Planning, Shortage, and Transformation
Essays in Honor of Janos Kormnai

edited by
Eric Maskin and Andras Simonovits

The MIT Press
Cambridgc, Massachusctts
London, Eneland



1 8 How Does the Transitional State Behave? Evidence from Retained
State Ownership in Mongolian Privatization

Georges Korsun and Peter Murrell

1 Introduction

Janos Kornai's contributions to economics are rightly renowned for their deep con-
ceptual advances. which have stimulated much work by other rescarchers, promoted
extensive debalte. and become part of the lexicon of the cconomics discipline. All
scholars of comparative cconomic systema, for example. arc versed in the notion
of overcentralization (Kornai 1959). in the concept of a soft budget constraint
and the concomitant economics of shortage (Kornai 1980). and in the idea of the
affmity between ownership forms and coordination mechanisms (Kornai 1986).

A less noted aspect of Kornai's work is its methodological style, perhaps best
exemplified by the arrangement of the tides of the following two works: Over-
centrafization in Lconoptic Administration: A Critrcal Analysis Based on Experience
m Hungarian Light Industry and The Affimity Befween Ownership Forms and Coor-
dination Mechanisms: The Common Experience of Reform in Socialist Countries.
The conceptual insight embodied m the titles derives from deep study of those real-
world microeconomic processes 1dentified in the subtitles. This is the hallmark of
Kornar's work the attention to cmpirical detail that precedes the inductive reason-
ing, which in turn results in the theorctical insight.

[f we are 10 usc this empirically based. inductive approach for the burgconing
ficld of transition studies, then we are now in the phase where grand conceptual the-
onizing has o take a back seat to collection of intormation and to detailed empiri-
cal study of the ongoing processes in the many countries undergoing cconomic
revolution. Kornai’s ohservations on the evolution of financial discipline. the causes
of recession during transition, and the volc of the state are models in this respect
(Kornai 1992, 1993, 1994).

The present chapter contributes to knowledge of transition proccesses by offering
mformation on the behavior ot the state in transition. In debates on the sirate oy
and (actics of reform that took place wn lhe beginning of transition, one of the prime
arcas of contention was how the state would behave in (his new market environ-
ment. Sweeping visions of cconomic retorm were based on strong assumptions
about how the statc would behave. But we now have cnough years behind us,
and enough empirical information to digest, that we are able 10 examime these
assumplions.

Mongolia is a small country at the opposite end of the spectrum trom Kornai's
Hungary in (erms of standard ot living, degree of pretransition rcform, and
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geography. But it offers interesting cvidence tor the same reason as Hungary—there
has been a distnctive stvle to its policies, with Mongoha being one of the most
advanced reformers in the set of very poor transition countrics.

In Mongolia, as in many countries, the slate held residual shares in enterprises
that went throvgh the privatization process. The questions addressed in the Tollow-
ing are what determined the size of these residual shares and what does this tell us
about the way in which a reformist transitional government behaves, In answering
this guestion. we follow Kornai's methodology of inductive reasoning, examining
what the data show before proceeding to broader interpretations of the results.

In the next section, we brietly describe the Mongolian privatzation program. The
third section presents cvidence on the size and the nature of residual statc owner-
ship. The fourth section contains a regression analysis. with residual state share as
the dependent variable. and mterprels the results in terms of the basic charactens-
tics of the postsocialist environment. The fifth section provides further interpreta-
tion using theorics of privatization that have been developed recently. Concluding
comments appear in (he last section.

2 Mongolian Large-Enterprive Privatization

For seventy years, Mongolia was a de facto republic of the Soviet Union, although
1L was tormally independent. Therefore, 1ty circumstances were highly comparable
1o thosc of the new nations spawned by the demisc of the USSR. Bul the fact of
de jure independence meant that Mongolia began its reforms before the ex-Sovict
republics, procecding very fast on some aspecls, such as privauzation. lcere, we
provide basic tacts on Mongolian privatization to sct the context of the results that
tollow.' A detailed overview appears 1in Korsun and Murrell (1995q).

As the 19906 began, Mongoha was still under the hegemaony of the Soviet Umon,
Only a small amount ot decentralizing reform had occurred during the perestroika
cra. In carly 1990, a political revolution led to the country's first free elections. The
old Mongolian People’s Revolutionary Party (MPRP) won, but it formed a coalt-
tion government with the new parties. Significantly. the economies porttolio was
given (0 a member of the National Progress Party (NPP), which had been formed
by a group of voung economists who were convinced that the country needed truly
radical reforms to move ahead. The implemcentation of the central element of these
reforms. privatization, kept remarkably close to a very ambitious (imetable.” Here
we focus on “large privatization,” the main component of which was the privatiza-
tion of large-scale enterprises in the industrial, trade, and service sectors.
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The cconomists in the NPP designed a far-reaching and innovative privarization
program, which was accepted swiftly by the government. In January 1991 the gov-
emment cstabhished the Privatization Commission, whose staff had considerable
decision-making power. and the Stack Exchange, which performed a ke y role in the
pnvatization of large enterprises. ‘The basic components of the original program
made their way into the law passed in May 1991. The first privatization of a large
enterprise took place in March 1992, 1o be followed by more (han 300 more in the
next sixteen months,’

On the supply side, large privatization was highlv centralized. The Privatization
Commission staflf ordercd enterprises 10 prepare plans (o be reviewed by the com-
mission’s cxperts. ‘There was little discretion in the preparation of plans and no
discretion in the method of privatization—<very large cnterprise would be sold
for vouchers. 1However, the number of shares placed on salc was often less than the
total. because the state retained part ownership in a large number ot cnlerprises
We focus on this clement of the privatization process: In which enlerprises did (he
state keep u residual ownership share?*

Decisions on the restdual state share resulted from (he interactions of a tangle
of actors. The Privatization Commission. which had the power to make the detailed
decisions. was led by a politician advocating the most extensive reforms possible
and was staffcd by like-minded individuals. The Privatization Commission was an
arm of a government that was much morc conservative, but that ncvertheless
sccmed to pay only cursory interest to the details of privatization. Guidelines (hat
defined the enterprises that were to remain under some deprec of state ownership
could be loosely interpreted by the Privatization Commission staff Enterprise insid-
ers who had no formal power whatever could nevertheless use obfuscation, delay.
and the mohilization of work forces. Informal bargamning rather than open debate
led to the decisions on state share Fxtensive interviews with the major participants
have not served to untangle the objectives and constraints that drove the elements
of this barganing process.” Hence, we now tum (0 a statistical summary of the
results of that process (o ask whether there arc any regularities in the data that
might provide some cnlightenment.

3 The Size of the Residuul State Share

The Mongolian privatization program was as coniprchensive as any 1n the ex-
socialist countries. Outside the utility and mining sectors, virtually every cnterprise
was slated tor privatization. But. as in many countries (Perotti 1995; Pistor and
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Turkewilz 1994), privatization [ell far short of 100 percent private ownership. The
state retained stakes ranging from 13 percent to 80 percent in 41 percent ot the first
303 enterprises to be privarized.”

Tablc 18.1 presents basic information on the dimensions of the residual state share
in those large enterprises that were privatized within sixteen months of Mongolia's
first large enterprise privatization.” The official decision on residual state ownership
in any caterprise was cast in terms of the percentapge of shares (hat would be
cctained by the state instead of being either sold directly (o employccs or auctioned
on the stock exchange. In the first row of the first columan, table 8.1 presents
the mean of those percentages for all privalized large Mongolian enterprises. On
average. then, the Mongohan government retained an ownership share of more than
20 pereent.

In an initial examination of vanations 1n state share, the most interesting dis-
aggregation is along a political fissurc. capturing the political environment under
which firms were privatized. The Government (or national) Privatization Commis-
sion administered the privatization of nearly half of the enterpriscs, with local pri-
vatization commissions administering the remainder. Outside the capital,
Ulaanbaatar. and the two other large cities. Darhan and Erdenct, these local priva-
tization commissions were much more likely to be under the sway of old-style politi-
cians than were their national or urban counterparts. The last two rows of tablc 18.1

Fable 18.1
The residual state chare in Mongolian enterprses (dalu for 303 enterprises)
{a) (h) (c)
Mcan Perceniage ot Percentage of
percentage of (he toral net total net
enterprises worth ol worth of
shares privatized privatized
enferpriscs, cnicIprises,
bovk value stock market
valuations
All Mongolian enlerprises 2077 2112 26.04
Urban W national enterprises 16 73 18.37 244K
Rural m local cnterprises 2730 31.20 37 64

Urban U nahanal grouping wl enerprises Jocated in the three biggest aities and all enlerprises priva-
tized by the Central Privabzation Commissian

Rural / local srouping. all enterprises locutled sutside 1he three big cities (hat were privatized under
local privatization conmmissioas.

Sources From dJata provided by (he Mongahan Government Privatization Commission and the
Mongolan Stock Exchange.
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therctore disaggregate the data between those enterpriscs n rural arcas privatized
by local commussions (the “rural ~ local” group) and those privatized by the more
refornuist national or urban commissions (the “urban U national™ group).

Not surprisingly. this partition shows that the state share is higher in the rural A
local group than in the urban U natonal one.indeed more than 60 percent higher.
Atlcast at this beginming level of analysis, these results suggest an effect ot the polit-
ical orientation of officials on privatization decisions.

The data in the first column, the mean residual state share across enlerpriscs.
might not accurately reflect the aggregate economic importance of the state share.
Onc requires means weighted by the size of the entcrprises. The ICMAINING WO
columns of lable 18.1 provide the pertinent information. The second column gives
the share of the aggrepate capital stock of privatized enterpriscs retained by the
state. when that caputal stock is mcasured using book values. Book valuations were
the ones that were available (o officials when (hey were making their decisions on
stale shares. Lising these book values to mcasure the capital stock retained by the
slate, one obtains essentially the same picture as that from data on mean enterprisc
shares, as is ¢lear in comparing the first column to the second column.

The figures in the second column reflect backward-looking valuarions, whereas
the third column employs forward-looking valuations. Each privatized CRICIPTIsE
was sold for vouchers on the stock exchange m a quasi-auction procedure, which
resulted m relative valuations being established on the basis of investors' demands.
The daca i the third column show the share of the aggregate capital stock of pri-
vatized cnterprises retained by the state when that capital stock is measured on the
basis of these investor valuations. This (orward-looking measure presents a rather
differen( picture. suggesting a rather larger residual presence of the stale n the pri-
vatized sectors of the economy,

I'here are two very different causal mechanisms that could account for the large
differences between (he data based on book values and the data based on market
valuations. First. 1t v clear that privauvation officials had inside knowledge of
which enterprises had the best prospects under the new system, for example, on
which capital stocks would be less valued in a market economy than in a socialist
economy. Given this information, these officials might have decided to retain a
larger state share in the enterprises with better prospects, leading to a higher
retamed share when measured using investors’ valuations than when measured
using book values,

Alternativcly, mvestors might have decided that enterprises with larger state
shares represented a better prospeet when these investors used their vouchers in
the stock market auctions. I this were the case. then stock-market valuations would
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be positively correlated with the size of the residual siate share, resulting in the dif-
ferent pictures conveyed by the second and third columns of table 18.1.

Obwviously the data in 1able 18.1 cannot discriminate between the two causal
mechanisms described in the two previous paragraphs. However, additional infor-
manon is presented in the next section, which suggests that the first mechanism—
the state retaining better prospects—can be ruled out.

4 Intcrpreting Putterns in the Residnal State Share

The following cmpirical exercise describes variations in the size of the residual state
sharc across Mongolian enterprises. Received theory 1s so indircetly related to the
data at hand (hat such a theory could be suggestive only In guiding the formulation
of a regression equation. Thus, in obtaining the regression results presented in the
following, inchoate ideas on the forces determining the residual state were uscd to
suppest variables that were likely candidates for study. The final version of the esti-
mated equation matenahzed from a process in which these ideas were modified as
a consequence of the learning involved 1in examining the data.

(nven the poor basc of official data on which to build empinical work, the tol-
lowing statistical exercise relies on bolh official statistics and information collected
from a survey of enterprises. In 1993, a survey qucstionnairc was administered to
all those enterpnises in Ulaanbaatar that had already passed through the large pn-
vatizaton progranl. ‘The results appearing below reflect the circumstances ot these
cnterprises: the sample covers the one-third of privatized enterpriscs that are in the
capital city, rather than the population of more than three hundred privatized firms
included in table 18.1.

The results appear In table 18.2. The dependent variable 1s the percentage post-
privatization state ownership in an enterprise. Becanse this variable (s zero tor many
enterprses in our sample, a tobil regression is the natural tool.* With several actors
making interdependent decisions in the privatization process. the regression with
residual state shares as the dependent variable should be regarded as a reduced
form. summarizing a politico-economic equilibrium. The independent variables
included in the regression are listed in the first column of table 18.2.

Becaunse a fairly conscrvative governnient was in power. one might expect the
regression results to reflect the residue of the socialist idea. That is the state would
be expected to retain activities than had primacy and cachet under socialisni, par-
Geularly large enterprises tn heavy indusuy. But this idea secures only minimal
support. In the regression, heavy industry 1s (he omitted sector dummy. For the six




Table 182

Patterns i the residual state share | Mongohian enterprises

Tatnt regression:

prreentage state share js
the dependent vanab)e

(2) (b) () (d)
Mcan Standard Tobit
values deviation coefficient

Number of crmployecs 344.609 424500 -0.009

(-1.67)

lolal eaputal stock. in millions of tugriks 44.509 75432 0.329

{350)

lutal debt. in nullions of tugriks 19.609 41,504 -{1.364
(-1.78)

Profits per share, thousands of tugriks 0.048 0.117 -453.119
(-2.98)

Intetnational Contacts: dummy = [ f firm 0517 0.503 —1.821

had contacts with foreign firm' in 1990 (-0.63)

State orders as u percentage of output 4X.0587 44.354 0.250

in 1991 (3.11)

Drvestiture: dummy = [ if firm was a 0310 0.465 12.29K

spin-off from a larger firm (1.22)

Influence of workers on enterprise 15023 1.705 —6.123

decisions in 1990, pereentage scale (-2.51)

influence ol management on Cnlerprise 43 439 614150 -1.052

decisions i 199, percentage (—1.73)

Date of approval i pnvatizauon plan, 420 920 98.316 -0 171

daws after 17191 (-291)

Delay between plan upproval and sale of 121,897 76.00)2 .89

shares, i days {-171)

Sector dummy: light industry 0.276 0450 11702

(0.70)

Sevtor dummy agricultural processing 0.069 0.255 6 724

(3.03)
Sector dummy construction 0.264 .444 39812

317
Sector dummy: transportation 0.092 (28 Sh.K44

(3.6K)
Scietor dummy <ervice 0.092 0291 —-143 331

(0.00)
Sector dummy: wholesale (rade 1.034 D.184 75 996

{3.38)
Intercept 187,773

(3.16)
Dependent vanable: percentage of shares 16.13 21,108

owned by the state

(e

Muarginal
cffect

-(LOOI
0.031

- 0.035
46.846
—0.458
0.024
1168
—0.582
100
01116
—0.(0Y
1112
5389
3782
5.850
-13 635

7.220

Notes: There are cighty-seven observations T-satistics

are 1n parentheses,
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sector dummies included in the regression. five coeflficients arc positive and the only
ncgative coctficient has the lowest /<tatistic.” Apparently, hcavy industry was less
attractive to the state than most other scctors, including such poor cousins of social-
ism as agricultural processing and wholcsale trade.

Of coursc. the size of an cnterpyise was also a positive feature under socialism,
and it would not be surprising if larger enlerprises were more likely to be retained
by the state. This notion receives mixed support. When size 15 judged by (he number
of employees, there 1§ a nepative sign on the pertinent coefficient—larger enter-
priscs have a smaller state share. If size 1y measured by capital stock. the pertincnt
coctficient is positive.

‘There is another interpretation of the capital stock variable. however. one (hal
hangs on the particular circumstance of Mongolia. a very poor country that wag
the recipient of huge amounts of Soviel aid directed at the large enterprise sector.
Cnterprises with a large capital stock and low debt would have been most favored
in the past by such aid, having been built in the context of the Soviet-inspired
program ot idustrialization. Therefore. the signs of the coefficients of the caputal
stack and debt variables suppest that the government retained holdings in the enter-
prises (hat were most favored under the old system. In turn, these enterpriscs are
the ones (hat are most hkely to he valnerable in the new era. after the demise of
the Soviet system and of the CMLEA.,

Is there evidence (hat (he state maintains ownership m those enteepriscs hikely to
be most vulnerable during reforms?-Y There are several variables in the regression
that capture the hkely vulnerability of enterpnises in (he new market environment
First, the volume of state purchase orders in 1990 indicates the degree to which
cnterprises formerly relied on government purchases!' Second. pre-reform
international contacts are evidence ot preparation lor the new world of an open
economy. Third. the profits-per-share variable mcasures the profitabihity of an enter-
prisc on the eve of the privatization process, a measure that certainly reflects some
of the ditficulties (o be faced in the new environiment. Fourth. a dumny variable for
enterprise divestiture captures the vulnerability of an enterprise that has had exist-
ing ties broken m the restructuring process '= The signs of the coelficients for all
these variables are consistent with the hypothesis that the state retains a larger
share of ownership in those enterprises most likely to be vulnerable in the new
enviTonment.

In our interpretation of the results so far. we have concentrated on the motives
of the povernment officials making prnvatization decistons. This 18 natural because
any description of the formal aspects ot the Mongolian privatization process would
sugpest that enterprise insiders could not affect such decisions. The admimistrative
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aspects of the program werc very centralized. The virtual absence of CONCCSSIONS
to workers and managers suggests that the political power of mnsiders was minimal.
Nevertheless, enterprise management could decide whether to cooperate with the
privatization process. a power (hat they night have been able to use to press their
COMCETNS,

Two sets ol variables examine whether there are an v discernible cifects of cnter-
prisc bargaining power in the patterns of residual state shares. First, our enterprise
survey provides measures of how influential an enterprise’s workers and manage-
lent werce within the pre-privausation enterprise, relative to government." Second,
admimistrative delays (in approval of the privatization plan and between the
approval of the plan and the sale of shares) reflect the power of enterprises (o resist
central dictates. *

The results sugpest that the measured power of workers and managers within
enteeprises 1s negatively related 1o the size of state ownership alter privati-
ration. Also, the iwo variables proxying the ability or the willingness to resist
privalization—the approval time and the delay variables—have signy consistent
with an inverse relationship between state share and enterprise power. These results
suggest that enierprise insiders wanted smaller state ownership in their enterprises
and that they were able 1o use their bargaining power during implementation stages,
tven when these instders were not able o achieve their goals 1n the formal politi-
cal process,

S Alternative Interpretations

The interpretations of the results (hat we have provided so far have been based on
rather gencral understandings of the poals of actors involved in the privatizaton
process. Now we wurn to more precise recent theorics that might be used indirectly
to aid iy the interpretation of (he resulls. In parlicular, we cxamine predictions
arising from the (hcories of Perotti (199S) and of Shleifer and Vishny (1994) and
Roycko, Shleifer, and Vishny (1996).

Perotti (1995) reflects on why goveruments of nontransition countrics might
retain part ownership in privatized cnterprises, when enterprises are heing sold for
cash. His model rests on asymmetric information. Private mvestors are uncerian
about whether the government intends to intervene in the future in a manner that
will reduce the profits of privatized enterprises. That s, investors are uncertain
whether the government is a committed one (to policies of nonintervention) or 3
populist one. A committed government can credibly convey this information by
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retaining part ownership for some time. Temporary residual state owncrship maxi-
mises the valuc ot privatization sales made by the comniitied government, because
a higher price is extracted when the retamed sharcs are sold in a later period. after
the government has been able (o present credible evidence of 1ts commitment
through the implementation of policy that affects the return on the shares. 1n con-
trast. a poputist government maximizes its receipts from privatization by selling all
shares immcdiately, because (he value ot any retained shares would fall once the
government necessanly xhowed its hand.

Given that Mongolian privatization sales were not for cash. but rather for vouch-
ers. there remains the gquestion of whether Perotti's analysis is pertinent here. The
question of pertinence hangs on whether the Mongolian government had a strong
positive incentive to collect vouchers speedily (by selling all shares for vouchers
rather (han retaming some owncership). If the government had such an inecntive,
then 1t faced a trade-off analogous to that in Perotti’s modcl —whether to maximize
the immediate collection of vouchers or to rctain some shares in order to sell them
later for cash.

In (he Mongolian casc. it is clear that the government did have a very strong incen-
tive to colleet vouchers immediately The success of the privatization program was
politically very important. and an indicator of that success would be the number of
citizens who had used their vouchers. Morcover. the tewer vouchers left in the hands
of the populace after the initial phases of the privatization progran, the less polit-
ical pressure there would be at a later date (o place additional assets on sale for
vouchers. The voucher sale of such assets would be costly Lo the government. given
that these assets would also have a cash value. Therefore, we can concludce that the
Mongolian privauzation did have characteristics that conform approximately to
thosce ol Perotti's model."”

Pcrotti’s (1955) predictions do help in offering alternative interpretations of some
of the results in 1able 18.2. For example. if there is a sequence of privatizations.
he predicts that complete sales will come later in the privatization process, after a
comnlitted government's intentions arc clear. 'Lhis comecture 1s obviously consis-
tent with the negative coefficient on the variable measuring the amount of time that
elapses between the beginning of reforms and the approval ot an enterprise’s pri-
vatization plan (the date at which the residaal state share is finatly determined.)

Pcrotti (1993, p. 856) also predicts that there will be higher residual stale shares
tor enterprises that are earning rents from protected markets. Such enterpriscs ofter
larger potential opportunities for imervention, therelore tempting a populist gov-
cenment and offering greater gains on the residual state share for a committed gov-
ernnient that is able to establish its eredentials. This prediction is not consistent with
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the results of table 18.2. 1 proiits are any indication of rents. (hen our results mdi-
cate that enterpnises with higher rents have a smaller state share, a result that is
inconsistent with Perotti’s conjectures.

We now turn to an examination of the theones of Shleifer and Vishny (1994) and
Boycko, Shleifer. and Vishny (1996), who cxplore the interaction between politi-
cians and enterprise managers, predicting when this interaction will be most dam-
aging to general economic efficicney. The larger state ownership is, the more likely
that politicians and the enterprise manager will make an agreement that results in
an mefficient outcome.' If a committed reforming government had this anabysis in
mind. then it would undertake privatization with a view (o binding, any future gov-
ernment that might be less retorm-mimded. Privatization will make it more costly
for future politicians to sirike efficicncy-reducing agreemenis,

This theory would provide predictions pertinent (o the present analysis, if the
retorming officials faced limiatons on the otal amount of privatization that they
could accomplish but had flexibility in allocating the residual state share across
enterpnises. The limitations might arise from pohtical factors, for cxample. Then. a
government committed to reform would apportion the residual state shares so (hat
the privatization process as a whole had the maximum hinding e(fect on tuture gov-
cenments. Hence. (here would be complete privatization for (hose enterprises most
likely 10 strike efficiency-reducing political deals with future noncommitred gov-
ermmments and a positive residual state share 1n those enterpriscs least hikely to offer
scope for such efficiency-reducing bargains. or example, Shleifer and Vishny (1994,
p. 1018) argue that more profitable enterprises should be privatized first. in as much
as larper profits expand the scope for cfficiency-reducing bargains,

The prediction ending the previous paragraph is essentially the opposite of the
second of the predictions of Perotti (1995), noted above In Perotti's case a com-
mitted government retains higher stakes in enterprises that offer the most scope for
political deals in the future. because such enterprises give a committed government
most chance to show ity pedigree. In our use of Shleifer and Vishny (1994) and
Boycko, Shleifer. and Vishny (1996), a reform government tries to restrain a futuore,
less commutied government. therefore trying o minimize the scope for future polit-
ical deals. Hence, there is no essental inconsistency between the (wo theorics.
Rather. the two theories embody different assumptions about the expectations
of the privatizing government concerning the reform orientation ol future
governments,

In fact, most of the variables in (he regression of table 18,2 can be given an inter-
pretation in terms ol the model of Boycko, Shleifer. and Vishny (1996). Two essen-
tial elements of that model are used here, First, there 1s (he assumption that expheit
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subsidics from the state trcasury to finance incfficiencics arc more costly to polit-
cians than a loss in state-enterprise profits due to an efficiency-reducing bargain.
Hence, efficiency-reducing agreements are most ikely (o occur between politicians
and managers of profitable enterprises Second. the benefits to 4 politician of aiding
an cnterprise are positively related 1o the political power of the workers in that
enterprise, implying that politicians are more likely to strike cfficiency-reducing bar-
gaing wilh an enterprise with greater political power.

We use this logic 1n 1able 18.3 (o make predictions concerning the signs of the
cocfficicnts on the variables that appear in table 18.2. The logic in each row of table
18.2 follows in a straightforward manncr from the model of Boveko. Shicifer, and
Vishny (1996)."* For each enterprise, there is a critical value ot the residual statc
share below which political intervention ceases. This critical value will be lowest in
profitable enterprises with workers who are more politically powerful. Given this
peneral lopic, the second column of table 18.2 then presents the cssential elements
of the reasoning for each variable included in the regression of table 18.2.The third
column provides the predicton on whether mereases in the variable will lead (0 a
grcater or a lesser likelthood ot efficiency-reducing agreements. Enterprises that
have high valucs tor variables that have a “posttive” in the third column are then
cxactly the ones that a committed povernment would be most cager to privauze,
thus leading 1o a “negative™ prediction in the fourth column. This prediction is then
matched agamst the signs ol the coefficients 1 tahle 1R.2, which {or convenignce
are repedted in the fifth column of table LR.3,

As iy immediately obvious from table 18.3. there is a high degree of conforniity
between the predictions loosely derived from the analysis of Boycko, Shleifer, and
Vishny (1996) and the results in table 18.2. Certamnly. there is a strong case (0 be
madc that rthe vision of the reforimers was consistent with that of a reformist gov-

ernment following the implications for privatization ot the bargaining model of
Boycko, Shleifer, and Vishny (1996).

6 Conclusions

This chapter began by noting the empirically based inductive methodology that has
been central 1o the work of JTinos Kornai, 4 methodology that has been used in the
cssav. In interpreting our results, we have also used themes closely connected (0
ideas that have been central to Kornat's ccononuc vision. In noting that more vul-
nerable enterprises had Targer residual state shares. we have suggested that the
reformist government might have been seeking (o protect such enterprises from the
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Tuble 18.3

Applymg the logc ol Rineko Shleier, and Vishiny (19963 1athe interpretation ol the varahles deserib-

mg patterns m the restdual <tate <hare in Monpolian eaterposcs

(A

Virnihle
meluded
lhe regression
in table 152

Numbrer of
cmploveet

lotal coparal
stk

Total deht

(h) L)
Lssentia] element of the Ffleo! ut an
lugic redatmyr this varahle IMCTease In
to the hargaming hetween Lhis varablz
¢NICIPIIse maniders and on the
fature nonconmitled hkehhood
LIRCernnicis, thaat Toeure
poMeINMIT NS
wuld stoike
efficiency-
redueing

hitrsains atter
menplete
povatization

n]': Dﬂll[](_ill POV L] TH 1k }'I{\ﬂll]\'c
EN{ETPIISe MCTCHACS MTBTe

than proportionstely with

the number e e

croptovess and therelore

Wi chicrency -reducing

bargaen wilh 4 larue

CTHCTPTING 15 MOIC

attractrer 1a the

pulitiian

Lnterprises with the Nepdive
Laroest capital stacks

wele hurle wath Soviel wid
dnd were more closely hed
o the ald Soviel system
These enterprises would
sulter most dirine
transian and be ledst
profitable, reducing the
scope tor efhciengy -
reduging lrargatns,

Fhe eastence of pPONILivE
coterprise debtimiplics an

adiuitianal st runent

{debt Jorgivencss) that

could be nsed turgively o

ardd the enlerprse

Fherelore enterprisc< with

|1I§:|\ deb olter mury sLupe

tar eflicwenoy-reduting

barsans

td)

()

Predicted
s1en o Lhe
coutiicent
m the
1egICssInn
nr (able 182
i a cforming
povernnient
winls 10
CONSIrae .1
luturce
ZUvernnient

negarnve

TOSINC

negitive

Actual sign ol
the voctlcient
10 Lhe regressmon
m tahle 182

negilivy

poSIih e

neiallve



340

Lable 183  (continued)
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storms that were imevitably coming."” Thus. the state was motivated by paternalism.
an objcctive that s much emphasized in Kornai's vision ot palitical economy
{Kornai 1980)),

We have also shown that our results can be given an alternative interpretation,
one that uses major themes of Kornai's work—the bargaining between politicians
and managers that results in vofl budget constraints. Whether we assume  that
reformist politicians want ta protect vulnerable enterprises or to bind future gov-
ernmenls. that assumption is cmbedded in a implicit framework in which politicians
and enterprise managers bargain over state intervention. Such bargaming, of course.
is the essence of the process that leads (o the soft budget constraints, which Kornai's
work has helped to place al the center of both academic and practical cconomic
deliberations.

The implications for the effect of privatization on the cconomy are therefore
unclear. [t giving aid to dymyg enterpnses offers large political benefits to politicians,
then one could argue that the Mongolians conducted privatization in @ manner that
will lead to much stale inlervention in the future. If following Boycko. Shleifer, and
Vishny (1996). the absence of profits makes intervention very costly to pohiticians,
then onc could argue that the Mongolians have conducted privatization in a manner
that will lcad to little state intervention m the future.
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1. The factual infarmaton presented i Lhis paper 1 based on interview numbering i the hupdreds,
conducled by Lhe authors Although there are no citations ta such sources. any interesled reader cun
contact the authors as to the wurce of the acts,

2. Onoothel retorms, progress was slower, See Boone (1994) for a discussion of stabilizatsion and Murrell,
Dunn. and Korsun (1996) ior the development of price liberalization

3 Thesce ure the povalizations that are the subject of the pre<ent stidy, Sime the data were colleeted,
privanzanon has procesded, albeit at a slower pace. The population of lurge privanzed firmis has now
reached S0

4. Fon detatls of the subsequent voucher-auction process and 1ts consequences, the reader s iclerred to
Korsun (1995) and Korsun and Muorrell ¢ 19054).

3. Indecd, many 1mportant participants were not aware of the overall dimensions of residual state share.
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6. Data on owncership patlerns dcross important groups are surpnisingly hard to obtain ILarle and Estnin
(1994) present a picture of worker ownership tos a sanple of the leading major reforming countnes,
wlile Pistor and Turkewilz (1994} do the same lor residual state ownership Blas ¢ 1954) presents data
bascd on a sample of Russian enterprises

7. The firsl privatizabon was completed i March 1992, A new government wus clected m July 1992, but
(he privatizations included i our data were prepared before the new government changed any sagnificand
clemenls of privalization pohcy Therefore our data reflect the decisions of the first reform government,
which 15 briefly described in the second <ection ot the paper.

R In the regiession presented, thirty-six of cighty-seven obxérvatiomy are non-hmit observalions

3. (nven the pracess of generating the final lorm of the regression, the use of the f-stunstiecs i the
reporled resulls 18 {or descniptive purposcs, rather than for conducting tests To judee the magnitude of
the cffect of the varable infarmanan s given in the fifth column on the mdrginal efecl (Maddulu 1983,
p. A0).

10, We phrase the causal mechamsm here as Lhe stale retaming ownership of mare vulnerable enter-
priscs, because thig seems to be the nost natural way to frame the motives at actors, based on our con-
versatinns with afficiale Yhere s an alternalive phrasing that could he adopied. based on the work of
Shleifer and Vishny (1994) and Boycko, Shleifer, and Vishov (1996). which we discuss in the naxt section.

11, Note Lhat this 1s nol 8 measuare of present ties to the state By 1993 state nnders werg a6 much smaller
levels than m E990). Thes s i measure of previous ties to the state,

12 The rexults ot Lazal, Singer, and Sveynas (1944) tor the Czech Republic confirm that performance
depreciates when enterprises are brohen up. Moreover a number of these Mongolian spun-off enter-
priscs have recemerged in subscquent years in the face of econanic pressures,

13 See Karsun and Murrell (19955) for (he detaily of the construction of this variable. In the survey,
enterprise directors were asked o give retrospective information, from which this variahle was con-
strucied. The retrospective aspect of the variable intraduces the possibility that memonies are alfected
by events ongoing at the time of (he survey. We leel that this danger of hus is less than that from omit-
fing the varable,

14, Ity {ollows informauon gained in inlerviews with pnvalization officials

15, Perotr (1995 p 856) suggeests caution 1o applying hus model to mass privatization in view ot the endo-
geneny of policy preferances duning 2 cystenic (ranstormution.

16. We nse the element uf the analvses i which 1t 1s assumed Lhat managers excercise control nights over
the enterprises an assumplion appropniale for Mongoha in the era of privatizabion

7. Conversations with government officials [ead us to conclude (hat the Bovcko. Shleiler and Vishoy
(1996) assumpoion was the more appropriate one for Mongolia.,

18 Convement cxtra assumptinns are that a [0 percent state share would leud 1o elbereney-reducing
Dargainy in 4]l enterprises, and that 4 100 pereent private share would end alt such barpgaing Wath thic
extra ssumplion, ts casy 1o see that the allocaton of residual state chare agioss cinterprses v 4 Lon-
stramed oplinmzanon problem with the soluton allocating higher residual state shares to those vnier-
prises that are least likely (o strike efficiencv-reducing hargains with politicians

LY. The logie that higher state shares serve Lo proteet vulnerable enterprises tollows immeadiately trom
the Boycko, Shicifer, and Vishny (1996) framewark if we adapt Korndrs dassumption of paternulism and
assiime that rescuing o taling enterprise has much grealer political benefits than aiding anv other enter-
Prise.
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