divestiture improved incentives not
only for management but also for workers in virtuaUy all cases, the
exception being Malaysian Airline Systems. In the Chilean cases (es-
pecialy CWLGENER), compensation was explicitly linked to firm prof-
itability and individual performance. In other cases it was sometimes
explicit and sometimes implicit, but generally effective.

Tn sum, divestiture reduced or eliminated the role of the govremment as
owner in every case, even where the sale was only partial. But, as can be
expected, the regulatory role of the government became stronger in the
monopoly cases. We will discuss this strengthened role after first con-
sidering the results of the changes.



Table 23-4. C/tan ges in Pritncipal-Agetit Relationtshtips with Divestitutre in the Trwelve Case Studies

Goals Autonwny World net

Conumer- Noncom- ruelfarea
Couintry and eite rise cl imercial Personnel Fiinance Product ion Marketintg Investment Intcentives change

Uniled Kingdom
British Telecom + + + + 0 0 + + 12.0

British Airways (+) 0 (+) + 0 0 + + 1.6
National Freight + 0 + + + 0 + - 4.3

Chtile
CHRLGENER + 0 + + 0 0 0 + 2.1

E ENEMIS + 0 0 + + 0 + + 5.2

Kh. acrc + 0 0 + + 0 + + 155.1

Malaysia
Malaysian Airline Systems 0 0 0 + 0 0 + 0 22.1
Kelang Container Terminal + 0 + 0 0 0 0 + 53.4
Sports Toto Malaysia + 0 + 0 + + 0 + 10.9

Mexico
Teldfonos de Mexico + 0 + + 0 0 + + 49.5

Aeromxico + 0 + + + 0 > + 48.5

Mexicana de Aviaci6n + 0 0 + + 0 + + -7.0

Notes: Plus (minus) signs Indicate Increased (decreased) importance of the goal, increased (decreased) autonomy, or increased (decreased) incentives. Signs
in parentheses indicate a slight impact.

a. Figures are from table 23-1.
Source: Authors' calculations from enterprise data.
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Goal specificity, increased autonomy, and performance-based com-
pensation seem to have contributed to the gains in welfare in all cases
where gains were realized, as reflected in the last colunui of table 234.
But the source of the change varied from case to case, as can be seen from
the first five columns of the table. In the Chilean cases, where the
institutional constraints were least binding, X-efficiency hardly im-
proved beyond its historical trend (at ENERSIS), or improved modestly
(at CHILGENER and cTc). However, at ENERSIS the drive to maximize
profit by the same but better-notivated management led to a significant
diversification of output, reduction of losses of electricity from theft, and
investment in profitable companies elsewhere. At CHILGENER, manage-
ment diversified its coal supplies, used them more efficiently, and uti-
lized its port facility to serve third parties. Crc expanded its basic
network, diversified its activities into value added services, and aggres-
sively tried to penetrate the nmarket for long distance services.

In the U.K cases, the greater freedom enjoyed by private managers
resulted in an increase in fixed capital in all the divested enterprises and
acquisition of other firms in some cases. National Freight and (somewhat
less successfully) British Telecom acquired large foreign equity holdings.
British Airways merged with its principal domestic rival. British Air-
ways and National Freight also engaged in extensive off-balance sheet
financing.

In the Malaysian cases, the experience was diverse. At one extreme,
Sports Toto Malaysia moved to pure private ownership with pure profit
motives and autonomy. The result was manifested primarily in a surge
of innovation, with new products and extensive and creative marketing
resulting in a tripling of sales. At the other extreme, very little changed
at Malaysian Airline Systems. The airline was reasonably well run to
begin with, and no intemal changes were identifiable as a result of
divestiture. Gains came only from extemal changes-in the way the
government exercised its right to set prices and approve investment
decisions. At Kelang Container Terminal, although, like the airline, it
was only partally divested, there were dramatic changes in autonomy
and incentives and equally dramatic changes in performance, main-
fested primarily in efficiency gains rather than product differentiation
and marketing.

Mexico provides the one case where the greater autonomy accorded
to management (at Mexicana) led to a major investment decision that
appears to have been a mistake. Both Telmex and Aeromexico aggres-
sively pursued profit opportunities successfully.

In sum, divestiture can reduce the principal-agent problems associ-
ated with public ownership, which in our sample meant greater focus
on profit maximization and improved managerial autonomy and incen-
tives. The fact that the gains from divesting a reformed public enterprise
are modest means that reforming public enterprises can of itself be
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beneficial, but even then divestiture can still be beneficial. This proposi-
tion is best demonstrated by the Chilean cases.

Regulatory Institutions

Replacing public monopolies with regulated private monopolies rids
enterprises of the organizational failure associated with public owner-
ship, but at the same time it gives rise to potential regulatory failure. One
reason why regulated firms do not "behave" is that they often capture
regulatory agencies and thereby control the regulation they face. Short
of capture, the regulated firms obviously exercise pressure and influence
on regulatory authorities. For example, when firms are doing poorly
financially, as the Mexican airlines were in 1989 and 1990, the pressure
for the regulatory authority to loosen its regulation so as to enhance
profits naturally becomes quite intense. This is true under public and
private ownership alike. However, with private shareholders, the inten-
sity of profit-oriented pressures is considerably greater. It is this feature
that explains the hypothesized welfare gains from getting prices
"righter" at Malaysian Airline Systems.

Entry and pricing polices aside (they are analyzed above under
market determinants of success), regulatory failure may follow from
unclear regulatory formulas, lack of conflict resolution mechanisms, and
weak institutional capacity to enforce regulations. Under these
crcumstances, divestiture may mean tat buyers will offer the govern-
ment a discounted price for the enterprise, and, following divestiture,
may refrain from investing further, fearing expropriation of quasi rents.
Therefore, the effectiveness of the regulatory institutions in enforcing
dearly spelled out regulatory rules, as well as the ability of govemments
to provide a credible commitment to safeguard against expropriation of
assets, is critical to the success of divestiture.25

Finally, the potential for regulatory failure will vary by industry,
mainly because industries differ in such characteristics as speed of
technological progress, sunkness and jointness of costs, and interde-
pendence of demands between services. Thus, while credibility of gov-
ernment cornmitment is critical for the private sector to invest in such
asset-specific activities as electricity and telecommunications, this issue
is less critical for the airline industry, for example. On the other hand,
liberalization and deregulation are critical for the airline industry but are
precluded in electricity distribution because of economies of scale.

In general, then, success at divesting monopolies can be traced in part
to the effectiveness of regulatory institutions and the credibility of gov-
enrnent commitment In our sample, nine cases fall in just three indus-
tries in which regulation plays a major role: telecommunications,
airlines, and electric power. Given the importance of the regulatory



Synthesis of Cases 557

institutions in the telecommunications and electric power sectors, we
take them up first. We then consider the airline industry, focusing on
liberalization and deregulation.

THE TELECOMMUNICATIONS AND ELECTRIC POWER SECTORS. The divesti-
tures of the telecommunications enterprises and the electric utilities in our
sample enhanced domestic consumer welfare in the United Kingdom and
Chile. It hurt consumers in Mexico, but that was because prices were too
low to begin with. In addition, divestiture led to significant private
investment at British Telecom and at crc. At Telmex, investment is
continuing at a high level, as envisaged in the government's plans.
Divestiture did not increase investment in the power sector in Chile
beyond its historical trend, because there was no excess demand. Thus, it
seems that the three countries were able to pursue reasonable regulatory
arrangements, which the private sector perceived to be credible.

What are the main features of the regulatory institutions in the three
countries? The following points are noteworthy:

* Timing of regulation and divestiture. The United Kingdom cre-
ated OFTEL (the Office of Telecommunications) and introduced the
RPt - X regulation shortly before divestiture. Chile did even bettyr. it
introduced its regulatory laws for telecommunications and electricity
in 1982. Ithad alreadysetup the National Commission of Energ)y (cNE)
as an autonomous regulatory agency forelectricity in 1978 and created
a department in the Ministry of Transport to oversee implementation
of telecommunications regulation in 1977, both well before divesti-
ture. In Mexico the Secretariat of Communications and Transport only
changed from discretionary price regulation to the RPI - X rule, intro-
ducing the latter concurrently with divestiture.
* Canity of regulations. The regulation of the electric power t4ector
in Chile dearly spelled out the basis for tarff formulation, entry,
coordination of operation, access to transmission lines and dispatch
load centers, and technical standards. The rules have been applied to
all enterprises in the sector, irrespective of ownership On the regula-
tory rules in telecommunications, all three counties provided cleafly
stated tariff formulas and conditions for entry and exit. Mexico's tariff
formulas were actually modeled after the United Kingdom's RPI - X
formula.
* Conflict resolution mechanisms and arbitration. The United
Kingdom and Chile provided dear procedures for settling regulatory
disputes. In Chile disputes over telecommunications tariffs are settled
by a three-person arbitration committee: a neutral party plus one
representative of each of the two sides. In Mexico the situation is still
too new to be evaluated.
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a Capacity of regulatory institutions. The United i2ingdom and
Chile had already accumulated some experience in regulating private
monopolies before the enterprises in our sample were divested. Also,
Chile empowered the CNE board with ministerial-level members and
staffed it with qualified personnel. Although it is working strenuously
to rectify the situation, the Mexican secretariat of communications still
lacks this kind of expertise and therefore may be at a disadvantage
when it comes to negotiations with Telmex.

How did these institutional changes affect divestiture outcomes?
To summarize, we find in the telecommunications sector in Chile that
the combination of marginal cost pricing, competition where possible,
and clear conflict resolution mechanisms provided the private sector
the confidence necessary to double capacitv in a relatively short
period of time. In the electric power sector, the effective institutional
framework has similarly contributed to the reliable provision of elec-
tricity at reasonable cost to consumers. The savings from reduced
losses to theft, although temporarily intemalized by the distribution
companies, are likely to be transmitted to consumers the next time
tariffs are revised.

In the United Kingdom, OFTEL has been able to restrain British Telecom
from exploiting consumers and has put pressure on the company to be
more efficient. The X in the RPI - X formula was increased from 3 percent
to 4.5 percent in 1989 and again to 6.25 percent in 1991, but the latter now
indudes intemational calls. The position of director general of oFrEL has
become politically highly visible as that of an advocate for consumer
protection and competition.

The Mexican experience has been too short to demonstrate the
functioning of its regulatory institutions in the resolution of conflicts.
However, the reduction in domestic consumer welfare we found is
entirely due to the government's choice for a tax-cum-price change at
the time of the divestiture of Telmex. This change brought most of
Telmex's prices in line with international levels. Connection charges
were increased to an extent that clearly has reduced nonprice ration-
ing and boosted Telmex's ability to finance future expansion. All
these changes, however, are not the result of ongoing regulation
within the new institutional structure. It shou!d also be mentioned
that the regulations applicable to Telmex call for stringent and specific
targets on network expansion and on quality, thereby preempting any
backsliding or. these counts.

In sum, we observe no regulatory capture in any of our cases. Rather,
we observe significant investment by the private sector in such an
asset-specific sector as telecommunications. This massive investment
reflects not only the private sector's conimitmnent to the sector, but also
the credibility of regulatory contracts in all three countries.
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Summary

Our attempt to explore causality between the welfare effect of divestiture
and its institutional determinants suggests that

* Divestiture generally reduces political and bureaucratic interven-
tion, promotes profit-maxinizing behavior, enhances managerial au-
tonomy, and improves motivation through incentives.
* Combined with effective and credible regulatory institutions,
divestiture can improve welfare even in noncompetitive markets.
e Where divestiture leads to the first but not the second, its welfare
impact can be negative.

Country Determinants of Success

Might some of the factors kdding to successful divestiture be country
specific? In the language cf statistical regression analysis, might country
dummy variables be significant in explaining the size of the welfare
change associated with di- estiture? This is the question we addressnext,
focusing on economic fact.rs.26

Level of Development

We begin by considering whether the level of development of a country
might have any impact on the success of divestiture. Our starting point
is that the success of divestiture requires (among other tiings) that
market failures associated with private ownership be in some sense
smaller or more controllable than the organizational failures associated
with public ownership. Here it could be argued that market failures are
likely to be smaller in more industrial countries, which would suggest
more successful divestitures there. One relevant argument, which has
been made elsewhere (Jones, Tandon, and Vogelsang 1990, chapter 9), is
that a key factor explaing divestiture is the changing relationship
between market size and cost structure. To illustrate the idea in a very
simnple way, suppose the demand for a particular good is 100 units and
the plant size at which the cost of producing it is minimized is 90 units.
In such a case, competition is unlikely to emerge, and, indeed, if it did it
might not be desirable. There would be a case for public intervention. If,
over time, demand expands to 500 units and the minimum efficientscale
simultaneously falls to 50 units, the case for public intervention disap-
pears and a market solution becomes desirable. In such cases divestiture
would be successful. Thus the larger the market (compared with mini-
mum efficient scale), the more likely it is that divestiture will have a
positive welfare effect. Although this set of factors is heavily dependent
on the industry under consideration, it does suggest that divestiture is
also likely to have a positive effect in larger and wealthier economies.



560 Welfare Consequences of Selling Public Enterprises

On the other hand, it could be argued that organizational failures
might be smaller in industrial countries as well. Industrial countries
typically possess better-educated populations, among them people with
substantial managerial experience, than do developing countries. This
would then suggest that public enterprises in industrial countries would
be relatively well managed, which would mean less impact from divest-
iture. On balance, therefore, in an industrial (developing) country con-
text, the outcome of divestiture would depend on the relative weight of
modest (large) gains from removing the organizational failure of public
ownership and modest (large) losses from correcting market failures.
The relative magnitude of the net effects in both instances is difficult to
predict It hinges on which type of failure, market or organizational,
declines more rapidly in the process of development, which is difficult
to ascertain.

All three of the U.K cases in our sample exhibited positive welfare
changes, as did all the cases in Chile and Malaysia. The one negative
welfare change is seen in Mexico (Mexicana). Therefore there is no
discernuble pattem in our sample as to the sign of welfare change and
the level of development On the other hand, it bears emphasizing that
the changes in welfare seem smaller in the U.K. cases tian in those of
Malaysia and Mexico. The Chilean cases fall closer to the U.K cases,
largely because of the significant public-enterprise reforms undertaken
prior to divestiture. Thissuggests that the magnitude of the welfare gains
can be more substantial in developing economies, especially where
public enterprises are not reformed. Note finally that divestiture out-
comes are more varied within each of our developing countries than in
the U.K. cases. This suggests that in developing countries it matters even
more how each sale is conduded.

These condusions have to be extrapolated with caution to other
countries. And nowhere does this cautionary note apply more than to
the very poor countries of the world, which are at a different level of
development than any in our sample and therefore lack some of the
institutions and markets our sample countries possess. The same point
applies to the former socialist countries, whose standards of living are
comparable to those of our sample countries, but which almost com-
pletely lack private sector institutions and the kind of market mecha-
nisms taken for granted in mixed economies. In both these groups of
countries, the experience with divestiture could well be quite different
from what we have observed in this study.

Fiscal Stringency

Obviously a major driving force behind divestiture in many countries
has been fiscal stringency. The first effect of such stringency might be to
"force" or catalyze divestiture in the first place. This seems, for example,
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to have been one of the primary forces behind the divestiture program
in Mexico. Divestiture can ease fiscal crises in several ways. At a mini-
mum, the government can rid itself of enterprises whose borrowing
needs worsen the public deficit (British Telecom, for example).2 The sale
proceeds themselves can also play a role in reducing the short-run
deficit. Finally, if the problem of external debt is particularly severe, the
sale of public enterprises in part to foreigners can be viewed as a way to
eam foreign currency.

Given that fiscal stringency may play a role in "causing" divestiture,
the question is, Does the fact that enterprises were sold in an atmosphere
of stringency affect the outcome? There are two importantways in which
these fiscal considerations can and do affect divestiture outcomes. First,
where the fiscal constraint is truly binding (British Telecom, Malaysian
Airline Systems, crc, Mexicana), one of the primary effects of divestiture
is to permit a rapid increase in investment, which generally-Mexicana
being the one exception-leads to a substantial welfare improvement.
Thus divestiture seems to pay off in the presence of fiscal stringency in
cases where large investments are desirable.

Second, where there is a serious external debt problem and the enter-
prise is sold at least in part to foreigners (Telmex, the Mexican airlines,
Kelang Container Terminal) to obtain foreign exchange, substantial
benefits leakout of the country, givenrthatbuyers generally do well from
divestiture (recall table 23-1). The key is for the government to ensure
that the overall gains outweigh these leakages so that the domestic
economy nevertheless gains.

The Business Cycle

Is the success of divestiture at all dependent upon the point in the
business cyde at which it was effected? To some extent the effect of the
business cycle is bound up with the level of fiscal stringency: if the
economy is in a trough, the fiscal situation is more likely to be strained.
But are there any other effects of the business cycle on divestiture
outcomes? There are two points to be noted.

First, it is natural to expect more divestitures to occur after than during
a recession because of the reduced uncertainty about the private profit-
ability of the enterprise. For example, the U.K. goverunent was unable
to sell British Airways at the height of the recession in the early 1980s.
On the face of it, this would tend to make divestitures that did occur at
such times look rather successful, because the years after divestiture
would correspond with upswings in the economy, whereas the last years
of public ownership would be periods of recession. However, our meth-
odology corrects for this potential problem. Because we compare the
performance of the divested enterprise with the counterfactual perfor-
mance of the same enterprise had it not been divested, the pure effects



562 Welfare Consequenices of Selliing Public Enterprises

of the business cycle are conceptually eliminated. Thus, for example,
both Mexican airlines were divested just before a difficult time for the
airline industry, but this by itself did not adversely affect our estirnate of
their performance.

Second, to the extent that divestitures do occur during recessions, we
might expect that the sale price would be depressed. The ratio of the
realized sale price to our calculated value (Vpp) ought to be low for these
cases. Indeed, National Freight was sold at an unfavorable time, and the
U.K. government received a low price. Similarly, the Mexican govern-
ment sold Mexicana and Aeromexico while the economy was still early
in the recovery phase and received disappointingly low bids for the
enterprises.

The Policy Environment

Yet another important country characteristic is the policy environment in
which divestiture is carried out, induding the way in which divestiture
policy itself is designed and executed. The first point is explored below
under "Sale Structure," but a general argument can be made that when
govemments liberalize their markets (domestic and foreign) and generally
pursue sound macroeconomic management, divested and undivested en-
terprises alike face greater pressure to operate more efficiently. Conversely,
where governments follow restrictive and unsound macroeconomic poli-
cies, aJl enterprises are likely to capitalize on market distortions by engaging
in rent-seeking activities, possibly reducing welfare. The issue is whether
our sample can tell us something about this.

All the countries in our sample were, in this regard, "institutionally
strong." We have not uncovered cases involving egregious policy mis-
takes. On the contrary, a number of potential problems were avoided
because of preemptive actions taken by the government For example,
the introduction of appropriate regulation in monopoly industries e'fec-
tively eliminated excessive market power where it threatened to be a
problem in our cases. Labor opposition to divestiture was r:eflected by
choosing largely capital-intensive enterprises for div-zstiture and by
induding labor in the ranks of gainers by offering A orkers shares and
other benefits. In these and other ways, our sample countries have
managed to contain potential problems, and this is naturally reflected in
largely positive outcomes. The extension of these kinds of results to other
countries will depend at least to some extent on their ability to anticpate
and clear potential roadblocks to successful divestiture.

Summary

In general, country characteristics exhibit little variance in our sample
and hence play a limited role in our verbal regression. However:
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* Divestiture is associated with positive changes in welfare in the one
industrial country (the United Kingdom) and the three developing coun-
tries (Mexico, Malaysia, and Chile) in our sample, which suggests that
gains are possible across countries at different levels of development.
* The gains are relatively modest in the U.K. and Chilean cases (when
crc is exduded). This suggests that the potential gains from divesti-
ture can be more substantial in developing economies with unre-
formed public enterprises, but that remains an open question.
* Divestiture outcomes in the U.K. cases varied less than those of Chile,
Mexico, and Malaysia. This suggests that countries at earlier stages of
development can influence divestiture outcomes significantly.
* Finally, caution must be exercised in extrapolating our results to
very poor countries, which lack some of the institutions and markets
our sample countries possess. The same caution applies to the former
socialist countries, which do have levels of living comparable to our
sample but almost completely lack private sector institutions and the
kind of market mechanisms taken for granted in mixed economies. In
both instances, divestiture outcomes may differ from those found
here.

Sale Structure

We now turn to our final set of determinants of divestiture outcomes,
namely, those relating to the way in which the sale itself was conducted.
This includes such policy choices as the following. Should the govern-
ment relinquish ownership and/or control? Should it invest in enter-
prises prior to selling them? How should the government sell the
enterprise? To whom should it seMl it? How long should the process take?

Our starting point is that the sale structure itself could enlarge or
shrink the welfare pie and determine the winners and losers. For exam-
ple, some authors (e.g., Kikeri, Nellis, and Shirley 1992) have hypothe-
sized that divestiture enhances welfare more when the deal entis no
specal exemptions; when the governrment relinquishes control to the
private sector (or exercises control better); when only appropriate prior
restructuring is undertaken; when the process is conducted in a timely
and transparent fashion; and when foreign participation is carefully
handled. Do our findings support these assertions? In terms of our verbal
regression, this is equivalent to asking whether the sale structure
achieves significance as an independent variable.

Ownership versus Control

The argument for selling a majority holding in a public enterprise is that
the govemment thereby relinquishes control, thus setting in train the
behavioral changes expected of private sector ownership and relaxing



564 Welfare Consequences of Selling Public Enterprises

the constraints associated with public ownership. If this is so, it follows
that the sale of a minority holding would be cosmetic, inducing no
behavioral change and no aggregate welfare impact-a merely financial
exchange. The counterargument is that it is entirely possible for the
government to transfer effective control without selling a majority of its
shares; conversely, it may retain effective control even after it has sold a
majority of its stake; and it may exercise con tr '1 differently even if it has
only sold a minority of its holding to the prix ate sector. Therefore, there
is no one-to-one relationship between ownership and control. Accor1 -
ingly, we expect that ownership changes alone primarily affect the
distribution of welfare changes, while it is change in control that affects
the level of any welfare increment-often the two change together, but
they may not.

To explore these issues, table 23-5 profiles how ownership and control
changed in the wake of divestiture in our sample:

v In ten of the twelve cases analyzed, governments relinquished
more than 50 percent of the shares in the enterprises the two excep-
tions wereMalaysian Airline Systerns and Kelang ContainerTerminal.
In all ten cases, the government also relinquished control, albeit with
some variations in implementation.2t Here ownership and control
work together.
* In the other two cases, the government relinquished ownership but
retained control. In the case of Malaysian Airline Systems, the govern-
ment retained more than 50 percent of the shares and thus retained
direct control of the enterprise. In the case of Kelang Container Termi-
nal, the government sold 100 percent of the shares, but 90 percent went
to other public enterprises; thus the government effectively retained
indirect controL-s

How do these configurations relate to divestiture outcomes? In eight of
the ten cases where governments relinquished both 'wnership and con-
trol domestic welfare improved. However, our findings also suggest

* That the divestiture of a majority holding and relinquishing of
control do not constitute sufficient conditions for domestic welfare to
improve; other determinants of success matter. This is evident from
the ase of Mexicana.
* Even the sale of a minority holding or of a majority holding to other
public entities can be beneficial to socety. This is evident from the
cases of Malaysian Airline Systems and Kelang Container Terminal.

How may the second set of results be explained? In the case of Malaysian
Airline Systems, the sale of 48 percent of the enterprise to the private
sector led to no identifiable change of behavior. However, it changed the



Table 23-5. Features of tfte Divestitutre Process in the Tvelve Case Stuidies

leb Owtnerslhip structure after divestitfure
Method of sale (percentnages)

Stock market Domestic Conitrol
Prior lilitinl Duirationa Puiblic after

restruc- Market puiblic Direct of sale Govern2- enter- Concen- Emn- dives-
Countryandeterprise turinga price offering Bids sale (mttonths) ment prises Diverse trnted' ployees Foreigners lit ire

Urnited Kintgdom
British Telecom Le, F No Yes No + 28 4 9d 0 33 0 3 14 Pr
British Airways Le, L, M No Yes No + 93 0 0 74 0 10 16 Pr
National Freight Le, F No No No Yes 33 0 0 0 18 83 0 Pr

Chile
CHRLGENER No Yes No No + 30 0 0 28 26 5 41 Pr
ENERSIS No Yes No No + 26 0 0 34 30 27 10 Pr
crc No + No Yes + 44 0 0 26 12 3 59 Pr

Malaysia
Malaysian Airline Systems N + Yes No No 24 52 10 15 0 5 18 G
Kelang Container Terminal Le No No + Yes 28 0 90 0 10 0 10 PE
Sports Toto Malaysia -Fe No No No Yes 18 0 0 r 100 0 0 Pr

Mexico
Teldfonos de Mexico F + No Yes + 15 10 0 24 10 4 56 Pr
Aeromdxico I, Le No 'No Yes + 6 0 0 0 80 20 0 Pr
Mexicana de Aviaci6n Le No No Yes No 36 40 0 35 13 0 12 Pr

Note: P, physical; L, labor; Le, legal; M1, managerial; F, financial; N, none; Pr, private; G, government; PE, other public entities.
a. Between the sale announcement and consummation of the deal.
b. A "Yes" refers to the predominant method of sale, a '+" refers to secondary methods, and a "No" indicates that the method was not used.
c. Concentrated domestic shareholders have 51 percent or more of the voting stock.
d. Further sale of shares in November 1991 reduced the govemment's share to 21.8 percmft.
e. Negative financial restructurlng; the govemment took retained earnings out of the enterprise prior to sale.
Source: Authors' calculaiions frum enterprise data.



566 Welfare Consequences of Selling Public Enterprises

way the government exercised its control over the enterprise, the effect
of which was to relax the external investment and price constraints. In
the case of Kelang Container Terminal, indirect control meant that the
governmentcould intervene asbefore, but thatpower was exercised very
much as a private owner would exercise it, resulting in a desirable
chanige in goals, autonomy, and incentives.

More generally, the correlation between the sale of a majority state
holding and domestic welfare improvement lends support to the hy-
pothesis that the benefits from divestiture are likely to materialize under
such conditions. However, our results warn against believing that such
action is necessary or sufficient to make divestihtre welfare enhancing.
Other determinants of success (discussed in previous sections) are as
important if not more important. In addition, partial divestiture and the
sale of enterprises to other public entities can be more than cosmetic
changes; these transactions can alter the attitude of the govenrnent
toward the enterprise, with attendant positive effects on welfare.

Prior Restructuring

It is widely believed that physical, labor, financial, managerial, or legal
restructuring of a public enterprise before selling it enhances govem-
ment revenue and increases salability.30 Our view is that physical
restructuring is likely to be a wash at best, and at worst may reduce
government revenue. However, other types of restructuring may be
necessary for practical rather than theoretical reasons, to facilitate sale.
We elaborate on both arguments below.

The case for major physical restrucuring rests on the grounds that
buyers are then likely to offer a price that more than covers the incre-
mental investment. However, given that governments have proved to
be less than perfect investment decisionmakers in the past, it is entirely
possible-if not likely-tat buyers may offer a price that is less than the
cost of physical restructuring.

The case for other types of restructuring is more persuasive. Labor
restructuring can ease the social cost of divestiture and may reduce labor
opposition. Coupled with managerial restructuring, it may improve the
efficiency andcompetitivenessof the enterprise now andready itfor sale
sooner. Legal restructuring may be necessary to permit the sale of the
enterpriseormakemanagerial andlaborrestructuringpossible (imagine
even the most dynamic chief executive trying to fire workers in a
departmental enterprise, where workers are guaranteed their jobs by
law). Cleaning up the balance sheet (i.e., adjusting the debt-equity ratio
and settling arrears) may be desirable, especially where it involves a
mere cancellation of mutual debts between the govermnient and public
enter-rises or among enterprises.3 2
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Our cases seem to support the above views. Table 23-5 reveals the
following patterns:

* In none of our cases was physical restructuring undertaken prior
to divestiture. On the contrary, in selling the telephone enterprises in
Chile and Mexico, the two governrnents explicitly left that task to the
new owners, insisting that they commit themselves to massive invest-
ment programs to meet pending demand.
* Only sporadically did we observe instances of legal, labor, or
financial restructuring. This point is illustrated by a few examples
below.

Legal restructuring was common to all three of our U.K enterprises,
dictated by the fact that public enterprises had to be made limited
companies before they could be sold. In Malaysia, the government had
to change the legal status of the Kelang Container TerLinalbefore selling
it, because the ternminal was part of a larger public enterprise.

As for labor restructuring, the case of Aeromn6xico provides the
most dramatic example. Facing a massive strike as the government
was preparing to divest the enterprise, the government chose to
declare it bankrupt, liquidated it, and then sold its assets. Thus, the
new owners of Aeromexico were free to hire whomever they chose,
which tuned out to be a fraction of the previous work force. At the
end of 1987 Aeromdxico had 12,524 workers; at the end of 1988 there
were only 3,752 (the number rebounded to 6,321 at the end of 1991).
But Aerom6xico is not the onIy case. Labor and managerial restruc-
turing took place at British Airways, following the appointment of Sir
John King. Even though the Chilean enterprises underwent no
restructuring of any kind immediately before divestiture, there was
in the 1970s and early 1980s a major restructuring of all public enter-
prises, including those in our sample.

Finally, the only case of financial restructuring in our sample is that of
Sports Toto Malaysia, which is quite unusual. Rather than putting in
money, the government actually extracted some of the enterprise's ac-
cumulated retained earnings before selling it.

In sum, in our sample, major investment by the government prior to
divestiture played no role in improving divestiture outcomes. Instead,
where there was an important demand gap, governments insisted that
buyers bring in fresh capital to finance needed expansion, and this
expansion brought about significant positive welfare effects. Our cases
also suggest that some legal, labor, and managerial restructuring can be
useful if it speeds up the process of reform, reduces the social cost of
divestiture, and improves the efficiency of public enterprises in the
interim.
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Methiods of Sale and Buyers

How the enterprise is sold and to whom may ormay not affect the change
in welfare antd its distribution. On thie distribution front, selling the
enterprise on perfectly developed stock markets or through transparent
public bids with no concessions and perfect information should not
affect the initial distribution of wealth. Where these conditions are not
present, however, an imperfect sale structure can have a deleterious
irnpact, for example by leaking national wealth abroad to such an extent
that nationals are worse off.

What about the welfare increment? Here the key points are whether
or not the divestiture process leaves the enterprise with a buyer (or a
small group of buyers) whose stake in the enterprise is high enough to
worry about the outcome, and whether the buyers have the capacity and
motivation to change the enterprse. A subsidiary issue is whether selling
enterprises to workers improves welfare or not.

In table 23-5 we summarize the methods of sale employed and the
buyers of the enterprises in our sample. We find that

* The United Kingdom and Chile combined various methods of sale,
even for a single enterprise; these methods included stock market
flotation, bidding, and direct sale to workers. Mexico relied largely on
bidding, even though Telmex and Mexicana were already quoted on
the Mexican stock market. Malaysia relied on direct placement and the
stock market Thus our countries concluded the deals using whatever
vehicles were available.
* The United Kingdom and Malaysia fixed the price of their initial
public offerings. En Chile that was not necessary because the shares
of the divested enterprises were already being traded on the stock
market.
* Mexico, Chile, and the United Kingdom allowed foreign partic-
ipation in public bids for their telecommunications enterprises,
primarily because these enterprises were large relative to domestic
capital markets. In addition, foreign participation, together with
share dispersion, may have been intended to reduce the probability
of renationalization.
- Workers gained a significant share in the equity of National Freight
in the United Kingdom, ENERSIS in Chile, and Aerom6xico (where the
pilots' union acquired a 20 percent stake), sometimes at an explicit or
implicit discount 33 In most of the remaining cases workers purchased
relatively modest percentages of the shares, ranging between 3 percent
and 10 percent.
* Foreigners acquired a significant percentage of the shares in the
majority of our cases in Mexico and Chile, but not in the United
Kingdom or Malaysia. In the United Kingdom domestic savings were



SynthVesis of Cases 569

probably high enough to absorb the sale of large enterprises. But in
Malaysia sensitivity to foreign participation may have played a role.
* Finally, no case in our sample involved a divestiture transaction in
which ownership was fully dispersed with no controlling interest.

Can these pattems explain some of the findings reported in table 23-1?
With the customary caution that the sample is limited, we note the
following:

* No correlation seems to exist between the method of sale and the
distribution of welfare gains between nationals and foreigners. For
example, public bids were used in selling botlh TeLmnex in Mexico and
crc in Chile, but domestic welfare improved more in Chile than in
Mexico.
* Nor does selling the shares in the stock market seem to guarantee
that the fiscal effect of divestiture will be positive. The two electricity
enterprises in Chile (CHULGENER and ENERSIS) are examples.
* Finally, no correlation seems toexistbetween the change in welfare
and the nature of the buyers. In fact, in the two cases (National Freight
and ENERSIS) where workers gained significant shares, welfare also
improved.

Duration of the Sale

Fmally.. does the duration of the sale transaction make a difference in the
price received, and ulfimately in the net fiscal imnpact of divestiture
(defined as the sum of the sale price and taxes under private operation
minus the dividends and taxes that would have accrued to the govern-
ment had it kept the enterprise publicly owned)? A priori, the answers
to both questions are less than obvious. On the one hand, if the govern-
ment expects share prices to go up over time at a rate greater than its
discount rate, it would pay off to sell gradually. On the other hand, if
share prices are expected to go down because the government is drag-
ging its feet, the treasury would be better off selling the enterprise in one
shot.

We plotted duration of sale against net fiscal impact for our sample
and found only a weak correlation. This result lends support to the idea
that the duration of sale is not the most critical factor in determining the
sale price or in determining the fiscal impact of divestiture. Rather, the
sale price depends, perhaps to a larger extent, on buyers' perceptions of
the enterprise's potential and their expectations of future government
policies: price regulation, the trade regime, labor policies, corporate
taxes, and so on. In addition, the fiscal impact of divestiture depends
critically on the difference in profitability between private and continued
public operation.
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Summmary

Sale structure can enhance welfare under several circurmstances:

* If the government relinquishes control to the private sector-which
is not necessarily equivalent to selling more than 50 percent of the
shares
* Or if it retains control but exercises it better (for example, regarding
pricing and investment), which could follow from partial divestiture
* If the government agrees with the buyers to invest to meet an
existing demand gap, provided it has established a reasonable regu-
latory framework if the enterprise is a monopoly
* And, if the sale is concluded, irrespective of the method, given that
the latter depends on the size of the enterprise relative to domestic
capital market, and on the state of development of the capital market.

Prediction versus Prescription

What can we conclude from this discussion of case results and their
causation? The most important conclusion is that ownership matters. It
has implications for the size of the welfare pie and for its distribution. In
our cases taken as a whole, divestiture overwhelmingly enhanced do-
mestic and world welfare.

The second main conclusion involves bad news and good news. The
bad news is that we cannot use the fact that our cases were on balance
overwhelmingly successful to predict comparable success elsewhere.
Success was caused, not by the simple act of divestiture alone, but by
divestiture in combination with a set of intelligent accompanying poli-
cies, most notably regulation and sale conditions. The govemrnments of
the countries in the sample were generally doing a lot of things right in
the economic arena and were divesting into relatively well developed
markets. Where conditions are not comparable, results may differ.

The good news comes from the fact that corsiderable gains are possi-
ble when accompanied by good policy. This means that the case experi-
ences can be used to prescribe measures for attaining equivalent or
superior success elsewhere. It is to this topic we turn in the concluding
chapter.

Notes

1. To allow comparisons of these gains across enterprises and countries, we
need to calculate a ratio of welfare change tosome measure of the sizeof the firm.
As a measure of size we take annual sales in the last year prior to divestiture.
This, however, is a single year's flow, whereas our net welfare change is a
stock-the present value of multiple years' flows. To aid comparison, we there-
fore convert the stock to an equivalent flow-the annual component of a perpe-
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tuity with an equivalent present value. For example, if the net welfare change
were 1,000,computed using a real discount rateof 10 percent, then its perpetuity
equivalent would be 100, because, at that discount rate, an annual flow of that
magnitude forever also has a present value of 1,000.

2. This is true, at least, at thelevel of aggregation we used to reportour results.
Further disaggregation yields greater variance: for example, consumers as a
whole may win, but some subsets of consumers may lose, or all may gain over
the long haul while losing in some subperiods.

3. Kelang Container Terminal also shows a loss to competitors, but this was
primarily at the expense of conventional cargo at Kelang Port Authority, and was
more than offset by the port's gains as a recipient of dividends and rent.

4. These companiesimproved managerLtent in the adaptive senseof adjusting
to the smaller work force, but it is diff.cult to show major independent im-
provements.

5. This generalization, as with several others in this broad-brush overview,
will need to be modified when we look at individual rnarkets. For example, at
British Telecom, connection charges and monthly rentals increased in real terms,
while long distance calls became substantially cheaper.

6. For another case where macroeconomic effects were central see Abdala
(1992).

7. As measured by the sum of investment, output, and 80 percent of the
productivity price columns over thesumof all thecolumns, excluding interaction
effects.

8. One possible perverse outcome is the Averch-Johnson effect, according to
which a profit-maximizing rnonopolist subject to rate-of-retum regulation will
adopt an excessively capital-intensive technology because this investment will
expand its rate base. For more details see Averch and Johnson (1962), Wellisz
(1963), and Kahn (1988).

9. This is defined as the weighted average of marketshares for each commod-
itythefirm produces,theweightsbeingtherevenueshares, measured at the time
of divestiture.

10. A similar worsening of consumer welfare is being seen in the Argentine
telephone company ENrel (Abdala 1992).

11. For example, see Caves and others (1982). For a survey see Borcherding
and others (1982). For theoretical arguments see DeAlessi (1982), Borcherding
(1983), and VickersandYarrow (1988). Forempirical evidence seeBoardman and
Vining (1989) and Millward and Parker (1983).

12. In empirical work on US. routes served by two airlines, Brander and
Zhang (1990) find pricrs to conform roughly to Coumotlevel5, suggesting again
that we might expect Mexico's airfares to rise.

13. For further details see Symposium on Price-Cap Regulation (1989).
14. The institutional side of regulation, with some emphasis on the issue of

regulatory capture, is further discussed below.
15. An example is provided by Scooters, India Ltd., a public sector motor

scooter manufacturer. A buyer had been found for the enterprise, but opposition
from the labor unions scared him off and the deal was never consunmmated.

16. For example, labor costs constitute about 80 percent of the operating cost
of Mexico's state-owned railroad, Ferrocarriles Nacionales de Mexico, and there
has been little talk of divesting that enterprise.

17. Ewrel Argentina displayed a similar situation (Abdala 1992).
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18. Note that the figure of 41 percent for Telmex is actually too high for the
analysis here because it includes the effect of the second tranche sale. If we take
the ratio of the sale price at the divestiture sale of December 1990 to VFt" we get
a figure of 31 percent.

19. Well after the case study had been written, the Xabre group in fact
acquired control of 50 percentofMexicana in September1992, through purchases
on thestock marketand a further purchase from the government'sshareholding.

20. For example, the Deutsche Bundespost is claimed to have paid substan-
tially higher than world market prices to the domestic suppliers of telecornmu-
nications equipment

21. These problems are discussed in detail elsewhere. To cite but a few
examples, see Aharoni (1990), Jones and Vogelsang (1983), Shirley and Nellis
(1991), and Galal (1991).

22. In the years following the ; 178 White Paper, attention in the United
Kingdom has shifted to divestiture, overshadowing the performance of enter-
prises that were not divested. Interestingly, nondivested enterprises have im-
proved their productivity significantly, especially since 1982. But these
improvementsrnayhavebeenhelped by thegoverrunent'semphasis on financial
constraints and cost savings plus its willingness to back labor force reductions if
deemed necessary.

23. To be sure, non-profit-maximizing behavior on the part of management
can arise in large public and private corporations alike. However, the manage-
ment of a public enterprise has fewer incentives and faces greater constraints on
maximizing profit.

24. At ENERsis, top management remained the same, but they are now
part owners of the company. In Mexico, ironically, the general director (the
chief executive officer) of Mexicana appointed in March 1991 is a well-known
ex-public figure, the former head of the government social welfare agency.

25. The underpinning of a government's capacity to write and enforce credi-
ble regulatory contracts in telecommunications is currently being explored in a
World Bank research prcject covering five countries: Chile, the United Kingdom,
Jamaica, the Philippines, and Argentina. For further details see Spiller (1991).

26. We take as exogenous what Davis and North call "the set of fundamental
political, social, and legal ground rules that establishes the basis for production,
exchange, and distribution (in a society)" (1971, p. 6).

27. British Telecom was an interesting case in that, just prior to divestiture, it
won approval to raise money in the bond market despite the public sector
borrowing requirement restrictions. Nevertheless, it had been constrained prior
to that time and, in fact, never issued the so-called Buzby bonds because divest-
iture rendered them unnecessary.

28. In the British Telecom case, the government reserved a "golden share"
and veto power over certain decisions, such as whether to allow a foreign
takeover. In the case of Telmex, the govemrnment created two classes of stockl
voting (40 percent) and nonvoting (60 percent). It then sold 51 percent of the
voting stock (20A percent of the enterprise) to the controlling shareholders-a
consortium of investors led by a leading Mexican businessman and including
Southwestem Bell and France Tl&corm. In the case of Mexicana, the controlling
shareholders acquired only 25 percent of the stock, but the government placed
an additional block of shares in a trust voted by the controlling shareholders,
thereby guaranteeing them control over the company.

29. The limited number of divestiture cases in our sample wheregovremment
retained a majority holding is no accident Since we were interested in measuring
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the effect of the change of ownership on welfare, we deliberately selected our
sample from a setof cases inwhich governments relinquished majority holdings.
In the Malaysian cases thechoicewasdictatedby theabsenceof such cases,which
we did not mind because we also wanted to explore the very issue now being
addressed.

30. By physical restructuring we mean the rehabilitation or replacement of
capital;by labor restructuringoptimization of the labor-capital ratio;byfirancial
restructuring the removal from the balance sheet of excessive debt and arrears;
by managerial restructuring the replacement of top management; and by legal
restructuring changes in corporate form. Some authors include competition
policy under restructuring, but we treat this as a change in the market environ-
ment, and hereweonlyconsiderchangesinternal to theenterprise. Restructuring
of enterprises in the sense of splitting them into smaller units, allowing entry,
and so forth, before selling them, to create more competitive markets, was
discussed above.

31. In Lawrence H. Sunmmers' terminology, this is equivalent to evicting the
tenant before selling your apartment.

32. The main issue for govemment is the fiscal cost of labor and financial
restructuring. But this is essentially an intertemporal problem, which needs to
be addressed anyway.

33. For example, in the case of Telmex, the government arranged a loan for
workers of US$325 nillion for their 4A percent share and is holding the shares
in a trust until the loan is paid off. In contrast, workers in Chilewere onlyallowed
in most cases to use their legal severance payments in advance to purchase
shares-



24. Policy Summary

The fundamental goal of this book has been to contribute to the divesti-
ture debate by presenting and analyzing the evidence from comprehens-
ive empirical case studies. That task is complete. The remaining task is
to integrate whatever knowledge has been generated into concrete pol-
icy recommendations. Many readers will judiciously decide to quit
reading at this point, for either of two quite different reasons:

* This chapter adds no further research or analysis. What is added is
opinion-informed, we hope, but opirion nonetheless-to fill in the
gaps in existing research. There is nothing left to learn for those whose
interest is limited to that which can be demonstrated, or at least
argued, with some attempt at rigor.
* Others will recognize that policy must be made today, regardless
of the state of research. Those readers with practical real-world expe-
rience may well conclude that they rather than we have comparative
advantage in drawing policy conclusions from the evidence we have
presented.

For what it is worth, however, we offer our own synthesis of fact, theory,
intuition, and wishful thinking. We warn the reader that in the process
we take off our policy-oriented research hats and put on our policy
adviser hats, with an attendant diminution of confidence in our asser-
tions. Our suggestions have at least the merit of being largely derived
from empirical observation; that is, they are arrived at inductively, using
a bottom-up approach.

Goals and Motivations

To provide a framework for this policy discussion, let us assume that a
mixed-economy developing country is considering including public-
enterprse divestitures in an economic reform package and has asked
us for guidance based on international experience (again, we do not

575
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presume to extend our results 'o the former centrally planned econo-
mies, where the problem is to create a market to divest into). In forrnu-
lating our response, we understand that:

* The goal is enhanced domestic economic welfare. Many pressing
economic goals-such as responding to a fiscal crisis, if one exists-
are subsumed here, but the achievement of one target must be
balanced against costs imposed elsewhere. Further, foreigners are
not part of the relevant constituency; their interests must be consid-
ered, but they are a means rather than an end. Finally, political
considerations are not our specialty, but we trust that domestic
economic gains, if dramatic, will enhance political goals, however
defined.

How dramatic are the gains that aight reasonably be expected?
This depends in large part on how much room there is for improve-
ment If the coLntry's public enterprises are run as well as Singapore
Airlines, the Republic of Korea's Po Hang Iron and Steel, or other
world-class public enterprises, then the potential gains are small.
However, for a typical developing country, international experience
suggests that:

If zwisely implemented, divestiture is perfectly capable of producing
annual welfare gains in the vicinity of 5 to 10 percent of predivestiture
annual sales,1 or a return whose present value is eqLuivalent to 50 to
100 percent of sales (discounting at 10 percent).
* In a typical developing country the public-enterprise sector gener-
ates about 10 percent of GDP, and annual sales are 2.5 times that. If half
the sector were to be divested, the arnual gains would amount to
something like 1 percent of CIDP. This is a small percentage, but of a
large number, which produces substantial absolute gains, as can be
seen by multiplying nearly any country's G;DP by 0.01. Alternatively,
in a typical developing country it would be equivalent to 7.6 percent
of government consumption.? Note that these are annual gains that
will accrue year after year, so that one may arrive at the present value
of the stream of these annual retums by multiplying each of the above
figures by 10.
* Additional economic benefitsnmight follow from unleashed private
entrepreneurial activity, accelerated capital market development, bet-
ter use of scarce administrative resources, heightened productivity on
the part of remaining public-enterprise managers and workers chas-
tispd by the divestiture of their peers, and otier indirect effects. These
atmospheric effects are clearly potentially important, but to our
knowledge they are nowhere substantiated by empirical work.
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If these benefits are sufficiently large to warrant expenditure of the
scarce time and political capital of decisionmakers, then whIat must be
done to achieve them? Alas:

* There is no simple, internationally applicable recipe for divestiture.
What sliould be done will vary with the country's economic circum-
stances as summarized in the relative development of market forces,
the civilseMvice, and the capitalist-managerial class. What can be done
is further constrained by sociopolitical circumstances, including the
strength of the government and the prevailing attitude toward capi-
talism in the society.

Accordingly, in what follows we do not provide a single set of
recommendations. Rather, we identify a series of decisions to be made
and the factors that influence each.

What Is to be Sold?

Logically, the first decision is what to sell:

* Divestiture "trage" is the act of bifurcating the public-enterprise
sector into those enterprises that will be allowed to die, those thatwill
be divested, and those that will be retained in the public sector. Done
exhaustively, this requires answers to all the subsequent questions and
will consume a year or more of time and a lot of consultant resources. 4

If the government's needs include deferring pressure from interma-
tional lending agencies, then such a study might be a first priority.
If, on the other hand, it wishes to proceed expeditiously, then it
should form a committee whose initial assignment is to identify
within a few weeks a selection of enterprises that clearly belong in
the second category. A comprehensive studv can be commissioned
at the same time to thresh out difficult boundary cases.

A category of enterprises whose selection for divestiture should be
virtually automatic consists of those whose presence in the public serctor
has no economic justification whatsoever. Eor example:

- Competitive enterprises that are small relative to both their product
and their factor markets should be among the first to be sold. Because
they are small relative to domestic sales (induding imports), there is
no danger of their exploitingmarket power, and the difficultproblemns
of postdivestiture regulation are avoided. Because they are small
relative to the factor market, competitive bidding is feasible and the
difficult problems of price setting and negotiation are avoidable.
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Because they are small in absolute size, rapid changes h1 , :formance
are possible.

This was the strategy followed in Mexico, where hundreds of enterprises
in competitive sectors such as hotels, auto parts, and textiles were sold
early in the divestiture program.

As usual, however, the scope for taking the easy way out is limited.
Although the number of such enterprises is likely to be large, their
aggregate contribution to GDP will necessarily be small, and even large
percentage gains are unlikely to produce a noticeable impact on the
overall growth rateof the economy. Further, itmay bedeemed politically
desirable to establish the credibility of the program by selling one or
more highly visible enterprises. Accordingly, many governments may
wish to include some larger noncompetitive enterprises in the initial set.
How are they to be selected?

* It is tempting to sell the best-run enterprises first, because they are
seen to be the easiest to find buyers for. This makes political sense if
the goal is to get started quickly and show that the govemment is
serious about the program. Economically, however, these enterprises
are a lower priority because the potential gains are smaller where the
enterprise is already relatively well run. If a government does decide
to sell such a cash cow, it should be careful to appropriate a substantial
share of the returns, through mechanisms descrbed later.5

* Conversely, the greatest potential economic gains come from di-
vesting the worst-run enterprises (as distinguished from those with
the worst economic prospects, whatever the character of manage-
ment). Here the problem is to find a buyer; price is of secondary
importance. The opportunity cost of not selling is very high, because
the potential gains from changes in performance are great Gains from
the sale price itself become secondary economriically, and the quest for
short-term fiscal transfers should not be allowed to impede progress
toward getting the best buyer quickly.
* Particularly large gains are also possible in industries where public
autonomy constraints are especially damaging. Public enterprises do
particularly badly where quick and decentralized decisions are re-
quired or where large amounts of "frivolous" expenditures on travel,
entertainment, or advertising are required. Accordingly, enterprises
selling differentiated consumer goods (especially abroad) or requiring
heavy marketing efforts are likely to benefit disproportionately from
divestiture. The extreme case is revenue monop olies such as gambiing,
alcohol, or tobacco.

This is a short list, and some may find it disappointingly so. The reason
for the brevity is that:
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* It is not so much whtat one divests as how that makes a difference.
Successful divestitures have occurred across a wide spectrum of in-
dustries, enterprise sizes, and competitive environments. It is the
policies that accompany divestiture that matter.

Competition Policy

The first such set of policies involves divesting enterprises where com-
petition can be induced. Many economists argue that the real problem
with public enterprise is not its ownership but the noncompetitive
markets in which it operates, and that if one corrects for market structure
there is no demonstrable difference between public and private opera-
tion. Whether or not one accepts this assertion in full, it is an essential
truth that trading a public monopolist for its unregulated private equiv-
alent is not guaranteed to enhance either the enterpris's efficiency or
the government's chances of being kept in office by satisfied consumers.
One implication is that governments must worry profoundly about price
regulation when they divest a monopoly or an oligopoly. We will discuss
how to deal with this problem next, but first let us try to make the
problem go away through competition policy:

* For producers of tradable goods, the solution is simple: announce
a stict timetable for phased reduction and eventual elimination of
import restrictions on competing goods. For example, in conjunction
with divestiture, Mexico liberalized competing imports in a number
of industries, including fertilizers, auto parts, steel, and chemicals.6

Unfortunately, we also know of cases where the exact opposite has
been tried:

* Under pressure to get the deal done, it is tempting to provide
concessions to the buyer. In Togo, a steel mill was granted monopoly
import rights on noncompeting imports, guaranteeing profits even if
domestic production activities were unchanged. In an undocumented
and hence unnamed Pacific country, profits at a canning plant soared
after divestiture, but closer inspection showed that this was due to a
ban on competing imports. There are of course good political reasons
to sweeten the deal, but there are less costly, nondistorting ways to do
so, as we shall see when we discuss financial restructuring below.

Potential competition can also have an inpact on pricing behavior. A
policy of free entry into the markets of divested enterprises should be
adopted.

For nontradables such as telecommunications and electricity, the
problem is considerably less amenable to solution, because it is rooted
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in technology rather than policy. As a result, the problem cannot be made
to disappear, but it can be ameliorated:

* Many natural monopolies have been granted unnatural monopo-
lies in ancillary goods and services. The clearest example is in the
telecommunications industry, where competition is perfectly feasible
in such markets. Other examples include new services such as cellular
systems. A significant addition to the gairs from the divestiture of
British Telecom came from allowing private entry into these markets.
* In the case of electric power, a quite different opportunity presents
itself, because while the core grid is necessarily a monopoly, the
separate generating plants are not. The model here is Chile, where
prior to divestiture the electricity monopoly was carved up into a core
grid plus a number of independent generating and distribution units.
The generating units were then made to engage in price competition
for supplying power to larger customers. The separate distribution
units, although noncompetitive, atleast gave regulators acomparative
basis for regulating prices and costs.
* More generally, breaking up large enterprises prior to sale (com-
petitive restructuring) is desirable where it promotes competition and
is technologically feasible. We induded no such cases in our sample,
but the former socialist countries offer particularly abundant oppor-
tunities. Romania converted 2,000 of its public enterprises into 6,000
prior to divestiture. Tne importance of the techological feasibility
constraint (economies of scope and scale) is illustrated by the case of
Mongolia, where the telephone company was broken up into twenty-
three separate operating companies on the U.S. modeL The wisdom
of this is open to question in a country of 2 million with low telephone
density.

Another form of predivestiture breakup can also be helpful, even
when it does not foster competition:

* The Kelang Container Terminal in Mdlaysia was split off from
general port activities prior to sale, but this did not, nor was it intended
to, promote competition. Rather, it was done to create a profitable unit
that could be sold quicldy. In other cases this would have the further
advantage of creating a smaller unit more appropriate for sale on the
local capital market and hence more likely to attract a larger number
of competitive bidders.

Regulation

Even if competition policy is taken to its maximum extent, it will remain
necessary to continue to regulate the prices of some large divested
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enterprises if one is going to significantly reduce the size of the public-
enterprise sector. Price regulation has two quite different tasks:

* First, given costs, one needs to set a price that is low enough to
preclude exploitation of consumers yet high enough to allow a fair
return on capital. There is a large distributional impact and a small
welfare impact of failure to achieve such allocative efficiencies.
* Second, one needs to motivate producers to keep those costs as low
as possible. Failure to accomplish this means exploitation of every-
body, because there is a large negative welfare impact of costs stem-
ming from X-inefficiencies.

Accomplishing these two goals is not easy, either before or after
divestiture. If it were, then there would be little economic debate over
the scope of the public-enterprise sector. Accordingly:

* The single most important task to ensure welfare enhancement in
large-scale divestitures is to see that achievement of both price-setting
goals is improved.
* International divestiture experience to date yields clear cases
where the first goal has been achieved. British Telecom established
the model: it was allowed to raise prices only at a discount from the
general rate of price inflation (the RP - X formula), the discount
ostensibly accounting for the rate of technological progress. Other
countries followed either more (Chile) or less (Malaysia) sophisti-
cated price-setting methodologies. In each case this generated suffi-
cient enterprise revenues to allow expansion without subsidies or
consumer exploitation.
* In contrast, success with the second goal has been less obvious. In
none of the cases of large-scale monopoly divestitures have major
cost-saving productivity imnprovements been convincingly demon-
strated. This may be in part because it takes time to tum a large ship
around. In Chile it may have been because these improvements had
been largely accomplished prior to divestiture. Elsewhere, it may also
be in part because there is simply no perfect incerntive mechanism for
motivating cost containment and elimiinating the ratchet effect when
regulating prices. For example, it is sometimes argued that because the
RPI - X formula is independent of costs (unlike the traditional U.S.
cost-plus regulatory formula), enterprises reap any gains from cost
cutting and thus are fully motivated to do so. This ignores the fact that
X will be reset in a few years, and when it is, higher profits due to lower
costs are likely . c mean a lower future X. Between such adjustments,
cost-cutting incentives renain but are far from complete, as U.S.
regulatory experience shows. This is not to say that the RPI - X formula
is not an improvement, but only that it remains imperfect.
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* The basic problem is how to get information on best-practice costs.
Here the breakup of Chile's electricity sector has a further advantage
in providing multiple independent accounting units whose cost c-
tures can be tested against one another.

Specifying exactly how to regulate prices is well beyond our current
mandate. We only stress that it is not easy, but it is critical and major
resources should be committed to it. Other regulatory issues are also
important:

* Specifying a responsible regulatory regime in advance does not confer
a burden on the buyer, but rather a blessing. Few governments will not
respond to consumer presstures for lower prices in monopoly markets in
the presence of excess profits; if the present govermenlt is permissive,
the next one may not be. In the absence of a prespecified regulatory
regime, there is a greater danger of unfair appropriation of earnings in
the future, and a concomitant reluctance of potential buyers to bid for the
enterprise and make necessary investments after the purchase.

Foreign Participation

A decision needs to be made early on whether to permit foreign buyers.
If foreign buyers are allowed to participate, then it is also necessary to
decide whether to permit direct investment (induding participation in
management) or only indirect (portfolio only) investment. The advan-
tages of foreign participation are largely economic

* Foreign participation expands the opportunities available, and
thus increases the potential yields from divestiture to the government.
The more bidders there are, the more likely it is tat the government
can extract a maximum price and thus increase its share of the divest-
iture gains.
* Indirect foreign participation can also raise the level of divestiture
gains through macroeconomic activation effects: bringing in capital,
increasing domestic investment, and reducing balance of payments
constraints. However, material benefits of this sort are confined to
countries-such as Mexico and Argentina-where foreign partidpa-
tion in capital markets is presently controlled or where there is some
other capital market distortion. Where capital markets axe already
open-as in Malaysia and the United Kingdom-increased foreign
participation (at the expense of domestic participation) in the divested
enterprise is unlikely to bring net economic gains.
* Foreign direct participation brings the further advantage of moti-
vated technical and managerial know-how. Foreign expertise can
always be hired by wholly domestic enterprises, public or private, but
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it is difficult to write a contract that motivates full foreign effort
without equitv incentives. This was a key element at Telmex, where
Southwestern Bell and France T6Mlcom took major equity positions
and provided terlhnical advice.

The disadvantages of foreign participation are both economic and
political:

* On the economic side, some of the buyers' gains accrue to foreign-
ers rather than benefiting domestic actors.
* Popular antipathy to foreign participation can help derail a divest-
iture program. Turkey was hailed as a divestiture model in the mid-
1980s, but the first major sale,8 that of five cement enterprises, was to
a foreign buyer. The subsequent blockage of this transaction through
court proceedings led to a government announcemnent that no more
foreign sales would be allowed; meanwhile the entire divestiture
program suffered a multiyear hiatus.

Political problems are in part a fumction of how the deal is structured:

* When empirical work suggests-as in the cases of the Mexican and
Argentinian telecommunications monopolies-that foreigners reap
huge gains from divestiture while some domestic participants lose, it
is not unreasonable to expect heightened political tensions. In marked
contrast, at Malaysia's Kelang Containe Terminal foreigners were
given a mere 10 percent direct stake but helped contribute to welfare
gains that overwhelmingly benefited the citizens and the govenmuent
of the country. At Compafiia de Tel6fonos de Chile (CTC) foreigners
took 59 percent of the enterprise, yet the domestic welfare gain was
the largest in our sample.

In sum, if the government can handle the political flak, it should
certainly use foreign participation to enhance the net domestic benefits
of divestiture.

Partial versus Full Divestiture

Full divestiture is the transfer of 100 percent of ownership and control
to the private buyer orbuyers; partial divestiture is anytiing less. Partal
divestiture in tun reflects a continuum of choice on the ownership scale
but a discontinuity on the control scale, depending on whether or not a
controlling interest is sold:9

* The decision to relinquish control should be separated from that of
how much of the ownership to sell. At first blush it might be thought
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that there is a simple correlation: selling a majority of shares relin-
quishes control; selling a minority does not. In fact, holding a majority
of shares is neither necessary nor sufficient to retain controL It is not
necessary for the obvious reason that a 20 percent stake or less is
sufficient to control a company if the remaining shares are widely
dispersed.10 It is not sufficient because the government can retain
nonvoting stock-as in the cases of Telrnex and Mexicanal -and thus
receive the financial benefits of ownership while ceding control.

Should full or partial divestiture be chosen? If the latter, what percent-
age of the shares should be sold, and should control be relinquished?

* Partial divestiture is often derided as a merely cosmetic transaction.
It can be accomplished by selling a noncontrolling interest to diversi-
fied private shareholders or by transferring ownership to another
public enterprise. In either case, effective government control over the
intemal decisionmaking process of the enterprise is retained even
though the official list of public enterprises (which typically exdudes
indirectly held and minority stakes) is shortened. Appearances of
course matter in politics, and the govement may well benefit from
the altered face of the public sector, even if its behavior does not
change.

However, behavior can change under partial divestiture, and real
economic gains are possible, even if control is not ceded. How can this
happen?

* What matters is not te government's right to intervene, but how
it intervenes, and partial divestiture can alter this. One surprising
result of our empirical work is that the largest divestiture gains
resulted from relaxation of an investment constraint, where a fis-
cally strapped government refused to allow rational investments.
In the case of crc, release of the constraint followed complete
divestiture, but in the cases of British Telecom and Malaysian
Airline Systems it accompanied partial divestitures, because the
firms no longer tell under public sector borrowing rules. Similarly,
partial divestiture allowed redundant managers to be laid off at
British Telecom, and more rational prices to be charged by Malay-
sian Airline Systems.
a The same principle can apply to internal operating efficiency.
Divestiture is supposed to dramatically enhance productivity by im-
proving incentives and increasing the autonomy of managers and
workers. The most dramatic case of such change that we documented
was at Malaysia's Kelang Container Terminal. Efficiency was en-
hanced despite the fact that the government still both owned and
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controlled the two enterprises that owned about 80 percent of Kelang's
shares, and Kelang's board of directors still included three govern-
ment officials, five representatives of other public enterprises, and
only one private sector participant. Clearly, partial divestiture can be
more than cosmetic.

Valid though these possibilities may be, they remain possibilites, and
in any case they at best allow partial divestiture to be as good as full
divestiture. Further, even if partial divestiture works as well as it possi-
bly can under the divesting government's enlightened guiidance, the
potential remains for quick reversal under its successor. There are,
however, additional strong reasons why partial divestiture may often be
superior as a first step:

* The first economic argument for partial divestiture follows from
the difficulty of determining a fair price for the enterprise in an
uncertain environment The second economnic argument follows from
the difficulty of actually obtaining a fair price for the enterprise, even
if it can be determined, when the offering is large relative to the
existing capital market. Selling part of the shares initially, letting the
market set a price over time, and later selling the rest can thus increase
government revenues. At the time of sale of the first tranche of Telnex
shares, the market valued the enterprise at US$8 billion; at the second
sale six months later it was worth US$14 billion; and a year later, when
the third tranche was sold, the value was US$30 billion.
* The political argument for partial divestiture is that, in the presence
of contending political forces, the alternative to the compromise of
partial divestiture may be no divestiture, at least for the time being.

In sum, partial divestiture need not be cosmetic, and in some
circumstances it may improve both the country's economic welfare and
the government's political well-being. Particular attention should be
given to the Mexican option of relinquishing control (to achieve behav-
ioral change) while retaining majority ownership (to maximize the
government's share of the results of the changed behavior).

Internal Restructuring

It is quite common, especially in Africa, to "prepare an enterprise for
sale" by intemal restructuring. Most commonly this takes the form of a
financial restructurinr,- in which the government makes the enterprise
more attractive by taking some debt off the enterprise's balance sheet.
Other types of restructuring include changing the legal corporate form,
laying off workers, making new investments, or completely reforming
internal management. Should this pattern be followed?
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* There is a fundamental inconsistency in the concept of restructur-
ing for divestiture. If one really believes that private management is
better in this industry, then why think that public management can
accomplish reform more effectively? if restructuring costs 1 million
and the enterprise can then be sold for 3 million, then all parties would
generally be better off if it were sold for 2.2 rnillion as is and the private
buyer made the changes. This view is supported by two cases in
Mexico' 2 where potential private buyers were reported to be consider-
ing terminating ongoing restructuring projects. Accordingly, one
should treat all restricturing proposals with skepticism and ask
whether the governument really has a comparative advantage at re-
form.

There are legitimate affirmative answers to this question:

* Restructuring by the government may be desirable because it is
supported by foreign aid or low-interest loans that would not other-
wise be available.
* A necessary precondition to sale may be a legal restructuring, for
example, conversion of a departmental enterprise (subject to govem-
ment legal statues) orpubliccorporation (operatingunderspeciallaw)
into a joint stock or limited liability corporation (operating under
general corporate law).
* If workers need to be fired, or if a particularly obstreperous union
needs to be tamed, it may make future management's life easier if the
previous management assumes the role of the villain. The ultimate
model is Aeromexico, where the government legally terminated the
old public enterprise (thereby abolishing the unions and worker ten-
ure) and then reconstituted it as a new legal entity, which was sold
free of the encumbering labor relations of its predecessor. This restruc-
turing resulted in animmediatetwo-thirds reductionin theworkforce
(although employment rose substantially thereafter)-
* Financial restructuring is a first-round, zero-sum economic game
that can have positive-sum second-round consequences by achieving
a politically acceptable price for the enterprise. Many enterprises can
and should be sold at a price that is low (or even negative see below)
relative tobookvalue or some otherpopular perceptionof worth. This,
however, leaves the goverrnent open to charges of "giving away the
national patrimony," if not of outright corruption. Accordingly, it is
often desirable to structure the deal so as to get the price up to a
politically acceptable level. There are many costly and a few cheap
ways to do this. The costly ways include promises of protection from
imports and entry. A cheap way to accomplish the same goal is for the
government to take some debt off the books-every dollar of debt
removed should make the buyer willing to pay a dollar more. The
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result is an economic wash for both parties, but a political gain.13 An
example is Aerom6xico, whose assets (but not its liabilities) were sold
for less than the value of the liabilities, forcing the creditors of the
bankrupv enterprise to take a loss.
* Finally, governnent reform now may dominate private reform
later. If there is some legitimate reason why the sale cannot take place
in the near future, then it may be better to start reform now rather than
delay it until after the sale. Note the fundamental distinction, however:
it is legitimate to initiate reform until the sale can be accomplished, but
it is illegitimate to delay the sale until reform can be accomplished. For
example, by bankrupting Aeromdxico, the government was able to
eliminate redundant labor, something that the divested Mexicana has
still not been able to do.

How Should the Enterprise Be Sold?

How the enterprise is sold also makes a difference:

* Even in the simplest case of the sale of a small enterprise, success
in the sense of sustainability is not guaranteed. In marked contrast to
its successful second wave of divestitures, Chile's first attempt in the
1970s was largely unsuccessful, resulting in bankruptcies and the
eventtual return of most of the divested enterprises and banks to
effective public control in the early 1980s. Bangladesh's mid-1980s
divestitures of many small and medium-sized enterprises had much
the same result.

What sale mechanisms can be utlized to ensure sustainability and
maximize welfare benefits?

* Be sure that the buyer puts up suffcient equity. The failures in
Bangladesh and early on in Chile were in part attributable to buyers
being loaned money to buy enterprises based on the collateral osten-
sibly provided by the highly indebted enterprises themselves. In many
cases it then proved easier to make a large profit by asset stripping and
trAnsfer pricing tan by turning the firms around. Welfare-diminish-
ing leveraged buyouts are not confined to the United States.
* To ensure sustainability, be sure that the political opposition can-
not support a charge that "the govemment sold the national patri-
mony for a song." In part the plausibility of this charge is a function
of the sale price, but various forms of postdivestiture profit sharing
have proved quantitatively superior in many cases. Income taxes are
an automatic form of profit sharing-so long as the government has
avoided giving away tax breaks as a condition of sale. Other mecha-
nisms include keeping some of the shares initially and imposing
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special taxes, rents, or levies that take effect only aftersome target level
of performance has been reached.
* Select the buyer through competitive bidding where possible, but
do not necessarily accept the highest bidder. The highest bidder
may simply be the most foolish-or the most clever, offering terms
and conditions in fine print that do not yield the highest economic
gain. Instead, governments should evaluate disinvestnent alterna-
tives just as they would investment altematives, through a present
value calculation.

Who should manage the sale? A single centralized body, the enter-
prises themselves, or multiple intermediary organizations? Which
supraenterprise organizations should be involved? Organizational
questions such as these are largely country specific, and the answers will
vary depending on where the best people in the country in question are
to be found. However, two general principles apply:

* To minimize waste and corruption, centralize policy. To maximize
speed and take advantage of self-interest and competition, decen-
tralize execution. One mnodel is Mexico, where a small staff of seven
supervised the decentralized sale of 193 enterprises in just three
years.

Finally, when should one sell? Some would say "yesterday,'" which is
inpossible. Others would say "tomorrow," hoping that tomorrow never
comes. We would say "it depends":

* Sell only when the necessary accompanying policies are in place
to make the divestiture a success. Violating this rule will bring a
quick end to one's divestiture program, if not one's tenure. Com-
pare the failed Chilean divestitures of the 1970s with the successes
of the 1980s.

Conclusion

Some may be distressed at the length of our list of lessons (and it could
well be longer). Be not faint of heart. The fact that substantial gains from
divestiture are possible, but by no means guaranteed, means that policy
can make a difference. In government there is no magic wand; policy
matters.

Notes

1. In our sample, the change in net domestic welfare ranged from -2 to +145
percent of the enterprise's predivestiture annual sales, with a mean of 24 percent
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and a median of 5 percent Additional gains accrued to foreigners, some portion
of which could be captured domestically under different policies. Finally, if we
net out gains in consumer surplus-which we view as economically and politi-
cally important, but others view as hairy-fairy-the variance in the domestic
results is significantly reduced: the range is then from 1 to 68 percent, with the
mean at20 percentbuta median of 6 to 7percent Weconclude that the empirical
evidence supports a target of 5 to 10 percent as perfectly reasonable in typical
cases.

2. Assuming an intermediate 8 percent gain: 8 percent of half of 25 percent
equals 0.01. This assumes that our partial-equilibrium, enterprise-level results
arc not substantially undermined by general-equilibrium considerations when
a significant portion of the economy is divested.

3. For ninety-five low- and middle-income countries general government
consumption averaged 13 percent in 1987 (World Bank 1989, p. 181).

4. For example, inTurkeyit took Morgan GuarantyTrustCompanyfromJune
1985 to June 1986 to complete a master plan for privatization. This is only one of
many delays that in that country resulted in only 0.5 percent of public-enterprise
assets being divested by 1991.

5. In contrast to the following case, the net welfare gains from changes in the
firm's performance are small, so any overall gains come from the sale price (in
our notation, if V - is small, then the change inwelfare is heavily dependent
on Z, assuming X, exceeds A.

6. Using tariff policy to control monopoly power in the wake of divestiture is
of coursenotasubstitute forabroadertradeliberalizationscheme. Consideration
must alsobegiven to thepricecompetitiveness of the enterprise's inputs: moving
toward world prices for outputs may not be feasible without a similar move for
inputs.

7. Chile uses a considerably more sophisticated price-setting mechanism for
electricity regulation. It starts with a cost-plus formula, which in itself is neither
superior or inferior. However, the Chilean regulators establish costs not through
legal negotiation as in the United States, but through outer-bound cost functions
based on best-practice firms, and they use a capital asset pricing model to
establish the "plus" factor.

8. We view as minor the earlier sales of a 20 percent stake in a telephone
equipment firm and 100 percent sale of a bridge.

9. The minimum condition for a controlling interest is that the private sector
effectively appoints the chief executive officer.

10. For statistical purposes, the US. Bureau of Economic Analysis considers
a mere 10 percent ownership of a U.S. firm by a foreign party a "direct"
investment (implying a measure of control).

11. In the case of Mexicana, nonvoting shares were not created, but the same
thing was accomplished by putting voting shares into a trust voted by the
controlling miinority block.

12. These were the fertilizer manufacturing enterprise Fertimex and the
Ahmsa steelmnaking operation. We were unable to confirm that any of these
projects were actually cancelled.

13. In a few countries govermnents and public enterprises have historically
avoidedpayingtheirbills to one another,leadingto theaccumulation of accounts
receivable and payable. In such cases, mutual debt cancellation is not quite an
economic wash because it reduces future transaction costs and uncertainty, thus
increasing the buyers' willingness to pay.
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E T H E WO R L D B A N K

Welfare Consequences of Selling Public Enterprises is the first conipre-
hensive empirical study of divestiture to measure its effects on sellers:
buyers, consumers, workers, and competitors. The study measures
changes in producer and consumer surplus and answers questions
about who won, who lost, by how much, and why. It compares the
pre- and postdivestiture performance of enterprises and what the lat-
ter would have been under continued public ownership.

The sample includes case studies of twelve enterprises in four coun-
tries: one industrial (the United Kingdom) and three middle-income
(Chile, Malaysia, and Mexico). The enterprises analyzed are in the
fields of aviation, energy, telecommunications, transportaton and
shipping, and gambling. Eleven of the twelve ventures succeeded in
benefiting most economic actors and their countries. This over-
whelmingr success followed from the fact that the countries here
described did most things riglht although details of the right things
were not always the same for each country or each case.

Because the sample is small and nonrandom, the results of the study
cannot be used for prediction, especially in very poor countries or in
the former centrally planned economies. However, because these
results are the first to provide evidence of what works and what does
not, they can be used prescriptively, as they are in the last chaptr, as
a basis for policy recommendations.
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