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Li-Ping Alfred Cheng’

Ownership, Control, and Privatization of
Public Enterprises”

Abstract

Keywords: Property rights; Transaction costs; Privatization; Principal?
agency problems.

Incentives to privatize enterprises owned or operated by the government
have become popular. This paper uses a property rights framework to analyze
the transaction cost problems inherent in public enterprises. The associated
ownership structure is characterized as a multi-layer principal-agency
relationship. The model explains why privatization may help to find a more
efficient boundary for the separation of ownership and control through the
reduction of relevant transaction costs. The analysis suggests the conditions
by which privatization can be successful and improve the overall efficiency
of an economy. ‘

* Associate Research Fellow, Division of Taiwan Economy, Chung-Hua Institution for
Economic Research, 75 Chang-Hsing St., Taipei, Taiwan (10671), R.O.C., FAX: 886-2-739-
0615, E-Mail: cheng@rs930.cier.edu.tw.

** This paper was presented at the First International Conference on Pacific Basin
Business and Economics, at National Central University, Chungli, Taiwan, R.0.C; on June 15-
16, 1996. The author is grateful to Professor Jin-Long Liu for his helpful comment and all the
participants for the insightful discussion.
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L Introduction

The emergence of state-owned or public enterprises can be explained by a
general distrust in market mechanisms. Nevertheless, incentives to privatize
~ enterprises owned or operated by governments have become popular in many
countries starting in the 1980s and lasting into the 1990s. This trend is due to
broad concerns about public enterprises being less efficient than private firms
and, hence, causing severe government deficits.

Privatization, in its narrowest meaning, refers to the transfer of assets
from the public‘to the private sector. In a broad sense, privatization also
includes reduction of government control, deregulation, and liberalization.
No matter how broad a regulatory reform is conducted, the central issue of
transforming public enterprises into private operations lies at the heart of
property rights transference. In conventional theory, the costs and benefits of
decision-making are less fully borne by the decision maker under public
ownership than under private ownership. While this recognition is important,
it is not very useful for analyzing the rationale for privatization.

The development of modern agency theory, which applies cost-benefit
analysis to the organizing of the public production of goods and services,
casts some light on incentives to privatization. By considering the property
rights structure of public enterprises under the multiple-principals-agency
relationship, this paper attempts to construct a theoretical framework for
analyzing the problems with public enterprises. The purpose of the article is
two-fold: to explain why privatization helps to improve the pefformance of
public enterprises under a competitive environment, and to provide a
theoretical basis for privatizing public enterprises. Furthermore, the analysis
suggests the conditions under which privatization can be successful and
improve overall efficiency.

This paper focuses on three aspects of public enterprise problems. They
are

1. The multiple agency problems inherent in public enterprises;

2. The problems of privatization involving transference of ownership; and
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3. The problems of selecting efficient forms for priVatizing public
enterprises.

So, we will not only be discussing the reasons for privatiiation and the
lessons learned from past efforts in this area, but also examining transaction-
oriented issues, since the implementation of privatization necessarily
involves transfers (purchases and sales) of some property rights. -

The first step is to explore the intrinsic transaction cost problem in the
organization of a public enterprise. Given the ownership structure, the
enforcing or monitoring system unavoidably becomes mixed up with the
operating or management system of these enterprises. Upon the interaction of
the contracting partieé, some property rights necessarily fall into_the public
domain. This may cause a serious transaction cost problem and hence reduce
the efficiency of operation. ‘

The second step is to analyze the agency problems which often arise
between the public enterprise and its regulator. Different methods of
transferring the ownership of public enterprises to the private sector may
include deregulation, transfer of control, liberalization, and immediate
transference. The final step is then to articulate efficient forms of
privatization, those which are compatible with the best interest of the general
public.

I1. Facts and Debates

The general conception is that the inefficiency of public enterprises is caused
by lack of competitive rivals. The competition, or more precisely, markets,
are crucial to their performance. Competition in markets creates pressures!
on managers and forces them to perfoﬁn efficiently. So, the government is

These pressures come from the actual business circumstances, not from pragmatic or
ideological forces, as claimed by Savas (1987).
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obliged to pursue and enforce competition . policy upon and . after
implementing privatization programs.2

This general conception is of course correct. Notwithstanding, we see
some nationalized enterprises that operate efficiently with or without facing
rivals, as summarized by Boardman and Vining (1989). Their observation,
however, does not provide a rationale for comparing the performance of
public enterprises and private enterprises. The argument that public
ownership may be used to discipline private anti-competitive behavior
seriously neglects the underlying transaction cost problems leading toward
privatization. Barberis and May (1993) argue for public ownership because
they claim there is no effective market mechanism to safeguard the consumer.
Hence, public enterprises make the state act as a surrogate for the missing
market mechanism through public control and regulation. However, this
strategy is not without costs.

~ Another argument along the same line is that the inefficiency of public
enterprises represents the cost that an economy must endure to combat
market failure. But, in cases where both fail, which should one trust more?
The government, or the market" Further, if the public enterprises are
protected by the government through subsidies, without exposure to market
risks, who will bear the risk and still guarantee the provision of the missing
goods or services?

In the U.K. and elsewhere, public enterprises are characterized by high
costs, high prices, low productivity and inefficient use of resources:3 The
situation has provided a growing awareness of policy failures. The costs of
fostering infant industries, of financing government expenditures, of
maintaining an equal distribution of income and wealth, and of guaranteeing
higher employment- levels, etc., are higher than expected. Many OECD

’This point is emphasized by Button and Weyman-Jones (1994) and Vickers and
Yarrow (1991).

*Some detailed accounts are given in Miller (1995). For example, the total returns on
capital invested in nationalized industries were far below those of the private sector, and close
to zero in the early 1970s. And, the most significant cost increase in these public enterprises is
the employment cost. '
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countries are suffering from high regulatory costs, poor performance in
regulated sectors, increasing government debts, and slower improvements in
labor product1v1ty than in wage payments. This has resulted in great pressure
for the governments in these countries to privatize pubhc enterprises (OECD,
1992).

In order to efﬁciently implement privatization programs, the
government is respons1ble for solving the following problems: 1) who will be
against privatization? 2) who will try to gain from selling stocks or shares to
the buyers? And  3) who will eventually gain from privatization?

Since privatization redistributes property rights from the public to
private owners, the wealth effects on all citizens cannot be overlooked by
policy makers. The affected people can be divided into several groups
according to the varying degrees to which they will be influenced by
privatization. The first and most affected will be the managerial staff and
workers in the public enterprises. Second to those will be the group who
intends to purchase stocks or shares held by the government. The third group
is those who do not intend to purchase any part of the enterprise but may
compete with the privatized enterprise in the same industry, and those who
may cooperate with it due to an existing vertical relationship. And the fourth
group is the general public-at-large. In the UK., privatization and .
nationalization progréms share several objectives.* The most interesting and
special one is that of promoting a more equal distribution of wealth.
Although this paper is not concerned with equalizing wealth distribution, the
basic idea of privatization programs is that they are indeed designed as a
positive-sum and all-win game. But, the rules of this game are critical to the
success of any privatization effort. And an effective set of rules needs firm
theoretical underpinnings. ‘

*These were pomted out by Miller (1995). The common objectives are the promotion of
a more equal distribution of wealth, higher quality goods and services with lower prices, better
performance and organizational efficiency.
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I11. The Theoretical Framework

Dav1s and North (1971) dellberately explored and explamed why institutional
changes should be the major impetus for promoting economic growth. They
pointed out that when an institution is incapable of fully exploiting beneficial
* opportunities, it is time for a change. Based on theory and the American
historical experience with privatization, it seems that more efficient
production can be accomplished through rearranging property rights and
reducing transaction costs. Despite the difficulty of determining a clear-cut
boundary between public- and private enterprises,5 programs of ownership
reform were initiated among many developed as well as developing
economies around the world in the 1980s. Privatizing public production is
‘certainly a matter of changlng the institution of property rights for economic
growth. Records of growth rates in advanced mixed economies reveal thrs
‘desire to privatize. ‘

" An implication of Coase's (1960) ideas on property rights assrgnment is
that if the transactlon cost is zero, any analysis trying to distinguish different
types of property rlghts or hierarchical control systems would be meamngless.
Hence, given zero transaction costs, any type of competitive structure would
be able to achieve efficiency. However, in reality, any property rights system
necessarily involves positive transaction costs. Thus, it is essential to
mvestrgate the transaction cost problem, given a specific system of property
rights. Issues that this paper concerns itself W1th mclude

1. comparatlve ownershlp structures
2. dlfferences in the efficiency of alternative institutional arrangements;

3. deregulation to remove barriers to ownership transfer and to solve control
problems; and

SActually and theoretically, it is difficult to determine a clear-cut boundary between the
firm and the market, when viewed through contractual -arrangements and the associated
transaction costs. This will be explained in the next section with Diagram 1.
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4. relevant optimal managerial schemes.

A generalized model of goVeming propery rights is shown in Diagram
1, which syntheSizes the theories of the firm a la Coase (1937), Alchian and
Demsetz (1972), and Jensen and Meckling (1976) and the important idea of
institutional change from North (1990). First of all, the model presents an
economy-wide nexus of contractual arrangements between markets (on the
right-hand side) and organizations (on the left-hand side). The whole
structure is governed by laws and regulations (at the top), which, through
legislation, delineate rules of assigning and regulating property rights and
their transfers. At the bottom part of the diagram, transactions costs are
classified into three basic types corresponding to the respective transaction
alternatives. Accordingly, marketing costs are the costs of transferring
property rights in the market; contracting costs are the costs of transferring
property rights by various contractual arrangements; and institutional costs
are the costs of transferring property rights back and forth between public and
private organizations, where agency costs are the dominant costs of managing
property rights. Although this paper emphasizes the costs associated with
organizations, the contracting and marketing costs are crucial to the degree of
competition facing public enterprises.

Coase (1937) argues that the purpose of the emergence of the firm or
organization is to supersede the price mechanism and thus reduce the high
costs of using the market. Alchian and Demsetz ( 1972) articulate the
difference between a capitalist firm and a socialist firm. Jensen and Meckling
(1976) explain the firm as a nexus of contracts, and analyze agency costs in
relation to the residual rights of the owner of the firm. North (1990), in
addition, emphasizes the role of institutional change with respect to
alternative forms of organizations and organizational performance. Extending
Coase (1937) and Jensen and Meckling (1976), Cheung (1983) explores the
contractual nature of the firm. The implication is that the boundary between
firm and market is actually a spectrum of various contractual arrarigements,
as shown in the center part of Diagram 1.
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Laws and Regulations
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' The spectrum of contractual arrangements implied by the diagram can
be understood in terms of a market, a contrac't, or an organization,
respectively. An organization can be seen as a concise internal market, or as
one particular nexus of contracts with special arrangements. At the other end
of the spectrum, the market can be seen as the most decentralized type of
organization, or as a contractual relationship without any binding terms of
trade. A contract lies inbetween the market and the organization, with loose
or tight contractual obligations. Thus, the spectrum running from markets to
organizations is useful in apprehending why the corresponding transaction
costs are classified as mentioned above. Although the nature of public and
private enterprises makes no difference in terms of organization vis-a-vis the
market, the property rights structures of these two forms are not same. Even
among private enterprises, there can exist significant complications in rights
structure, depending on the degree of regulation by the government.

When the government commits itself to privatizing enterprises, the laws
that delineate the property rights which organize public versus private
production must be changed prior to the implementation of privatization.
Making new or revising old laws incurs cost, and so does enforcing them.
Even assuming that the cost to enforce laws and regulations is negligible, if
the cost of changing laws is too high, there will be no change in laws. When
the cost of change in the institution of property rights becomes prohibitive, it
may only be partially changed. Where the cost is low enough and the desired
goal of change is achieved, a new ownership structure is then established.
This makes the performance of the involved enterprises under different
institutional arrangements comparable. But in reality, the enforcement cost is
not nil. For comparison, both costs of changing and enforcing property rights
need to be taken into consideration. As mentioned in the introductory section,
privatization most fundamentally means to reform the public sector's rights of
production. The rights are truncated into different ownership patterns by their
attributes. This invites analysis of agency problems. The next section
provides a detailed discussion.
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“1IV. Analysis of Agency‘and Regulatory Problems

To understand the potential contributions privatization can make to economic
progress, it is necessary to clarify the innate attributes of the property rights
structure inherent in a public-enterprise system. Theories developed by
Demsetz (1988), Barzel (1989) and North (1990) are useful in this endeayor.
Since ownership rights, whether of individuals or of organizations, can be
divided as pointed out by Alchian (1965), ownership patterns can be
explained in terms of divided ownership structure. The publicness of a
public enterprise is a matter of relativity. ~Similarly, rights which are
incompletely separated or separable may become common property and.
attract resources spent on their capture. Assets of public enterprises are
owned by the general public (the people), though they are, in their legal status,
owned by the state.

Rights to assets are neither constant nor absolute; they are determined
by owners’ direct efforts to protect them, by other people’s attempts to
capture them, and by the level of government protection of property rights.
Barzel (1989), hence, defines transaction costs as the costs associated with
the transfer, capture, and protection of such rights.

Diagram 2 compares the structure of public versus private ownership
and control. Laws and institutions (on the top of the diagram) serve as the
bases for structuring ownership rights of organizations into public or private
enterprises, subject to the degree of nationalization or privatization.
Ownership rights are classified (or truncated) into three types, namely, rights
to transfer, rights to monitor, and rights to manage or use. These rights are
assigned to the relevant principals and agents in organizations. Under a
public ownership structure, the government and lawmakers are assigned the
transfer rights, the regulatory commissions are assigned the monitoring rights,
and the public-servant managers are assigned the management/use rights to
the resources. In contrast, under a private ownership structure, shareholders
as residual claimants are entitled to the rights to transfer. They also nominate
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the board of directors as delegators to hold the rights to monitor the
managerial agents who have rights to manage and use the resources.

In the diagram, the parties assigned to public enterprises are enclosed in
a dotted line to indicate that in this area, rights are vague, overlapping, and
grey. Additionally, this box shows that common property rights attract
resources spent on capturing them due to the interactions among rights
holders. Inside of this area, rent dissipation in the sense of Cheung (1970)
damages efficiency, industrially and as a whole. Cheng (1993) argues that
government-protected firms may function as rent concentration points to
collect excess revenue. The excess revenue, being in the public domain, is
then subject to politicians’ discretionary use and dissipation.

In the upper left corner in Diagram 2 is a decision-making loop for
changing the ownership structure of institutions.® The interesting point is that
the government\and law-makers who, representing the people to designate
transfer rights, hold the power to change laws and institutions. That the
allocation of resources might be subject to political intervention is clear and
to some extent observable. The lawmakers’ pursuit of deals to exchange
benefits with others is often clbsely related to the behavior of regulatory
agents and the public-servant managers, though not necessarily observable. In
sum, there is no clear line drawn between politicians and public firms. The
connection of the loop to the area enclosed in the dotted line indicates a
tradeoff between political power and wealth transfer. It increases the
difficulty of and is certainly a barrier to privatizing public enterprises.

The loop is seen here as an abstraction or abbreviation of an institution-making network.
In a democratic system, the network involves all the people. But, to simplify the analysis, it is
abridged here to include only government leaders and the elected representatives. The
simplification is necessary to make the analytical framework also fit those systems which are
not yet democratized. )
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Diagram 2. Structure of Public/Private Ownership and Control
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Contrasting the area surrounded by the dotted line with the analogous »
one of private ownership on the right-hand side of Diagram 2, we can see that
the rights to transfer and monitor are somehow integrated in this case by
having the same rights-holders. Meanwhile, the monitoring mechanism is
enhanced in this case, as the market is also a monitor. Market monitoring
implies competition or a competitive process facing the firm's managers. The
principal-agency relationship is understood as a ﬁni-layer structure. If we
compare it with the multiple-layer structure in public enterprises, the uni-
layer structure in the private sector greatly simplifies the multiple principal-
agency problem that bedevils the multi-layer structure.” The potential
improvement in reducing transaction costs through privatization is clear.

In privatization, the transfer of rights includes reassigning the right to
transfer shares, the right to monitor the performance of the firm and agents,
and the right to use or manage firms' resources from the public sector to
private sector. The reassignment of these rights can be divided according to
the truncation of rights. Thus, the meaning of privatization includes any
partial transfer of truncated rights, i.e., any form of incomplete transference.
The . incompleteness may be caused bS/ the relétionships between
politicians/lawmakers, laws/institutions, and among or within public
enterprises themselves. The implementation of privatization, whether it will
be complete or not, whether it will be successful or not, needs to resolve the
transference problems characterized by the corresponding transaction costs.

According to the above analytical framework, it is important to clarify
two underlying problems of the public enterprise system. The first is the
industrial structure problem, while the second is the internal organization
problem.

The former arises as a government uses industrial policy to regulate
prices, enterprise entry and exit, output or services, and the competitive
conditions of industries. It is governmental control over industries in the

"The reader can find an interesting contrast here with Laffont and Tirole (1991), who
treat regulations and shareholders as multiprincipals. However, their analysis mixes the public
owners up with regulators. It is understandable that the nature of the two are quite different, as
grounded in property rights. '
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process of industrial development. Maintaining a public enterprise system not
only affects the performance of the enterprises directly concerned, but also
deteriorates the economy’s overall efficiency.

The internal organization problem, on the other hand, concerns the
fundamental structure that organizes public enterprises and the regulatory
measures used to administer them. Apparently, these two features influence
each other.

Nevertheless, a unified theme in dealing with these problems seems to
be efficiently arranging the common property rights. Then, the analysis can
be conducted in three dimensions regarding ownership, incentive, and
principal-agency problems. These problems are closely related.

1. Common ownership as a transaction cost problem:

The structure of ownership in any public enterprise is, to a large extent,
not clearly delineated. In' particular, the decision-making of public enterprises
cannot escape the intervention or interference of regulatory control,
politicians, and even leglslators

In the orgamzatlon the attenuation of rlghts is possible for all members
who jointly participate into a productlon team. Common ownership, in the
broad sense of a contraétual relationship, represents a public domain problem.
The rent-dissipation problem (Cheung, 1970) or benefit-capturing problem
(Barzel, 1989) characterize common ownership as a transaction cost problem.

In addmon restrictive policies generally reduce freedom of private
action, and hence, are at best superfluous and often result in lower outputs.

2. The incentive problem of common ownership:

The payment of rewards in public enterprises is usually not in
accordance with productive effort by staff members. This, in turn,
discourages those who are diligent and encourages those who are capturing
benefits from the firm or shirking. The objectives of different parties, given
any contractual form, do not necessarily conform with each other. Thus,
individual agents in public organizations who are pursuing their own interests
are likely to be ‘involved with corruption or bribery, collusive bids, or
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shirking. This certainly increases the cost of administering and regulating
public enterprises, and hence deteriorates efficiency.

3. The principal-agency problem of common ownership:

At least two levels of interstitial agency costs are involved in a public
enterprise, as shown by Diagram 2. The first is between the people
(represented by the legislators) and the regulators; and, the second is between
the regulators and the managers of the public enterprises.

Because the politicians designing policies are multi-dimensional,
congressional or legislative interests are not well defined in the sense of
Spiller (1990). This implies that regulators are in general pursuing their own
interests. Then, the regulators who regulateipublic enterprises are not fully
controlled or monitored by legislators. On the other hand, the regulators may
shirk, given that politicians' interests and the interests of interest groups are
imperfectly aligned.

The second layer of -the agency problem results from the relationship
between the regulatory authority and the authorized chief agent in charge of
managing the public enterprise. The agent may shirk or utilize the assets of
the public firm at his own discretion, although they are of course not his own
wealth. As a result, slack management exists. Recently, in a model ‘of
privatization, Boycko, Shleifer and Vishny (1996) show that the critical
agency problem that causes the inefficiency of public firms is mainly that of
politicians rather than managers. '

~ One can compare this type of multiple-principals-agency problem with
the type of principal-agency existing in private firms. In addition to the above
problems, two types of institutional problems should not be overlooked.

4. There exists a tradeoff between political power and wealth transfer:

Politicians try to capture power to influence the transfer of wealth. They
seeks to extend their power and range of control, which is against the
principle of a market economy. By using politicians, interest groups behave
in a similar way.
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5. There is difficulty in changing any institutional setting:

This point has been discussed in the third section of this paper, and is
closely related to the previous point. Difficulty means cost. The costs of
institutional change include the cost of bargaining among parties, interest
groups, majority/minority involved, and their representatives; the costs of
devising a new set or revising the original set of laws; and the costs of
enforcement.

To summarize the above five points, information internal to public
enterprises can be disseminated into the private sector and the market through
privatization. Successful implementation of privatization makes this internal
information more transparent and less costly. Thus, the efficiency gains yield
economic progress. '

V. Efficient Forms and Enforcement for Privatization

of Public Enterprises

Based on the above arguments, the majdr issue of privatizing public
enterprises is how to appropriately truncate and transfer the transactional
rights, monitoring rights, and the right to operate. Viewed from the property
rights approach, the benefits of private operation can be characterized by
three points. First, having an owner with transactional rights and monitoring
rights provides the firm with a better check-and-balance system than having
an owner with managerial.fights. Second, privatized public enterprises may
be able to shake off the burden of having to achieve a multitude of policy
goals. Third, privatized public enterprises must face (potential) competition
to avoid being taken over, without relying on subsidies from the government.
The new entrepreneurs of the privatized enterprises have to acquire their
rewards by self-policing due to their being monitored both by shareholders
directly and by markets indirectly. Hence, the overall performance of the
privatized enterprises depends on their ability to accommodate themselves to
abide by the market discipline.
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Before privatization, the three kinds of rights are controlled by the
gévernment and lawmakers. Their role in privatization, in choosing the
method and procedures to privatize, and inrestablishing the environment for
privatized enterprises, is crucial to the resulting improvement of overall
efficiency. This is true of entire privatization programs and of each of the
‘various forms of privatization. The choice of forms may include outright
sales, auction, partial sales, discounted price, conditional sales (e.g.
mamtamirlg a goldshare), contracting out, disintegration for sale, frarluhiée
‘vouchers, and so forth. It is also possible for some mixed strategies to be used.
This is again closely related to the costs of pr1vatlz1ng the associated r1ghts or
ownership.

Successful and credible privatization requires that certain cond1t1ons be
fulﬁlled

1. The government must commit to reducing intervention after privatization.
This suggests that the government ought to pl{ay a rigorous role in
1mp1ement1ng competition policy.

2. The styles of direct transfer, including portions of partial sales and the
transferring prices, should be carefully designed prior to implementing
privatization.

3. Boycko, Shleifer and Vishny (1996) suggest that different forms of
privatization imply different levels of efficiency, but a tough monetary policy
can make privatization more effective.

4. A condition which is critical to the success of privatization is revitalization
or development of the capital market which facilitates sales of public
ownership shares.8

5. Since privatization is an institutional change in ownership structure, it is
necessary to minimize the transaction costs of changing and exchanging

*This argument is suggested and summarized by Lieberman (1993) with observations
from some countries in Latin America, Asia and Eastern Europe. Walker (1987) also claims
that the successful privatization in the U.K. and Canada was accomplished by technically
utilizing the mature capital markets in those countries.
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property rights. A final necessary condition to be fulfilled is to equate the
marginal cost of transferring ownership to its marginal benefit (Cheng, 1996).

VI Conclusion and Suggestions

The paper uses modern theories of the firm and agency theory to decompose
the transaction costs associated with public enterprises. In essence, by
considering the existing property rights structure, we can perceive the
potential gains from reducing the costs of control as guaranteed by
privatization. '

Any form of ownership, contractual arrangements, or structural
information is inevitably incomplete. Privatization programs are designed ‘as
a positive-sum and all-win game in which the entire economy will achieve
economic efficiency. By logical extension, the analytical framework
developed in this paper can be used to select an appropriate strategy for
implementing privatization and to choose efficient forms on a case by case
basis, when all the relevant costs are taken into consideration. This is left to
future studies.
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