The Johns Hopkins Studies in Development

Vernon W. Ruttan and T. Pavl Schuliz, Consulting Editors

Institutions and
Economic
Development

Growth and Governance in Less-

Developed and Post-Socialist Countries

EDITED BY Christopher Clague

THE JOINNS HOPKINS UNIVERSITY PRESS

BALTIMORE AND LONDON




11 Missed Policy Opportunities during Mongolian
Privatization: Should Aid Target Policy Research
Institutions?

Peter Murrell

One vital element of the institutional profile of developed ecanoimies
is the set of organizations that provides policy-relevant information-
gathering and research, contemporaneous with events. This chapter employs
the term policy to denote the wide spectrum of government measures—the
creation of laws, the building of new institutions, regulations, etc. When an
important policy change is on the agenda, new information assails lawmak-
ers, regulators, and government bureaucrats. The research departments of
interest groups offer their analyses; scholars pursue historical and compara-
tive parallels; think tanks publicize counterproposals. Democratic process
and open debate compel the policy maker to use this information,

Almost the converse story could be told concerning Mongolia’s
privatization. Policy wandered along a path largely unmapped by sociely,
even in retrospect. Production and analysis of basic information could have
becn immensely important to the privatization process, leading to new policy
proposals. Instead, pohticians and bureaucrats labored under misguided
impressions, focusing on extraneous issues while problems accumulated for
want of easy corrective measures. The missed opportunities were not a result
of political pathologies, nor of conceptual problems in formulating corrective
policies, nor of the cost of correction. Rather, problems arose because
nobody systematicaily examined events and evaluated conscquences.
Informational feedback was weak enough that policy makers could safely
ignore newly arising problems, the political opposition lacking sufficient
knowledge about events to force the government to undertake new policies.'
The absence of institutions providing informational feedback is a key
characteristic of the society in which IRIS has provided technical assistance,
taught, and conducted research over the last five years.

This observation is relevant in two ways to the foreign aid process.
First, when domestic sources of information are scarce, it is difficult to
identify productive targets of assistance. The foreign aid process is hampered

'Informational feedback refers not only 10 events occurring over time, but
also between simultancous but scparate events, See section 3 for more details,
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in the same way that domestic politicians are handicapped. (As argued in
section 1, research by donors is a poor substitute for domestic research
capacity.) Second, foreign assistance might aim to create a capacity for
information gathering, research, and analysis. This capacity is a neglected
institution with significance both for economic policy and for strengthening
demnocratic processes. In the West, the public goods problem of information
production has been attenuated by the growth of a self-perpetuating edu-
cational and research establishment, the development of competing interest
groups that monitor policy, and the gradual accretion of independent
government agencies. In countries emerging from the Soviet bloc, these
clements of society are either missing or lack the independence to play the
role of investigator, critic, and generator of alternative policy proposals.

A subtext of this chapter is a view of reform and development
derived from the author's observations of transition processes. This view
emphasizes informational problems, as does the New Institutional Econom-
ics. However, the New Institutional Economics stresses information
asymmetries, the coordination and incentive problems that they present, and
the institutional solution to these problems. Somewhat slighted is the
problem of information generation, particularly in its public goods aspects.
This is the emphasis of the present chapter, as discussed in section 1.

Section 2 introduces the reader to Mongolia and pertinent aspects
of its privatization program. Section 3 describes the character of the Mon-
golian policy-making environment, emphasizing characteristics common to
other transition countries. Sections 4-9 explore various facets of Mongolia’s
privatization program, each section pinpointing information that mi ght have
affected policy formulation and implementation, had it been brought to the
fore.

Apart from providing empirical evidence for the main thesis of the
chapter, sections 4-9 provide a characterization of the way in which privat-
ization proceeds in a society with few complementary institutions. This
characterization shows that privalization in a country such as Mongolia
results in a structure that has little in common with a Weslern private sector.
Nevertheless, it is surely the image of a modern private sectot that allowed

privatization per se to becomc a strong, early focus of aid policies in former
socialist countries, in contrast lo the realitics of the changes that were
actually occurring. This observation returns us 1o the main theme of the
chapter, the need for reforming economics to have a capacity to develop
accurate images of the changes generated by new policies.

Before proceeding with the argument, it is necessary to present a
caveat on the interpretation of the following. Readers should bear in mind
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?hat the following scctions focus on flaws and failures in order to diagnose
ills and their causes. The purpose is not to catalog the healthy parts of lﬁc
b_ody politic. Thus, this chapter is not an overall evaluation of the privatiza-
tion process in Mongolia, which in fact might be vicwed as successful
relative (o privatization programs in analogous countries.

1 The Embedding of Policy Analysis Institutions

‘Thc central vision underlying this chapter is of socioeconomic
mgchamsms as information-generating and information-processing devices
With infonmational processes central to economic success, then aid programa;
should consider supporting mechanisms that enhance and use knowledge
Indeed, such support is already present in aid policies. For the Iong-term.
there are varied efforts in the educational field. For the short term, there arc:,
m(.)dlcls 9f laws, strategics of reform, and analyses of specific polici:es largely
originating in Western countries, These, however, are nccessarily’incom-
plete, because information cannot be bestowed on a country in the same wa
that Ifood and antibiotics are donated. The usefulness of information i{
contingent on its fit with the environmenit. \

. A country’s socioeconomic framework develops in a gradual process
of mf:n?mcntal change’ Each new institution interacts with a larger
prgcx:stmg structure. Therefore, the effectiveness of each new institutional
brick crucially depends on its fit with the existing institutional foundation.
As a consequence, if it is to be effective, the generation of information on
the effects of existing policies and on the formulation of new policies needs
to reflect the deep characteristics of a society. To know how a policy will
work, one must understand the concurrent processes occurring in the
cconomy. A model imported from the West is useful only to the extent that
it provides a disciplining pedagogical device, not a magic key that will fit
any door. Thus, North (1990) emphasizes the path dependence and unpre-
dictability of institutional development. The path dependencics arise
pecausc. .in the short-run, culture defines the way people process and utilize
mformalmn. In Mongolia, for example, measures for the deregulation of
prices functioned less well than measures for the regulation of prices because
of the surrounding cultural environment (Murrell, Korsun, and Dunn, 1992)

This ts a view of socioecconomic development that f
at follows fi
(1971). See Murrell (1992}, " »from Fopper
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To be most productive, the organizations that analyze proposed
policies and monitor their results must be embedded within a society, able
to reflect the deeper features of that society. The embedding of such
organizations facilitates the absorption into their work of the cultural and
historical aspects of the functioning of existing institutions. Morcover,
domestic organizations can frame the presentation of their analysis in terms
that are likely to be appreciated within the existing cultural and political
milicu. Of course, modern skills of analysis are necessary, but they must be
combined with an indigenous capacity that is able to come to grips with the
complexity of the local environment.

By creating an indigenous capacity for inf ormational feedback on
policy, an additional public good is generated. As the underlying factual and
analytical content of policy discourse improvcs, there will be a consequent
enhancement in the quality of argumentation used in open public debates.’
Blatantly specious arguments will be squeezed from public discourse,
weeding out the worst elements from the set of contemplated policics. Logic
and facts are powerful weapons against ideology, symbolism, and political
chicanery.

One can imagine a typical counterargument to the above. A critic
of this chapter’s thesis would object to its naiveté about politics, arguing that
politics determines policy and that litle change occurs simply by raising the
quality of information. Such arguments have been all too prominent in
Western analysis of the transition process. Nevertheless, as argued in
sections 4-9, the experience of Mongolia does little to support those who
place the greatest stress on rent seeking and coalitions that block change.
While these elements of policy formulation have been present in Mongolia,
the following argues that purely political pathologies have been far less

important than the politics of rational ignorance, combined with the
historical legacy of a system in which there was no interest in and no
capacity for production of information on the effects of policy.

'The effects of a general improvement in the quality of debate are already
clear in Mongolia. Debates on stabilization and liberalization are carried on in
completely different terms in 1995 than they were in 1991, with cdnsequent
improvements in pelicy. As the socicly moves 1o more technical reforms, however,
such as thase on corporale governance, the same level of improvement will not arise
simply from general experience of the market; higher levels of technical capacity
will be needed.

I B S-------LLLLaaaeeeeeeee
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2 Privatization in Mongolia

‘ Mongolia’s peer group is the set of sinaller, less-devecloped, former
Sow'el republics. In 1921, Mongolia followed Russia’s turn to comn’mnism
and in the years that followed the Soviet model was implanted so tllorouéhl :
that Mongolia became known as the de facto sixteenth republic. Howcve:
the very_fact of de jure independence meant that Mongolia began its reforrn;
clz";l;}ll, with political ones beginning in 1990 and economic reforms in early

The inittal economic conditions were not auspicious. In the first

months of 1990, Mongolia was still under Soviet hegemony, receiving aid
gqunl lo 25 percent of gross domeslic product and conducting 95 percent of
its trade within the CMEA.* Previously, there had been only a small amount
of decentralizing reform, the private commercial sector accounting for only
2 percent of national income. The Mongolian constitution still had state
ownership as its fulcrum, and the notion of privatization was just enterin
the political vocabulary. ' :
_ After the country’s first free elections in mid-1990, the old Commu-
nist Early formed a coalition government with new reformist parties. The
most influential of these parties was formed around a core of young.econ-
omists, wh(l)se leader, Ganbold, became first deputy prime minister in charge
of economics. A month after the new government’s formation, this group
persuad'cd T:’rirpe Minister Byambasuren to commit Mongolia t,o an ambi-
thus privatization program. By April 1993, over 75 percent of large enter-
prises had completed all steps of the privatization process, these enterprises
accounting for over 80 percent of assets in the large-enterprise sphere.

The progress on privatization stood in stark contrast to developments
on other reforms. Liberalization, legal and institutional reform, and
macrm’:cor.mmic stabilization proceeded in fits and starts. Even ,now
Ilbcrahzat.lon is incomplete, with price and trade controls recently reintro-,
dlfcedlfor important goods.” Legal reform stopped at the passing of statutes
wuh implementation receiving little attention. While macroeconomic;
stabilization shows short-run successes, long-term prospects remain

*For lhe disastrous cffect of these legacics on cconomic outcomes in the
early post-Sovict years, sec Boone (1994) and Denizer and Gelb (1994).

*The time of writing is November 1995.
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uncertain, with the government engaging in an inflationary burst of domestic
credit expansion during 1995. ‘ . ' '
?urning to the privatization program ltsglf,.m January I9Ef7fl }:23
government established the Privatization COI’I’I‘mISSIOI'I, whofeksla had
considerable power, and the Stock Exchange, which pgrt" ormed a key rof o
the ;imonth privatization of large enterprises. The l?asw compolncr[])t:_z (;liza
radical reformers’ program made their way into Taw llln Mfly :.991.' m‘fN o
'L ive and fast. “Small privatization
tion would be comprehensive ar : ization” wouk
] i stly in the trade and service s,
encompass small enterprises, mos he trade ar !
lichlofk and eventually housing. “Large prwumzaulon \:I"Olll.ld to;:n;g?:l :il
k erpri i s the last of the three distinc ams.
large enterprises. Agriculture was ; , - progra
'1'11ng chapter focuses on the nonagricultural portion of I.11."gc p_nvqltzdtlon.
whikch was aimed at more than four hundred calerprises industry,
‘- ) - - - 6
transportation, and distribution.” o .

’ On the supply side, large privatizalion was centralized. Enterpns;s
had little discretion—every enterprise would be sold for_vouchers IOII' ;“;
Stock Exchange. Before sale, each enterprise was corporatlize:::lhc:jn. yt ; "

i ivatizati lan. At that time, control shitted n
the approval of its privatization p ntrol shi he
h'mdlsjpof the general director, the workers, and the Privatization Commis
; L i f future shareholders.
sion, as putative representative o . »

IE())n the demand side, the process was highly decentmhzcc.l.‘ Market;
determined the allocation of shares among inc_lmduals, as each c.mzcl:n' ?’Sen
a sct of seven nontradeable vouchers dedicated to large privatization.
Enterprises were sold on the Stock Exchange for vouchers only, usm{gaf;:
nationwide network of brokerage houses. The blro!qeragcs also run n;lu u !
funds, providing an alternative for citizens unwilling or unable to choos

particular enterprises.

3 Two Pertinent Features of the Mongolian Policy-Making
Environment

Comparing informational processes ac.ross econol;mc sy::z:;sc;u:
curious paradox emerges. Market systems, built Iargcl.y . ly'spo neovs
action. have a host of organizations that catilog apd anatyze ccc:. e
processes. Centrally planned systems, purporiedly built by design, relie

®Kraay (1992) gives the carly background to privatization l'm;a han
adviser's perspective. For an overview of private seclor development, sce hiahm

(1993).
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ideology much more than economic analysis. In Mongolia, there was no
tradition of reflective cconomic analysis, in either research institutes or
universitics. To be sure, practitioners—planners or price setiers, for example
——understood the mechanics of their small piece of the world. But their
tools were description, cladistics, and ideology, rather than modern method-
ologies. The rolc of economics was thoroughly consistent with Ruttan’s
(1984) observation that social science knowledge is least in demand in
socicties dominated by ideology. Mongolia’s stock of such knowledge was
way below equilibrium levels in 1990,

On the advent of reforms, this analytical gap applied especially to
knowledge of the market economy. Parodies of the market appeared, rather
than analyses, from the supposed ubiquity of speculators and exploitation,
on the one hand, to the mystical belief in the invisible hand, on the other.
This lack of knowledge has been critical in framing the intellectual and
informational atmosphere surrounding policy debates (Murrell, Dunn, and
Korsun, forthcoming). Additionally, without a domestic capacity for
analysis, there was no feedback on the effects of policy. There was virtually
no systematic monitoring of outcomes, in order to understand whether
midcourse corrections were needed.

The lack of temporal informational and analytical feedback was
matched by a similar disconnect between simultaneous, but separate,
activities. The “departmentalism” of the old system continued in the new.
Thus, developments in corporate law refused to acknowledge the special
nature of the privatization process. Other laws made unjustified assumptions
about the state of the judicial system. Undoubtedly, the lack of an analytical
approach to public policy and the absence of an independent policy research
community to point out lapses were both instrumental in allowing depart-
mentalism to continue.

The second conspicuous characteristic of the policy-making
environment was that politics had a limited role in the formulation of the
large privatization program, despite heated debates. Early in the reform
process, privatization became the touchstone of progress and received a hi gh
level of commitment. The debate about privatization during 1991 was not
about whether it would occur or about whether it would be fast, but about
small details. Urban workers demonstrated to demand a larger role, but were
easily mollificd with token concessions. The general directors, aithough
given only the same token concessions, proved to be a compliant group in
readying enterprises for privatization. Even the massive fall in the standard

of living, caused by the collapse of the USSR and the CMEA, produced only
a hiccup in the progress of privatization. When conservatives in late 1991
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tried to use the general discontent to question aspects of the privatization
program, they had no effect on outcomes.

The significance of the unimportance of politics lics in the interpre-
tation of the policy episodes reviewed below. These episodes are best
understood as results of a flawed policy-making process, with the flaws most
notably arising from shortcomings in information and analysis. Political
cconomy models provide few insights.

4 The Development of Corporate Law

The first year of reform saw the development of a rudimentary
corporate law, to be called the Economic Entities Law. The law was based
upon textbook examples of European laws, aided by the knowledge of recent
Hungarian experience but filtered through perceptions derived from socialist
experience. The law's drafters remained aloof from the realities of the
enterprise sector. There was no attempt to study the real needs of enterprise
governance at the time.” As one drafter said to us: “Even when writing the
Jaw I could not understand what relations I was regulating.”™ Moreover,
because of departmentalism, the drafting of the law was divorced from
developments in privatization itself. This was doubly important because the
law gave legal status to the new entities created by privatization and because
the law was the only statute relcvant to corporate governance when state

entities became independent.
The status of bodies mediating between sharcholders and perma-

nent management provides an example of the consequence of such a
confused legal environment. In the Economic Entities Law, there was no
cquivalent to a board of directors. The only outside influence on the general
director and the workers (besides shareholders’ meetings) was a “control
council,” a curious hybrid between the monitoring units of the old central-
<zed administrative system and a German-type supervisory board. These
control councils were to comprise outsiders, the law barring employees from
membership. However, 51 percent of privatized enterprises surveyed in
1993 were in violation of this stipulation. Elementary research on the

Nnterview with Suvdaa, lawyer for the Union of Production Cooperatives,
October 1991,

Mnterview wilh a member of the Working Group on the 1991 Economic
Entities Law, May 27, 1995.
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decistons of privatizing enterprises could have uncovered this phenomenon
but there was no attempt to gather data systematically. Hence whcn,
amendments were made to the Economic Entities Law, in mid~199’,3 ther
was no _rcdress of this problem, since there was no general awarcnc-q; of ite
Enterprises remained in a legal purgatory, leaving a tangled web ‘for lhf;
i:l;ire. .:3e]<;ause illegali.lies come to light mainly in crises, a past illegality
at gz;eabclf};ﬁ:rzﬁzlc'];fﬁcult for courts to resolve efficiently the disputes
The fact that there is no conjuncture between statute law and events
on the ground is especially critical in a civil law country such as Mongolia
wlhere judges seek guidance from above rather than interpreting lheglaw'
Dlsp}ilcs over corporate property are pul on hold by the fower court '
pending clarification of the law from above.'® Of course, a new law mi :1”
a.ddrcss the problem and the early reformers did have a st.rmegy of draftign :
simple, amendable laws." Unfortunately, there is no informational feedba E
to force drafters of new laws to take events into account. In preparing a m.fw
B;);}g\&:f_y law, drafters did not systematically evaluate the workings of the
The Mopgolian Economic Entities Law and its successor Compan
Law are nota priori faulty. Rather, their problem is the lack of {it with thz
Mongolian environment. Corporate law does not work, a fact obvious to
those who have to deal with the law, primarily companies‘ and the judicia
But law 'drafters do not take such views into account because tt:erc is "
systematic fact-flinding process that inserts itself into decisio.ns on oii(?o
Thus,.lop pelicy makers and law drafters erroneously believe that t]fl)e ne{\;
taw wilt solve the problems of corporate governance.'” A domestic research
capaplllly could make a large difference by uncovering penincntt informati
and inserting this information into the policy process. o

L'}
o }f(orsun-and Murrcl! .(I994, 1995b) checked compliance with just two
ures of the Economic Entitics Law, on the holding of sharchotders’ mectings
and on'whclhcr control councils had employce members. Two~third;; of %
enlerprises openly admitted violating one of these two fealures SO

"’Interview with a district court judge, September 1994.
"Interview with Zholjargal, head of Stock Exchange, July 23, 1993,

A view cxpressed b i i
53 y a leading official at the IRIS
corporate governance, Ulaanbaatar June 1, 1995, Roundusble on
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5 The Development of the Privatization Law

The Privatization Law of May 1991 was a symbolic statement that
privatization was definitely going to happen. Debate on the law was
conducied in symbolic terms, driven hardly at all by an understanding of
likely consequences. This was so even on smal! details for which repercus-
sions were predictable. Systematic analysis of the logic of privatization
procedures would have greatly helped fawmakers, but there was no
organization with the skills, incentive, or mandate to do such analysis, apart
from those few individuals with a stake in quick implementation of
privatization. The lack of information and analysis allowed symbolism to
dominate. An example of the consequences of the tenor of debate appears
in the matter of whether employees should get preferential ownership rights,
The relevant part of the law, passed over the opposition of the program
designers, did give some preferential rights. The designers saw this as a
defeat. But there is double paradox here, one not broadly understood in
Mongolian society.

First, because of the mechanics of the share selling process, the
preference turned out to be trivial. The workers gained little from the
measures introduced by the parliament (Korsun and Murrell 1994). Secand,
employees did not need such measures. They have as much control now,
and their ownership share is as large, as if they had been given real preferen-
tial rights.”* Meanwhile, the public and many government officials believe
the symbolism and do not focus on the real rcasons that the institutions of
corporate governance have been ineffective."”

The emphasis on symbolism—the voucher market, the speed of
privatizalion—facilitated by the absence of an analytical capacily meant that
there was no debate on the relation between the ultimate objectives of the
privatization program and its structure. For example, attention to corporate
governance issues might have meant that the privatization law was better
integrated with corporate law. The Stock Exchange might have been
allocated statutory powers to supervise enterprise compliance with measures
to protect outside shareholders. Of course, many problems would have

"This was a result of employces™ decisions in using their vouchers and of
lacunae in governance procedures. Later sections clarify this matter, but full details
appear in Korsun and Murrell (1994),

"“This misplaced emphasis still appeared among contributors ta the IRES
Roundtable on corporate governance, Ulaanbaatar, June 1995.
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remained given that policy analysis works imperfectly everywhere, But in
Mongolia, the absence of such analysis meant that ideology and symbolism
had no natural enemy.

6 The Process of Privatization

Laws and resolutions contained nothing that mandated how
companies should be governed before privatization. Departmentalism had
produced a major gap at the intersection of privatization and the governance
of enterprises awaiting privatization. This gap was crucial because of the
length of the privatization process: the median enterprise wailed over two
years between the announcement of privatization and the final sale of its
shares.

In this void, there was general reliance on the Economic Entities
Law, inappropriately so since this law was not designed for the privatization
process. A clause dictated that a “constituents’ assembly” of shareholders
should meet in new companies to adopt a corporate charter and to elect the
company’s administration. This assembly should take place within thirty
days of the last sale date for shares. In 75 percent of enterprises, this last-
sale date was interpreted as occurring when the Privatization Commission
created the shares, holding them on behalf of future owners. This curious
interpretation was probably technically inconsistent with the law and
certainly inconsistent with its spirit.

The constituents’ assemblies were attended by workers, manage-
ment, and a stalf member of the Privatization Commission, ostensibly
representing future outside sharcholders. The absence of a corporate
governance framework specific to privatization facilitated bargaining
between management and workers to establish control over the enterprise.
For example, one general director was able to insert into his company’s
charter a provision limiting any single individual’s ownership to 5 percent
of the company’s shares. Similarly, government officials were elected to the
control councils of many enterprises in which government had no ownership
stake. These results were surely not welcomed by new outside shareholders.

Corporatization and privatization stretched over a lengthy time
period. The pertinent information could have been gencrated and made
public in the first months of implementation of privatization. Then, there
would have been the possibility of quick corrective action, affecting the large
majority of state enterprises wailing to be privatized. But the absence of any
independent informational input into public policy debate meant that
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clementary results of the privatization process were never monitprcd. Thc
society lacked informational feedback from events to public policy, whph
might have put pressure on the few officials aware of how implementation
was proceeding.

7 The Residual State Share

An important decision concerned whether the state would retain a
stake in enterprises and, if so, of what size. The more conservative mc_mbers
of government wanted a significant sharc. The radicals, who werc.lmple-
menting privatization, wanted minimal state involvement. In practice, the
implementers had a great deal of decision-making latitude and usually chose
the size of the residual government share. Rather surprisingly, then, the state
retained stakes, ranging from 15 percent to 80 percent in 41 percent of the
enterprises that were privatized.

These results.-were an unintended consequence of a sequential
privatization that was largely unmonitored. When government officials were
alerted to the size of this share, they were often surprised. They would
probably be startled to know that there was a systematic (but seemingly
unconscious) pattern to the decisions. Korsun and Murrell (1994) show that
the state tended to keep a share in enterprises most likely to be vulnerable in
the future. Thus, the government was left with a crucial role in the privat-
ized seclor, one that the privatization program had not envisaged and one
that decision makers did not want.

One reason for this outcome was the poverty of infonmational
feedback during privatization. Undoubtedly, information on the state share
was easily available and known by those making privatization decisions.
But these actors had no interest in communicating the plain facts to the
policy-relevant community." Perhaps a different result would have occurred
had there been policy analysts ready to insert the information into public
debale, simultaneously articulating its significance to a broader audience.

Here, the cxplanation for events is at least partially political, political
maotives surely being behind the nonrevelation of information. But the political
problems might have been alleviated by increasing the capabilitics for the
production of information and analysis,

OGO >
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8 Employee Ownership

The radical reformers continuously stressed the egalitarian aspects
of the privatization program—the fact that each citizen would acquire the
same share of the country’s assets. Thus, they fought against those advocat-
ing the entitlement of workers to their factories. Parliament did give a
concession to employees, who were allowed to purchase shares at a price of
a hundred voucher-currency units in a pre-public offering. Since the median
share price turned out to be seventy-six, this amounted to a concession in
only a minority of cases. Had all employees exercised their preferential
right, this arrangement would have resulted in an employee ownership of
13.6 percent, well below the radicals’ unofficial maximum of 20 percent.
However, employecs could forgo participation in the preferential scheme and
play the market, using their vouchers on the Stock Exchange as did other
citizens.

Few employees used their preferential rights, acquiring only 4.3
percent of enterprise shares in this manner. For a while; this figure became
official data on the size of employee ownership. However, employees used
their own and their families’” vouchers on the Stock Exchange (o buy shares
in their own enterprises. Evidence of this phenomenon can be found only
by doing basic research through enterprise surveys. The survey of Korsun
and Murrell (1994) generates estimates of employee-plus-family ownership
of 44.6 percent of enterprise shares on average. This is more than ten times
greater than the estimate announced by government officials and more than
twice the unofficial target for the ceiling on employee ownership.

Thus, the implementation of privatization and the development of
corporate governance policy labored under a misconception for a lengthy
time. The facts were there to find but were never collected. Had the facts
been known, perhaps there could have been some strategic shifts in policy.
But a prerequisite for such shifts would have been systematic investigation
of ownership data, allowing policy makers to understand that ownership
patterns had taken an unexpected turn. Policy makers had no interest in such
an investigation and there were no independent institutions capable of
generating the information and forcing policy makers to react to it,

9 Increasing the Power of Outsider Shareholders

A disappointing element of policy has been the delay in passing a
securities law, which would legalize cash trading of those shares originally
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bought through vouchers. The Stock Exchange was ready to conduct this
secondary trading in early 1993. Yct the passage of a law and its implemen-
tation took more than two years, untit August 1995.

Few plausible reasons have been offered for the slow implementa-
tion of secondary trading, except for vague concerns over increasing
inequality and Chinese ownership. Thesc concerns fade in significance
compared to the costs of the delay in improving the governance of enter-
prises. The lack of influence of outsider shareholders and the dominance by
insiders is clearly evident from survey data (Korsun and Murrell 1994).
However, the realization of this situation came to the attention of the policy
community only slowly.

In the meantime, the mutual funds, created within brokerage houses
by the Stock Exchange, might have served a role of concentrating owner-
ship. However, these state-controlled funds were the poor cousins of the
privatization process. They were given little publicity. Entry into the mutual
fund market was blocked. Thus, only 2 percent of shares are currently held
by mutual funds.

The solution to the problem of lackluster mutual funds would have
required more than the mere uncovering of facts. Here, the generation of
information on the creation of solutions would have becn important. A
research community aware of international events might have provided the
relevant information. The Czech and Russian experience with mutual funds
could have been highly instructive, for example. The importance of free
entry into the mutual fund market was fundamental in these two countries.
Knowledge of this fact and the logistics of implementation might have done
much to change the outcome of the Mongolian privatization process. But
there were no domestic organizations that could have inserted these facts
into the public debate.

The present structure of corporale governance reflects many of the
factors described above. Shareholders’ meetings are stacked in favor of
insiders, and general directors dominate the nomination of boards. Proxy
procedures do not give outsiders a fair chance to affect decisions, Voting
methods at meetings often rely on head counts, ignoring representation by
numbers of shares. As a result, the emerging picture of corporate gover-
nance evidences little outsider influence. Insiders appear the real winners,
with the general directors as powerful as they ever have been (Korsun and
Murrell 1995b).

An obvious way to begin 1o address present problems of corporate
govermance is to create a workable system of shareholder proxy voting, but
no law or regulation facilitates this procedure, and, in any case, the country’s
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clomnjluni.cations and transportation are poor. It is difficult to argue that this
situation is simply a result of power politics, since time and time again over
the last years political events have shown that the urban workforce and the
old'corps ol general directors are not a strong lobby. However, the lack of
bastc information on the workings of corporate governance might be a
central cause of the present unsatisfactory situation. There was no study of
the workings of shareholders’ meetings before the drafting of the new
Company Law began. Not surprisingly then, the new law ignores the lack
of outsider representation in companies and, if anything, makes such
representation less likely. Had there been domestic organizations that
monitored the governance of companies and had enough influence to insert -

the information into the public policy arena, then this law would surely have
been constructed very differently.

10 Conclusions

Mongolian privatization and related public policy measures
developed on a trajectory that was largely unaffected by informational
feedback from the new environment created by privatization. Policy did not
react (o events. A prime cause of the unresponsiveness of policy was the
absgnce of institutions that could generate, and insert into the political arena
poh.cy.-relevant information and analysis. In the less-developed reforming!
socialist economies, there is nothing equivalent to the policy analysis
apparatus that exists in the West, This very fact is a challenge for the future
an opp9rtunily for foreign aid to help develop an analogous capacity ir;
postsocialist countries, together with those reforms in the policy process that
allow such a capacity to affect events.

‘ This chapter has been one-sided, focusing on the benefits of policy
fmnlysm organizations. It provides evidence for such benefits by highlight-
mg_lhe problems arising from poor informational feedback during one
CrlthZf| plolicy episode. It has not addressed the cost of creating such
organizations. Nevertheless, the relatively high level of general education
in the postsocialist countries implies that one of the basic inputs into policy
analysis is already present in comparative abundance.
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