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Preface
The Albanian Socio Economic Forum ASET organised an
international conference Chal | enges faced by |

participating in the privatisation process of the strategic sectors:
Albanian casec ompar ed to Sout heasTfhe Eur
conference took place in Tirana on the11® October 2007 (Hotel
Tirana International). This conference was organised with the
financi al support of SOROS Found
East: Partnershipiwt hout Boundari eso.
Our aim in organising this conference was to gather experts and scholars of the field,
businessmen interested in the privatisation process, representative of the public administration
that have taken part on the polimyaking and decisn making process, media and other
interest groups. First of all we have gathered all the information about the Albanian
privatisation process and other transition economies. Researchers from the participating
countries introduced their findings which wwesupported with theoretical consideration,
experiences from developed economies and in particular examples of corporate of the
strategic sector laid out the platform for debate. An evaluation of the progress and the
efficiency of the privatisation procesgere done emphasising what has been done properly
and what could/should have been done better. Secondly examples of local and foreign
businessds experience on the privatisation
This is important as locélusinesses are very little involved in the privatisation process of the
strategic sectors. One of the main objectives was to build bridges between local business and
the privatisation process so investments from local businesses into the strategicasectors
increased. Thirdly we believe that this conference increased the level of awareness of the
policy makers about the changes that could take place from a legislation point of view so the
performance of the privatisation process is increased and therpanice of the public
companies is increased after they are privatised.
Our objectives:
a) A complete analyse of the strategic sect
b) Identification of the main challenges that the privatisation process will face in.future
c) ldentification and analysis of the role that the main actors have to play in the process.
d) Examination of the real IHD in Albanian and advantages and disadvantages of a greater
involvement of local businesses in the privatisation of the strategic sectors.

Have we achieved these objectives? The answer could be found in the materials published in
both languages (Albanian and English).

Any suggestionsegarding the materials are welcomed.

Albanian Socio Economic Think Tank (ASET)

Tel/Fax: +355 4 258 17Mobile: +355 69 20 95 495
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LESSONS FROM THE EXPERIENCE WITH PRIVATIZATION
IN CENTRAL EUROPEAN AND OTHER COUNTRIES

Richard WOODWARD*

Abstract: This paper is an attempt to answer some questions about the privatization of
strategt industries on the basis of experience in various countries, especially (but not limited
to) those of Central and Eastern Europe. The general desirability of privatization does not
mean that any kind of privatization is as good as another, especialljeincase of
infrastructural industries. The paper discusses some of the concerns relevant to the
privatization and liberalization of such industries, and also discusses the question of
preferences for domestic investors.

KEY WORDS: privatization, postommunist, Albania, strategic industries

1. INTRODUCTION

Almost two decades into the pgSbmmunist transition, Albania, like many post
Communist countries, has yet to address the challenge of the privatisation of strategic
i ndustries ( whi c IincludensuchA industries asé al and agase
telecommunications and public transportation). This issue is a controversial one in
every country that has had public ownership of such strategic industries (i.e., almost
every country in the world) and discussed plssibility of their privatisation. In this
paper | will discuss experiences from other countries which are relevant to such
questions as the role of domestic investors and what to avoid in the privatisation of
strategic industries, particularly in theearof infrastructurd. will begin with a brief
survey of the evidence that privatization is generally superior to continued state
ownership. Of course the main motive for privatization is (or should be) the
improvement in the economic efficiency of theeggitions of the enterprises being
privatized, which in turn is expected to contribute to a rise in the standard of living.
So privatization, in order to work, must stimulate the restructuring of the privatized
firm. The literature on the restructuring afterprises in transition countries shows
quite clearly that privatization itself without regard for the question of who becomes
the new owner is not sufficient for this purpose. A number of other conditions must
be met, and the main part of this paper vdéntify some of those conditions, with
special reference to the problems of industries which are natural monopolies. | will
then go on to consider briefly the question of preferences for domestic investors, and
then conclude with a summary of the findsrend some final reflections.

2. DOES PRIVATIZATION WORK?

A number of surveys of the literature on the subject show quite conclusively that
private ownership is generally superior to state ownership of industry (Boubakri &
Cosset, 1998; Nellis, 1999; Meggon & Netter, 2001; Djankov & Murrell, 2002).

L CASEi The Centre for Social and Economic Research, Warsaw, Poland, and the
Management School and Economics, theversity of Edinburgh, United Kingdom.
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While one might object that the comparison of privatized with Stateed
enterprises can be afflicted with selection bias, since if we consider enterprises from
a single industry, those left in state owndpsdre liable to be poorer performers than
the privatized ones for reasons not related to privatization, there are studies which are
not susceptible to this line of criticism (for example, Djankov and Murrell, 2002, take
great pains to deal with the issofeselection bias in the studies they survey).

An interesting investigation into the causes of the poor performance cbstasel
enterprises in comparison with the private sector was carried out by Antczak (2004).
Comparing enterprises in public andvaie ownership in Poland for the period
20012003, she found that those in the public sector had extremely low labor
productivity in comparison with privately owned enterprises, but at the same time
had significantly higher wages (moreover, eliminationtiod notoriously poorly
performing public transportation sector improved public sector labor productivity
only slightly, while vastly increasing the discrepancy in wages in favour of the public
sector).

Even in manufacturing, where labor productivity inbfpcly and privately owned
enterprises weréound to be similar, wages were significantly higher in the public
sector (by over 30%) than in the private sector. This is a clear indication of a serious
corporate governance problem in the Polish stateed gctor which may well be

one of the factors underlying the poorer performance of-etated enterprises.

However, there is also evidence that privatization does ahefys work. For
example, in their metaurvey of the transition literature, Djankov and ki (2002)

find that privatization does not have a statistically significant effect on performance
in the countries of the former Soviet Union. Clearly there are some other factors at
work here. What are they? This is the question we address in theecéat.

3. WHEN DOES PRIVATIZATION WORK?

Competition.One of the key factors of interest here is competition in product
markets, which can be at least as important as privatization itself for inducing
improvements in the efficiency of the managementnoérterprise (Dabrowski et al.,
1991; Pinto et al., 1993; Carlin et al., 1995; Nellis, 1999; Djankov & Murrell, 2002).
Privatization will often fail to improve enterprise performance if the privatized
enterprises are not forced to compete in the mark#terewith other domestic
enterprises or with foreign competitors (or both). This result would seem to be
especially important for strategic industries, which tend to be monopolies, thus
indicating the need for allowing foreign competition when it is pdssibd the need

for appropriate regulation when it is not.

Some even go so far as to suggest that in at least some cases (for example, if
privatization is costly and timeonsuming, putting a strain on the available resources
a country has at its dispo}aliberalization and deregulation might be pursued first,
and privatization later (Stiglitz, 1998; Ramamurti, 1999).
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Institutional frameworkThe importance of wellegulated institutions for economic
development is not a new topic, and interest haslgreareased in the last 20 years

as a result of the work of Oliver Williamson and Douglass North. Economists such as
Dani Rodrik, Simon Johnson and Daron Acemoglu have provided some of the most
interesting contributions on this subject in recent yeargoOfse, the property rights
transferred in privatization are of little worth if those rights cannot be enforced. In a
study of particular relevance for our topic, Glaeser et al. (2001) compared the
performance of the highly regulated Warsaw Stock Exchamgeh has become the
largest stock exchange InEE, with that of the Prague exchange, which had very
little regulation in the first half of the 1990s. In Poland, they find, securities laws
regarding disclosure and other measures protecting investorscweial for the
development of the market, whereas the Czech Republic, where decision makers
deliberately opted for a model with very little regulation (and consequently little
protection of minority shareholders and other measures in accordance witiswhat
generally accepted as corporate governance good practice), saw the emergence o
it unnel |-stripmng) ag welbas mdssive-tisting in the early 1990s.

Table 1. Corruption Perceptions Index for several countries, 2001 and 2007

2001 | 2007 2001 | 2007
Czech

Denmark 9.5 9.4 Republic| 3.9 5.2
United Kingdom | 8.3 8.4 Slovakia | 3.7 4.9
Germany 7.4 7.8 Greece | 4.2 4.6
France 6.7 7.3 Poland | 4.1 4.2
USA 7.6 7.2 Bulgaria | 3.9 4.1
Slovenia 5.2 6.6 Romania| 2.8 3.7
Estonia 5.6 6.5 Mexico | 3.7 3.5
Hungay 5.3 5.3 Albania | 2.5* | 2.9
Italy 5.5 5.2 Russia | 2.3 2.3

* Albania score is for 2002 (in prior years Albania's CPIl was not measured)
Source: Transparency International

Djankov and Murrell (2002) conclude that flaws in the gosviet regulatory
framewok were the main reason for the lack of statistically significant positive
results concerning the effects of privatization in gdsviet countries. In addition to
capital market regulation stressed by Glaeser et al. (2001), Nellis (1999) points to the
importance of an effective mechanism for enterprise exit (bankruptcy). The
importance of hard budget constraints has also been clearly shown by research (see
e.g., Dabrowski et al. 1991; Carlin et al., 1995), which indicates that avoidance of
government subdies (whether explicit or implicit) or bailouts is important for the
economic performance of firms. A factor of crucial importance for the quality of a
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countryés regulatory and institutional
the relationshipis inversely proportional). According to World Bank governance
indicator data measuring control of corruption (Kaufmann et al., 2007), out of 17
transition countries in Central Eastern and Southeastern Europe, Albania is the most
corrupt. This picture ix onf i r med i f we | ook at t he
Transparency I nternational és Corrupti ol
the scores for a number of countries, including Albania, for 2001 and 2007).

While some improvements have been medescent years, the situation in Albania

is significantly worse than in any European Union member countries and is
comparable to that in Russia. Examples can be found of other Balkan countries
which, though also not performing particularly well, have rioyed much faster
(e.g., Romania). This does not bode very well for the efficacy of strategic sector
privatization in Albania, since, for reasons we will explore further below, the quality,
transparency and political legitimacy of the institutional andileggry framework is

of particular importance in the case of such industiéso is the private owner?
Another important factor affecting the efficacy of privatization in achieving desirable
restructuring results is the type of owner: some owners arerl@dn others at
inducing restructuring. The survey by Djankov and Murrell (2002) finds the overall
verdict in the literature on transition countries to be a negative one for insiders (i.e.,
managers and employees) and a positive one for investment daddfreigners.

The positive result concerning investment funds should, however, be treated with
caution in the light of studies of Polish and Czech mass voucher privatization
programs, in which investment funds played a crucial role. These studies tend to
show investment fund ownership being associated with poor economic performance
(Weiss & Nikitin, 1998; Nellis, 1999; Blaszczyk et al., 2003).

Political legitimacy. Purely political factors such as public opinion are often
dismissed as having no economignificance. However, they can have very
important implications for the success of economic policies. In two papers, Henisz et
al. (2005a, b) examine the shift from state domination tclibecal paradigms of
economic policy, using the particular examplefs privatising and deregulating
reforms of the telecommunication and electricity industries in humerous countries
around the world. (It is worth reminding the reader that these are the sorts of
industries we are particularly interested in.) They find thatpolitical legitimacy of
reforms has i mportant consequences for
which can in turn cause serious problems for foreign investors who have moved into
the deregulated and privatised industries. They identifmesdactors that are
important for legitimacy. First, reforms have low legitimacy if a country adopts them
simply in response to pressure from multilateral lenders such as the World Bank or
IMF, and they have higher legitimacy if neighboring countries red@pted them.
Privatisation without regulatory reform, which leaves consumers facing a private
monopoly in the place of a stabevned one, also makes reforms very unpopular. The
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authors also find that the likelihood of adopting a comprehensive packagferofs
depends on the economic performance of an industry (poor performance creates
demand for reform) and on the presence of sufficient institutional checks and
balances, which make domestic politicians less likely to adopt reform but make
foreign investos more likely to enter the market due to their greater confidence that
reforms will not be reversed once adopted. Countries that adopt reforms due to
pressure from multilaterals tend to intervene in markets later, reversing reforms or
altering reformed mgulatory frameworks and thus creating serious losses for foreign
investors Knowledge transfer issued/hile these may not be relevant for all of these
industries, at least for some of them (probably, for example, for telecommunications
and financial indusies), expectations regarding the technological kihow that
foreign investors may bring to a privatised enterprise may play a significant role in
the policy decisions regarding privatisation. A fairly large literature deals with the
guestion of transfer of knowledge from multinational corporations to their
subsidiaries, as well as with the strategies that domestically owned firms can adopt in
order to upgrade their technological capabilities by absorbing knowledge from
abroad.

Hobday (2002) contrastké experience in the electronics industries of countries such
as South Korea and Taiwan, which have had little FDI and relied on contracting
relationships typically referred to as OEM (Original Equipment Manufacturing) with
Western and Japanese companwet) those of Singapore and Hong Kong, which
have been dominated by foreign investment and whose electronics companies have
often been subsidiaries of Western ones. There are advantages and disadvantages t
both approaches. While Borrus (1996) shows ho®. Jubsidiaries in countries like
Singapore have quickly moved up the value chain, it is clear (by definition) that even
the strongest of them does not have the chance to develop a fully independent own
brand, as has been t he Cc a <artainodegress ofu t h
dependency on mother companies will always remain. On the other hand, an example
of the extraordinary difficulties faced by even the most capable independent
companies, who have been forced to build up their capabilities more slo®kNh
contracting relationships, can be found in the experience of the very successful
Taiwanese computer manufacturer Acer (Ernst, 2000).

A further complicating factor is the differences in approaches used by multinationals
from different countries; Bormi (1996), for example, demonstrates that Asian
subsidiaries of U.S. companies in Asia enjoyed much better development
opportunities than Japanese subsidiaries. Indeed, multinational corporations organize
their international production and R&D networks iery different ways, and these

are crucial in determining what benefits the subsidiary (and through it the host
country) can gain in terms of knowledge transfer and capability enhancement.
Gassmann and von Zedtwitz (1999) portray different approaches uged b
multinationals in organizing their R&D activity. The most beneficial for the
devel opment of the subsidiaryés | ocal
an fAintegrated R&D network, o a flexibl






