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Introduction

In the last decade, governments worldwide have raised over $1 trillion from
the sale of state-owned enterprises (Megginson and Netter, 2001). However,
the South Asian economies of Bangladesh, India, Pakistan, and Sri Lanka
have been slow to divest from government-owned firms. Revenues raised from
privatization between 1991 and 1999 totaled just $11.9 billion in South Asia
(The World Bank, 2001). In contrast, Latin America raised over $177 billion
over the same period (The World Bank, 2001). In this paper we discuss
the privatization process in South Asia with a focus on India, the largest
economy in the region.
State-owned enterprises in the region are extremely ineﬃcient due to rentseeking by politicians and workers, protection from competitive forces, and
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the absence of market-based incentives for workers. As a result they are a
significant drain on government resources throughout the region. For example, between 1991 and 1999 the Government of India invested Rs. 612
billion in state-owned enterprises and earned dividends of Rs. 179 billion,1
an average return of 3.4% (Department of Disinvestment, 2001). Almost all
this investment was financed by the government by issuing debt at interest
rates above 10%, which is considerably higher than the rate of return. The
auditory body of the Indian government reports that between 2003 and 2004
only 156 state-owned enterprises earned profits while 116 companies suﬀered
losses. Moreover, among the firms reporting profits, just 42 companies from
the oil, power, telecommunications, coal and steel sectors contributed 80%
of the overall profits earned (Comptroller and Auditor General, 2003-2004).
Despite the ineﬃciency of state-owned enterprises, public support for privatization remains low. Reluctance to privatize is in part due to the historical
context to state ownership, which we describe in Section 2.1. State-ownership
was originally justified in industries requiring large investments, such as iron
and steel. Given sparse private sources of capital in the immediate postcolonial era, these economies used public money in order to quickly develop
an industrial base. It was believed that a dominant public sector would
reduce the inequality of income and wealth and advance the general prosperity of the nation. However, in subsequent decades the focus on heavy and
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Between 1991 and 1999 the average INR to USD exchange rate was Rs. 32 to 1 USD,
ranging from Rs. 18 to 1 USD in 1991 to Rs. 42 to 1 USD in 1999.
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strategic industries shifted and governments nationalized loss-making private
companies in many sectors just to prevent their closure. Political factors also
led to the rapid expansion of state-ownership. For example, after obtaining
independence from Pakistan, Bangladesh nationalized companies that were
owned by Pakistan nationals.
Following a balance of payments crisis in 1991, the Indian government implemented a number of reforms intended to reduce entry barriers and encourage private enterprise, which we describe in Section 2.2. The privatization
policies framed by successive governments from 1991 until the present are also
discussed. Throughout the last decade there have been numerous shifts in
India’s privatization strategy. In particular, until 1999 successive Indian governments only sold minority equity stakes without transferring management
control (partial privatization). Starting in 2000, the government transferred
management control and sold majority equity stakes to private owners in 14
companies (strategic sales). However, the new government elected in 2004
has ruled out the privatization of profitable firms, and has also stated that
eﬀorts will be made to turn around loss-making firms before they are consider for privatization. Restructuring strategies however have been almost
uniformly unsuccessful in the past (Deparment of Disinvestment, 2001).
In Section 3 we describe the progress made in privatization and the two
main approaches used to privatize firms in India: partial privatization and
strategic sales. While partial privatization is politically less costly because
it does not involve the transfer of management control, there is a risk of
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continued political interference in these firms. Strategic sales on the other
hand may generate more eﬃciency improvements, but are politically costly
to implement.
In Section 4 we discuss evidence suggesting that political competition and
patronage plays a significant role in the privatization process in India. From
the evidence it appears that the government is reluctant to privatize firms
located in regions where the governing party faces significant competition
from opposition parties. Political patronage also appears to influence the
process as the evidence suggests that politicians are unwilling to give up
control of certain firms.
We discuss evidence that partial privatization has led to an improvement
in the operating performance of Indian firms in Section 5.

According to

agency theory, state-owned firms have diﬃculty monitoring managers because there is neither an individual owner with strong incentives to monitor
managers nor a public share price to provide information on manager actions as judged by stock market participants. Results from Gupta (2005)
suggest that selling minority equity stakes without the transfer of management control leads to a significant increase in the level and the growth rates of
profitability, labor productivity, and investment spending. Investment spending on research and development and expenditures on fixed capital also rise
significantly following an increase in private ownership share.
The role of competition is an important factor in the privatization process
as it may help improve the perfomance of state-owned enterprises. In section
4

6 we discuss evidence suggesting that competitive forces and private ownership have a complementary impact on firm performance. We also discuss
evidence suggesting that the presence of state-owned enterprises in a sector
may in fact inhibit competition in that sector. In particular, the government
is much less likely to remove barriers to foreign investment in industries with
profitable and capital intensive state-owned enterprises.
In Section 7 we describe the privatization process in other South Asian
economies. Some of these economies have made more progress than India.
For example, the Pakistan government has privatized several financial institutions, a key infrastructure sector. We discuss evidence from the privatization
of Bangladeshi jute mills that provides strong evidence that state-owned enterprises are used by politicians to dole out jobs. In particular, there is more
surplus employment of white-collar workers than of low wage workers in these
firms.
In Section 8 we discuss evidence suggesting that privatization has not led
to massive layoﬀs in India. Moreoever, the number of workers employed by
Indian federal government-owned enterprises who may be aﬀected by privatization amount to less than 1% of India’s total workforce (Department of
Disinvestment, 2001). However, state-owned enterprise employee unions have
a lot of political clout. For example, voluntary retirement programs appear
to have significantly overcompensated workers throughout the region. Evidence also suggests that state-owned enterprise workers may have successfully
delayed privatization in India. Section 9 concludes with a discussion about
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privatization in infrastructure. In India infrastructure investment is a tenth
of China’s annual investment. One way in which investment can be increased
is by picking up the pace of privatization and using the revenues to invest
in these sectors. However, past experience suggests that prior to privatization the government will need to design a regulatory framework in certain
infrastructure sectors such as electricity.

2
2.1

Institutional Background
Government Ownership and State-led Industrialization

Prior to independence from the United Kingdom, South Asian economies
were overwhelmingly agrarian with little or no investment in industry. In
1913 for example, 76% of British India’s exports were foodstuﬀs and raw
materials while manufactured goods accounted for 79% of imports (Chandra,
1992). Although a small manufacturing sector developed in the early 1900s,
it did not compensate for the collapse of the traditional handicrafts industries
following the industrial revolution in Britain in the 19th century. At the time
of independence, between 2 to 3 per cent of the labor force was employed
in non-agricultural sectors, and manufacturing primarily consisted of labor
intensive industries. The financial sector was similarly underdeveloped with
one bank per 1.7 million inhabitants in 1914 (Chandra, 1992). The partition
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of British India into India, West Pakistan, and East Pakistan (which became
Bangladesh in 1971) created further imbalances in the industrial structure
of these economies. Most industry was located in modern India while raw
materials were produced in Pakistan and Bangladesh. For instance, in 1947
just 5 percent of the large-scale industrial facilities in British India were
located in what is now Pakistan.
Following independence these countries focused on an inward-oriented
development strategy that emphasized import-substituting industrialization
and gave the state a dominant role in implementing this strategy. This is
not surprising since the leaders of the time identified the colonial regime with
laissez-faire capitalism and viewed its liberal trade policies as a means of ensuring access for manufactured goods. South Asian economies relied on their
governments to operate virtually all infrastructure and financial services and
many industrial units. Public sector led industrialization was intended to
make up for inadequate supply of capital in the private sector and to pursue
redistributive policies. Srinivasan (2003) argues that an entrepreneurial class
did exist at the time of independence, but distrust of markets and foreign
trade led the government to adopt a dominant role. In subsequent decades
many of these economies significantly expanded the scope of the public sector
by nationalizing many privately owned companies. Following its own independence from West Pakistan in 1971, the government of Bangladesh seized
the plants formerly owned by West Pakistanis. These represented nearly 90
percent of industrial assets in the new nation (Bhaskar and Khan, 1995).
7

In the aftermath of independence, the Industrial Policy Resolution of
1948 outlined India’s industrialization strategy by categorizing industries by
end use (capital, intermediate, and consumer goods), ownership (public, private, cooperative, or joint), and size (organized, small scale, cottage, and
village) (Srinivasan, 2003). What set the stage for the next fifty years was
the reservation of particular industrial sectors exclusively for government
owned firms. These included not just infrastructure sectors such as electricity, railways, telecommunications, but also industries producing key capital
goods and raw materials such as steel, petroleum, and heavy machinery. The
motivating idea was that by controlling key raw materials, the government
could direct industrial development. However, there were other objectives as
well. Revenues from the surplus generated by state-owned enterprises were
supposed to provide an alternative to taxation revenues to finance government programs. These revenues were to be generated through fixed pricing
schemes for their products. State-owned enterprises were also intended to
promote economic development in backward areas, and to set an example of
worker welfare that the private sector could emulate.
The scope of the government expanded well beyond infrastructure and
heavy industries. For example, the Indian government owns luxury hotels and
bakeries. The Indian public sector consists of departmental enterprises that
are run directly by government ministries, such as the railways, the postal
service, telecommunications, irrigation, and power, as well as enterprises that
have separate boards of directors.
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The First and Second Five Year Plans outlined the development strategy
pursued in India until the last decade. These emphasized investment in heavy
industries, import substitution, and a large expansion in the public sector.
Moreover, government interference was not just restricted to particular sectors of the economy. In order to finance the investments proposed in the
Second Plan, elaborate restrictions on investment and production across all
industrial sectors were necessary. These included industrial licensing, where
one needed government permission regarding the scale, location, and technology of any investment project, and exchange controls, where exporters had to
remit all foreign exchange earnings to the central bank at the fixed exchange
rate, which were redistributed in turn through import licensing. In addition,
there were restrictions on issuing capital in domestic markets, price controls
on both consumption goods and raw materials, extensive trade barriers, and
agricultural subsidies and price controls. Further, most nationalized banks
were required to lend more than 50% of their loanable funds to the government (and state-owned enterprises) through various reserve requirements
(Srinivasan, 2003).
This development strategy did not produce spectacular economic performance. From the 1950s until the 1980s, real GDP growth in India averaged
about 3.75% (Srinivas, 2003). Table 1 provides GDP, stock market capitalization, and industrial growth rates in recent decades for all the economies
in the region.
As in the rest of the developing world, state-owned enterprises in this re9

gion are characterized by huge losses, surplus employment, overcapacity and
underutilization of assets, and subject to political interference. More than
half of the firms owned by the Indian federal government were loss making
in the 1990s. According to the Government of India’s own numbers, between
1990 and 1998 the average ratio of profit after tax to sales was -4.4% and
the average ratio of wages to sales was 18.9% among manufacturing SOEs
(Department of Disinvestment, 2001). In contrast, among private manufacturing firms return on sales averaged 6.7%, while the average wages to sales
ratio was only half as high as that of state-owned enterprises over the same
period (Department of Disinvestment, 2001). State-owned enterprises moreover account for a large share of investment. In 1993, the public sector in
India absorbed 42% of gross fixed capital formation while producing 29% of
GDP (Joshi and Little, 1996).

2.2
2.2.1

The Economic Reforms and Privatization Policy
Economic Reforms (1991-2004)

Limited liberalization and fiscal expansion in the 1980s led to higher growth
rates in India, but was also accompanied by large fiscal and current account
deficits financed by internal and external borrowing at non-concessional rates.
In 1991, the current account deficit was about $10 billion, or 3% of GDP, the
budget deficit was at 10% of GDP, the inflation rate was between 12% and
13%, and foreign exchange reserves had fallen to $1 billion, enough to finance
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about two weeks of imports (Joshi and Little, 1996). The 1991 crisis was due
to these macroeconomic factors, which along with political uncertainty and
rising oil prices following the first Gulf War led to a sharp downgrade in
India’s credit rating and put a stop to foreign private lending. The time was
ripe for India to institute changes in its development strategy. In particular,
the fall of the Soviet Union and the increasingly visible success of China’s
economic reforms had led to a gradual recognition of the failure of the central
planning model. The crisis allowed the reformers to step in.
In 1991 India instituted an economic reforms package, which involved a
dismantling of the licensing system, stock market liberalization, entry liberalization in industries previously reserved for the public sector, decrease
in restrictions on foreign direct investment, and trade liberalization. The
Industrial Policy Resolution of 1991 argued for a shift in the state-led industrialization and import substitution policies of the past, and stated that
state-owned enterprises “have become a burden rather than being an asset to the government (paragraph 31).” The policy resolution further stated
that the government should withdraw from sectors that are ineﬃcient, nonstrategic, and in which the private sector has developed expertise. It also
argued for partial divestiture in state-owned enterprises “in order to provide
further market discipline to the performance of public enterprises” (paragraph 34).
However, successive governments between 1991 and 1999 did not make
much progress in privatization. A ‘Committee on Disinvestment of Shares
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in Public Sector Units’ was created in 1992 to provide recommendations
regarding the method of sale, the percentage of equity to be sold in particular
companies, and the valuation procedure. This committee recommended that
rather than having annual targets set out in the budget, the government
should have a longer term plan, and it also recommended that a regulatory
commission be set up to oversee the sales, that employees be given stock
options, and that part of the proceeds be reinvested in the enterprises. None
of the major recommendations of this committee were implemented by the
government. The absence of a coherent policy led to allegations of inaccurate
valuation of companies and also limited the participation of foreign investors.
In 1996 the government set up the Disinvestment Commission, which
was to oversee the entire privatization process and revive the languishing
privatization program. While the commission published 13 reports, it lacked
the political clout to undertake this mission, which would involve challenging
the politicians and bureaucrats in charge of the companies. This fact was
finally recognized by the Bharatiya Janata Party-led government elected in
1999, which led to the creation of a separate Department of Disinvestment
and a cabinet level position for the Minister of Disinvestment in 1999.
Since 1991 nearly every government’s annual budget has declared that
the privatization goal is to reduce government ownership to 26% of equity,
the minimum equity holding necessary for certain voting powers, in all stateowned firms not in the defense, atomic energy, and railway sectors. However,
until 2000 the government only sold minority equity stakes, sometimes as
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little as 0.1%, without transferring management control. Euphemistically
referred to as “disinvestment,” privatization proved to be very diﬃcult to
implement.
One of the frequent refrains in the media about the privatization program
is the multiple, confounding objectives. The oﬃcial reasons for privatizing
state-owned enterprises in India have been stated as improving governance
and eﬃciency, freeing up resources for social programs, and the development
of financial markets (Department of Disinvestment, 2001). Between 1991 and
2000 successive governments sold minority stakes without transferring management control because it proved to be a lucrative source of revenues without
the accompanying political controversy of transferring control of state-owned
assets to private owners. A number of diﬀerent coalition governments were
formed between 1996 and 1999, none of which stayed in power for long, and
the political uncertainty of this period was probably the main reason why a
coherent policy on privatization did not emerge during this period.
After the elections of 1999, the new government continued the practice of
minority equity sales on financial markets, but it also sold majority stakes and
transferred management control in 14 firms between 2000 and 2004. While
this represents a major shift in policy from previous governments, progress
was still slow. Until 2004 the government retained ownership of an average
of 82% of equity in all state-owned enterprises (Gupta, 2005).
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2.2.2

Privatization Policy (2004 -)

Following the elections of 2004, the new government has outlined its privatization policy under the “National Common Minimum Programme”. The
policy can be summarized as follows: (1) Profitable enterprises will not be
privatized; (2) Loss-making firms will be restructured or shut down; (3) Sales
of minority equity stakes in financial markets will continue; and, (4) A "National Investment Fund" will be set up for the revenues from privatization
to be used for investments in health, education, and employment, and for
capital investments in ailing state-owned enterprises.
Profitable state-owned enterprises include companies in the oil and gas
sectors, financial services, telecommunications, and energy. For example, the
Life Insurance Corporation of India is the country’s largest life insurance
company and Bharat Sanchar Nigam is the country’s largest telecom company. The main issue is whether keeping these companies under government
control will erode their competitiveness. Given that many of these companies
are in key infrastructure sectors the decision to keep them state-owned has
implications for the global competitiveness of the entire economy.
The policy of restructuring loss-making companies is a goal that has also
been embraced by previous governments, but without much success. In fact
the literature suggests that the adverse selection associated with certain types
of labor restructuring in state-owned enterprises, such as voluntary retirement, may not be beneficial and can even reduce the sale price of the firm
(Haltiwanger and Singh, 1999 and Lopez de Silanes and Chong, 2002). How14

ever, setting up a separate fund for privatization revenues, if actually implemented, will be an improvement on the previous system where the revenues
were used to reduce government budget deficits rather than being earmarked
for a specific purpose. The transparent use of privatization revenues would
help in building political support for privatization.

3

Progress in Privatization

According to the Global Development Finance Report (2001) the total privatization revenues raised in South Asia in 1999 were $11.9 billion, the second
lowest amount raised among six developing/transition economy regions, and
just above Sub-Saharan Africa. India has been the slowest reformer in the region, however the region as a whole lags behind most of the developing world
in privatization. From 1991 to 2004, the total amount collected through privatization is Rs. 476.5 billion over 14 years - an annual average of 0.2%
of GDP. Table 2 provides an annual breakdown of the number of companies
sold, the method of sale, and the revenues raised from privatization between
1991 and 2004.
While enterprises owned by the federal government of India account for
about 85% of the asset base of state-owned firms, there are also 1036 firms
owned by individual state governments. The total investment in these 1036
regional government-owned companies was estimated at Rs.2.5 billion in
2003, of these 209 are not operational while over half of them are loss-making

15

(Department of Disinvestment, Disinvestment in States). Until 2004, 36 of
these firms had been privatized and another 111 shut down, with the state
of Andhra Pradesh leading the way. In Table 3 we list the progress made in
each state.

3.1

Partial Privatization

Between 1991 and 1999, successive Indian governments sold minority equity
stakes through a variety of methods including auctions and public oﬀerings
in domestic markets, and through global depository receipts in international
markets. The majority of these partial privatizations were undertaken by
the government led by the Congress Party between 1991 and 1996. Until
1999, the government had sold an average of 19.2% of equity in 41 industrial, financial, and service sector firms (Gupta, 2005). Starting in 2000, the
government led by the Bharatiya Janata Party has sold majority stakes and
transferred management control in 14 state-owned enterprises. Although the
privatization program seems to have stalled since the elections of 2004, the
new government’s policies state that the practice of selling minority equity
stakes without transferring control will continue.
In the first group of privatizations undertaken in 1991, the government
sold bundles of shares combining shares from higher and lower value firms in
a bundle. This may have lowered the average price across company shares.
In the first such sales, between 1991 and 1992, the average price received per
share was about Rs. 34.83. In subsequent privatizations between 1992 and
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1997, the average share price was Rs. 109.61 (Chandrashekhar and Ghosh,
1999). The practice of bundling shares was only used once, subsequent partial
privatizations involved the sale of shares of individual companies.
Partial privatization, where the government retains majority ownership
and management control, has on average led to an improvement in the operating performance of state-owned enterprises in India (Gupta, 2005). However,
this method of privatization can pose some risks for minority shareholders.
In recent years the government has sometimes undertaken actions that may
be detrimental to the interests of minority shareholders. As an example,
consider the case of the profitable partially privatized oil company the Oil
and Natural Gas Corporation (ONGC). In 2002, the government proposed
that ONGC should make a special dividend payment, which would benefit
the government to the tune of Rs 50 billion. The company had posted unusually high profits in the previous quarter due to an increase in world oil
prices. Unfortunately, the company had also planned capital expenditures
of Rs 47 billion, which it would not be able to undertake if it made the dividend payment. The government’s actions in this instance were interpreted
in the media as inconsistent with that of shareholder value maximization (S.
Vaidya Nathan, 2002). In 2003 the strategic sales of two other oil companies
was stalled because the government was unwilling to reduce gas subsidies
prior to the elections. These subsidies on cooking gas and kerosene, the primary energy sources in India’s rural areas, amounted to about $2.53 billion
in additional costs for the companies.
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From the policy statements issued by the new government it appears that
they intend to continue with minority equity sales on domestic and foreign
stock markets. Given the risk to investors of government expropriation, the
companies may have to significantly underprice their oﬀerings in order to be
attractive to investors, which in turn would reduce the revenues received from
privatization. However, underpricing is common in privatizations around the
world as documented by Jones, Megginson, Nash, and Netter (1999).
Evidence suggests that privatizations through share issues promote the
development of financial markets. Privatized firms are the most valuable
companies in the stock markets of both developed and developing countries,
and the largest share oﬀerings in history have been privatizations (Megginson
and Netter, 2001). This appears to be the case in India as well. Among the
top 10 companies with the highest market capitalization on the Bombay
Stock Exchange in 2005, five are partially privatized companies, and the
company with the highest market capitalization is a partially privatized oil
company.
Using an auction framework, Gupta and Harbaugh (2001) show that partial privatization may increase sale revenues. In the case of most privatizing
economies, before a firm is privatized there is limited public information
about the firm’s likely profitability, implying that buyers will have diﬀering
opinions about the value of the firm. Since competition between buyers is
reduced, the winning bidder will pay less than the expected value of the firm
on average. This is consistent with the evidence of underpricing of shares in
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privatization that occurred in India and elsewhere (Jones, Megginson, Nash
and Netter, 1999). Once the firm is under new management the market
will have a much clearer idea of the firm’s future profitability. For instance,
post-privatization share prices may be a more accurate signal of the firm’s
long-term profitability compared to pre-privatization earnings statements.
This more accurate public information about profitability will lower buyers’
information rents on average, increasing revenues from selling the firm. Given
this information problem, the state faces a dilemma. Only by selling the firm
will information about future profitability be revealed, but only by holding
on to the firm can the state avoid giving away information rents to buyers. Gupta and Harbaugh (2001) show that partial privatization and gradual
privatization are appealing compromises that trade oﬀ the advantages to revealing information and to recapturing the rents from information revelation.
When selling one firm, the government’s optimal strategy will always be to
sell a fraction of the firm first. In the case of several firms the government’s
optimal strategy will be to sell a few firms completely and others partially,
or not at all.

3.2

Strategic Sales and Transfer of Majority Control

Starting in 2000, the Indian government undertook strategic sales whereby
majority stakes were sold and management control in 14 companies was transferred to private owners. Privatization revenues from strategic sales were
about Rs 103 billion, which is less than the amount raised through partial
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privatizations since 1991 (Department of Disinvestment, Disinvestment till
Now).
In the strategic sale process the government hired investment banks to
value the companies, bids were invited, and the highest bidder won. The
valuation of the assets and earnings potential of state-owned enterprises has
been the most contentious aspect of this process. While firms that are listed
on stock exchange can be assessed based on share price, most state-owned
enterprises are not listed. Also, current earnings may not reflect the future
earnings potential of these companies since they are subject to government
interference and may not be maximizing profit.
One diﬃculty that has arisen is in the valuation of non-industrial assets
such as real estate and utilities owned by these firms. For example, a Morgan Stanley study from 2005 estimates the total market value of government
companies at between $150—$175 billion (Ahya and Sheth, 2005). These estimates are based on secondary market prices and does not include assets in
the form of infrastructure facilities and other operations that are not corporatized such as real estate. Another issue is that of bad market timing where
the government has sold firms during market downturns. For example, the
sale of the mining company Hindustan Zinc to the Indian business group
Sterlite Industries may have coincided with a slump in world zinc prices and
the stock market. The government sold 26 percent of equity at a per share
price of Rs. 40.50 in November 2002 when data from the Bombay Stock
Exchange indicates that the stock was trading at an average price of Rs 16
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per share that month (the exchange rate was Rs. 48.36 to 1 USD in November 2002). In a year’s time, the company’s stock was trading at Rs. 84.99
per share, an 110% appreciation in the value of the shares over the purchase
price, and an increase of 440% in the traded price at the time of the sale
the previous year. The price of Hindustan Zinc averaged about Rs. 135 per
share in 2004. This increase in the market value of the company may reflect
market factors as well as actions taken by the new owners, but it has led to
persistent allegations of underpricing of state-owned company shares.
However, underpricing in privatization may be politically beneficial for
the government. For example, Biais and Perotti (2002) argue that underpricing of shares of state-owned enterprises encourages public participation
in privatization, thereby building support for the reform.
Underpricing may also be beneficial from a revenue maximization perspective. The sharply increasing market price of Hindustan Zinc described
above also benefits the government becuase it retains a considerable equity
stake in the company, and will presumably be able to get a better price for the
company in subsequent equity sales. Perotti (1995) argues that by retaining
an ownership stake in the firm the government can signal to investors that it
will not implement policies that are detrimental to the finances of the firm.
While this may have been a factor in the gradual approach to privatization,
a more likely explanation for the government’s reluctance to privatize is political opposition from organized labor unions and from opposition parties.
Institutional barriers, particularly in financial markets, may have also played
21

a role. Below we discuss political economy factors that may have played a
role in delaying privatization.

4

The Political Economy of Privatization

One of the institutional barriers to rapid privatization is the relatively underdeveloped financial sector. In particular, capital markets may not be able
to absorb share issue privatizations of large state-owned enterprises. For
example, between 1987 and 1991, the ratio of stock market capitalization
to GDP in the high income OECD economies averaged about 61% (World
Development Indicators Database). In contrast, the ratio of market capitalization to GDP in India over the same period averaged about 12%. However,
privatizations through public oﬀerings in domestic capital markets can help
develop these markets (Megginson and Netter, 2001). In 2003, the ratio of
market capitalization to GDP in India was about 47% (World Development
Indicators Database).
Privatization has been one of the mostly politically contested reforms. It
is opposed by labor unions, state governments who do not want a company
located in their state privatized, bureaucrats who run the companies, political parties, and government ministers who do not want to lose control of
the firms. Addressing the feasibility of implementing politically contentious
reforms before elections Prime Minister Atal Behari Vajpayee (from 19992004) said: “Well, if political eﬀects are there, we will not reform. We’ll not
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reform if there [is] a political cost to pay.” (Mohan, 2003).
There is now a growing literature on the role of political and economic
institutions in privatization. Biais and Perotti (2002) oﬀer an explanation for
why conservative governments are more likely to privatize: to induce median
class voters to buy enough shares to shift political preferences away from left
wing parties. This may be relevant for India. Quoting a prominent political
commentator on the sale of minority shares in 2004 by the right-wing BJP
government, “So, the disinvestment has little economic significance. Mainly,
it is a political ploy to sell shares cheaply to a large number of voters, hoping
to reap electoral dividends” (Swaminathan, 2004). Bortolotti and Pinotti
(2003) find evidence in support of Biais and Perotti (2002) and show that
right wing governments are more likely to use privatization methods that
maximize share ownership among the electorate.
While the potential benefits from privatization such as capital market
development and lower budget deficits, are dispersed across the population,
the costs tend to be concentrated among a small group, those who obtain
private benefits from state-owned enterprises. Using a unique firm-level data
set from India, Dinc and Gupta (2006) study the role of political patronage
and electoral competition in the decision to privatize. They investigate one
particular determinant of political patronage: the location of a firm. Retaining control over a firm may be a greater priority for a politician if the firm
is located in the politician’s home state. For example, politicians may use
state-owned enterprises to provide jobs for political supporters, which may
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aﬀect their ability to win a seat. Dinc and Gupta (2006) identify the cabinet
minister in charge of every firm in each year and match the home state of the
minister with the state in which the main operations of the firm are located.
They find that none of the firms located in the same state as the politician
in charge are privatized.
The potentially adverse eﬀects of privatization, such as layoﬀs, are likely
to be concentrated in the region where the firm is located. As a result, the
ruling party may lose support in that region if labor unions and political
opponents organize in opposition. This consideration may influence the government’s decision to privatize in regions where the ruling party faces strong
opposition from other political parties and is therefore vulnerable to the effects of voter backlash. Dinc and Gupta (2006) find evidence in support of
this hypothesis. Specifically, they find that the rate of privatization is significantly faster if a firm is located in a state where the ruling party and its allies
won a large proportion of the seats in the elections to the federal parliament.
Privatization is significantly delayed if a firm is located in a state where the
ruling and opposition parties are in a close and competitive race. For example, their results suggest that the pace of privatization is likely to be more
than four times higher for a firm located in the state of Tamil Nadu, where
the ruling party won 100% of the seats to the federal parliament, compared
to a firm located in the state of Himachal Pradesh, where the ruling and
opposition parties each won 50% of the seats.
Dinc and Gupta’s (2006) results also suggest that labor has played a
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role in the privatization decision. In India, the largest labor unions have
opposed privatization and organized massive protests and strikes. Quoting
from a BBC News article from May 2003 (Millions strike against privatization), “The strike was called by trade unions including the All India Trade
Union Congress (AITUC), Centre for Indian Trade Unions (CITU) and the
Hind Mazdoor Sabha, who claimed about 40 million workers were participating in the walk-out. They are calling for a halt to the government’s ongoing
privatisation and plans to change labour laws.” The authors find that privatization is significantly delayed if a firm has a large workforce and a high
wage bill. Taken together, the results from this study provide evidence of
the role played by entrenched interests, such as the politicians in charge of
state-owned enterprises, and organized labor, in delaying the privatization
process in India.

5

Eﬃciency Eﬀects of Privatization

In comparison to the large literature on privatization in the transition economies,
there have been relatively few studies of the eﬀects of privatization in India and other South Asian economies. The findings of existing studies suggest that privatization has improved the performance and eﬃciency of stateowned enterprises. Below we discuss a study by Gupta (2005), which suggests
that the most commonly used privatization method in India, partial privatization, has had a positive impact on the operating performance of firms.
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5.1

Partial Privatization

Across the world most governments have adopted a partial privatization approach where they sell small equity stakes in state-owned enterprises on domestic and international stock markets. For example, Boubakri, Cosset,
and Guedhami (2005) show that the government remains the controlling
shareholder in about 40% of their cross-country sample of 209 firms immediately after privatization. Similarly, La Porta, Lopez-de-Silanes, and Shleifer
(2002) show that despite the wave of bank privatizations in the 1980s, the
average share of banking assets controlled by the government remained at
48% in banks from 92 countries.
Partial privatization is also of theoretical interest because of the insight
it oﬀers into the long-standing debate over why state-owned firms perform
poorly. The political view argues that governments pursue objectives in addition to and in conflict with profit maximization and that this political
interference can distort the objectives and constraints faced by managers.
Hence, only the transfer of management control to private owners is likely to
address ineﬃciency in state-owned enterprises. The managerial view, based
on agency theory, is that state-owned firms have diﬃculty monitoring managers because there is neither an individual owner with strong incentives to
monitor managers nor a public share price to provide information on manager
actions as judged by stock market participants.
Between 1991 and 1999, India sold minority equity stakes in 41 stateowned companies in domestic and international stock markets. Since man26

agement control was not transferred to private owners it is widely contended
that partial privatization has had little impact on the behavior of these firms.
Using data on Indian state-owned enterprises, Gupta (2005) finds that partial
privatization has a positive and highly significant impact on firm sales, profits, labor productivity, and investment. This is the first study to document
the impact of partial privatization on the performance of firms.
Under partial privatization, the shares of Indian firms were traded on the
stock market while the firms remained under government control and subject
to political interference. Thus Gupta (2005) uses data on partial privatization
in India to test the managerial view that inadequate information on manager
actions is an important factor in the ineﬃciency of state-owned firms.
The data in this study consists of accounting information on the population of non-financial firms owned by the federal (central) government of
India, as well as some manufacturing and non-financial service sector firms
owned by regional governments. All the partial privatizations undertaken by
the federal government until 1999 are observed. The data includes pre- and
post-privatization performance of 41 firms partially privatized by the federal
government up to 1999. These firms only sold non-controlling shares to financial institutions, foreign institutional investors, and the public through
open auctions, public oﬀerings, and global depository receipts in domestic
and international stock markets.
The paper uses several approaches to address the potential endogeneity
of privatization including fixed eﬀects and instrumental variable estimations.
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The estimations also control for reforms in competition policy. The results
suggest that both the level and the growth rates of profitability, labor productivity, and investment spending improve significantly following partial
privatization. In the firm fixed eﬀects regression a 10 percentage point decrease in government ownership increases annual (log) sales and profit by
13% and 10% respectively, and the average product of labor and returns to
labor by 8% and 5% respectively. Investment spending on research and development and expenditures on fixed capital also rise significantly following
an increase in the private ownership share of a firm’s equity. Hence, these
results are consistent with the hypothesis that stock price information and its
eﬀect on managerial incentives will improve with the liquidity of the stock.
Evidence suggests that the eﬀect of privatization on firm performance
is due in part to the role of new human capital. To further decompose
the eﬀect of partial privatization on managerial incentives, the paper uses
data on turnover in senior management from 1990-2000 for all state-owned
enterprises privatized through 2002. Results from the instrumental variable
regressions suggest that by improving the information environment partial
privatization may improve managerial incentives and facilitate the selection
of better managers.
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6

Privatization and Competition

There is a debate in the privatization literature on the relative importance of
competition policy versus ownership change. Vickers and Yarrow (1991) have
argued that competition can shape managerial incentives better because it
reduces the market share of ineﬃcient firms and facilitates performance comparisons. On the other hand, Shleifer and Vishny (1994) have argued that
so long as politicians are in control, state-owned firms will be characterized
by political interference. Evidence from India suggests that both privatization and competition matter for the operating performance of state-owned
enterprises (Gupta, 2005).
The Industrial Policy Resolution of 1991, which outlined the economic
reforms, argued for a major policy shift to encourage private entry in more
industrial sectors. In the last decade the government has deregulated the
economy considerably by removing draconian licensing requirements that
forced companies to obtain government approval for all investments, allowing foreign entry in some sectors without prior government approval, and
opening up sectors that were previously reserved for state-owned enterprises
to all investors. In India, these changes in competition policy appear to have
reduced the market share and employment levels of state-owned enterprises
on average (Gupta, 2005).
However, the evidence also suggests that the presence of state-owned
enterprises may inhibit competition enhancing reforms. Using a firm-level
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dataset from India, Chari and Gupta (2006) investigate the role of incumbent firms in the government’s decision to remove entry barriers to foreign
investment in some industries and not others. Their results suggest that
the government was significantly less likely to deregulate foreign entry in
concentrated industries and in industries with state-owned enterprises. In
particular, the government appears to be protecting industries with profitable and capital intensive state-owned enterprises. Furthermore, these are
not just industries that can be classified as natural monopolies or of strategic
national interest. In contrast to the protection oﬀered to state-owned enterprises, Indian business groups do not appear to have had much influence on
this deregulation measure.
The recent shift in policy where the government has ruled out privatizations of large, profitable firms in infrastructure sectors raises questions about
the future of private investment in these sectors. One implication of Chari
and Gupta’s (2006) results is that the presence of profitable state-owned
enterprises may inhibit private entry in these sectors.

7

Privatization in other South Asian economies

Data from the World Bank Privatization Transactions Database indicates
that between 1989 and 1999, Sri Lanka sold an average of 64% of equity in
about 98 companies, Pakistan sold 80% of equity in about 120 companies,
and Nepal sold an average of 71% of equity in 14 companies. Table 4 reports
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the revenues raised from privatization by the economies in the region between
1990 and 1999.
While progress has been slow, there have been some important developments in recent years. Recognizing the political barriers to the sale of
state-owned enterprises, Pakistan, Bangladesh, and Sri Lanka have all created government agencies to implement privatization transactions. While
previously these agencies had only advisory capacity, they now have greater
discretion to implement privatization. Pakistan has passed a privatization
law to ensure transparency in the transactions, while India has created a
cabinet level ministerial position to oversee privatizations. This has helped
speed up the process considerably.
Second, while these countries started by selling minor manufacturing firms
in the early 1990s, the focus has shifted to infrastructure with the sale of
banking, energy, and telecommunications firms in Pakistan and other nations in the region. Between 1989 and 1999, Pakistan privatized 6 banking/financial sector firms - nearly 80% of its privatization revenues are from
the sale of firms in banking, capital markets, energy, and telecom sectors
(Privatisation Commision, Government of Pakistan). Sri Lanka has also
made considerable progress in implementing privatization. It has sold majority stakes of state-owned enterprises in infrastructure, manufacturing, and
agribusiness sectors, with several sales to foreign buyers.
There is not much evidence on the eﬀects of privatization in these economies.
Below we describe the main results of two studies on privatization in Bangladesh.
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7.1

Privatization in Bangladesh

Bhaskar and Khan (1995) make an interesting contribution to the literature
by investigating the patterns of overemployment and the eﬀect of privatization on the performance of state-owned jute mills in Bangladesh. Jute is
the principal export industry in Bangladesh, and in 1982 the government
privatized 31 of 62 state-owned mills. Bhaskar and Khan (1995) argue that
mills were not chosen for privatization on the basis of financial performance,
but instead mills that were owned by West Pakistanis prior to their nationalization were privatized. Jute mills that had been owned by Bangladeshi
owners before they were nationalized were restituted to their former owners. Thus, they treat privatization as exogenous to firm performance in their
data. The control group in their data consists of the mills that remained
under government ownership.
Bhaskar and Khan (1995) observe managerial, clerical, and manual employment at the mill level for the years 1983-1988, and annual output for
1981-1982 and 1984-1985. Data on the types of workers allows them to differentiate between two theories on surplus employment in the public sector.
Welfarist criteria would dictate that in an economy with high unemployment the shadow price of labor is less than the wage rate, hence a welfare
maximizing firm would hire beyond the point where marginal revenue equals
marginal cost. The clientelist argument is that public sector firms are used
by politicians to dole out jobs. The diﬀerence between the two should arise
in the pattern of surplus employment. While the welfare maximizing firm
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would prefer to increase the number of manual workers since the marginal
cost is lower and their opportunities are more limited, a clientelist firm is
more likely to generate greater employment of white collar workers since it is
the middle class that is likely to have more political clout. Similar diﬀerences
may arise in the relative employment of permanent versus temporary manual
workers. Political reasons may not provide the only explanation for overemployment of managerial staﬀ. Public sector managers may be complicit in
creating more white collar jobs to cater to their socio-economic class.
Bhaskar and Khan (1995) find compelling evidence in favor of the clientelist argument that excess employment in the public sector is far greater
in the white-collar category. Results from diﬀerence-in-diﬀerence estimatations suggest that privatization has a negative impact on white-collar employment (clerical and managerial), and on the employment of permanent
manual workers. Manual worker employment does not decrease significantly
overall because of a shift towards temporary manual workers. Pooled regression estimates show that white-collar positions decline by 32%, permanent
manual by 7%, while temporary manual undergoes a 24% increase.
In a related study, Bhaskar, Gupta, and Khan (2002) use the example
of jute privatization to investigate yardstick competition, or the eﬀect of
privatization of some mills on the remaining state-owned enterprises. They
observe aggregate employment data in public and private jute mills for the
same categories of workers as in Bhaskar and Khan (1995). Univariate tests
suggest that white-collar employment in state-owned mills followed that of
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the privatized mills with a lag but did not decline as much as output. Manual employment decreased in the same proportion as output. Thus some
excess employment in white-collar categories remained, but less than before.
The authors suggest that public sector jute mills are gradually converging in
their employment patterns to the privatized mills, indicating that yardstick
competition may be useful in reducing public sector ineﬃciency.

8

Impact of Privatization on Employment

State-owned enterprises were expected to fulfill a multitude of social objectives both for its workers by providing health care, education, and shelter,
and for the economy at large with price regulation. While the conventional
wisdom is that privatization will lead to massive layoﬀs, the evidence does
not appear to support this view in South Asia. This is possibly due to highly
restrictive labor laws that govern layoﬀs and compensation. The social role
of state-owned enterprises, at least in India, may be exaggerated given that
the total number of workers employed by federal government-owned firms is
about 1.7 million, or 0.56% of the total workforce (Department of Disinvestment, 2001). According to some estimates, 90% of India’s manufacturing
workforce is employed in the unorganized sector and not even represented by
unions. Hence, potential layoﬀs are not likely to aﬀect a large proportion of
the workforce.
The adverse impact of layoﬀs may be reduced through compensation and
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training programs. A recent survey suggests however that retrenchment programs for state-owned enterprise workers have had mixed success in terms
of economic benefits. In South Asian economies separation pay for workers
appears to be overly generous and may not yield a net economic benefit.
Moreover, economies in this region overwhelmingly favor voluntary separations rathen than involuntary layoﬀs, which may give rise to adverse selection
problems. The terms of these retrenchment programs clearly reflect the political clout of state-owned enterprise labor unions, but they may be the only
way to overcome opposition from this influential group.
Haltiwanger and Singh (1999) survey and compile data on the costs and
benefits of state-owned enterprise employment retrenchment programs in 37
developing and transition economies. In particular, they describe the factors leading to retrenchment, the type and amount of retrenchment, and
the methods used. The survey yields several interesting variations in the
retrenchment methods and costs across countries. For example, in the 1990s
Eastern European state-owned enterprises reduced workforce size by 2.85
million workers, while Asian state-owned enterprises reduced employment
by just 233,111 workers. Further, while 31% of the retrenchment in Europe was through involuntary layoﬀs, none of the retrenchment in the Asian
economies was involuntary. The authors estimate that the total worldwide
cost of retrenchment programs exceeded $12 billion, of which $1.4 billion
was accounted for by the Asian economies. The compensation included a
mix of severance payments, higher pensions, and retraining and job assis35

tance. While the transition economies in Eastern Europe spent much more
on pensions and worker assistance, 92 percent of retrenchment costs in Asian
economies were accounted for by severance payments.
Following the balance of payments crisis in 1991, a program to reduce
state-owned enterprise employment for chronically loss-making enterprises in
India was put in place. A voluntary retrenchment program in loss-making
textile firms led to a reduction in the workforce by 70,000 workers between
1993 and 1994. Haltiwanger and Singh (1999) estimate that the average cost
per worker of this program was about $17,000. The compensation formula
was 30 days of wages for each year worked compared to the legally required
amount of 15 days of wages for each year of permanent service. While this
program cost $1.8 billion dollars, the amount saved in wages was $83 million
(Haltiwanger and Singh, 1999).
Investigating the privatization of jute mills in Bangladesh, Bhaskar and
Khan’s (1995) and Bhaskar, Gupta, and Khan (2002) show that retrenchment of workers is likely to impact the managerial class more than the manual workers since the former is characterized by greater surplus employment.
However, their results also suggest that white-collar workers have more influence on the government and authority within the firm. Haltiwanger and
Singh (1999) describe a program for Bangladesh jute workers that reduced
workforce size by 22,250 workers of which 1,000 were involuntary separations.
The program cost $56 million while saving $18 million in wages. Under a program undertaken between 1991 and 1993, Pakistan state-owned enterprises
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retrenched 7,495 workers, all through voluntary separations. This program
cost $25 million but saved the government $350 million because of the value
of the real estate released by departing workers.

8.1

Concluding Comments

In the last decade the Indian government has reduced barriers to entry
in most industrial sectors. These measures have contributed to the rapid
increase in private investment and significantly higher rates of economic
growth. Other economies in the region have also made significant progress
in privatization. However, state-owned enterprises remain a significant drain
on public finances throughout the region. Privatizing state-owned enterprises could attract foreign investment, increase domestic investment, develop financial markets, and release scarce public funds for other uses, such
as investment in infrastructure. But these benefits are dispersed across the
population whereas the costs are concentrated among an influential group of
politicians, bureaucrats, and workers. Along with political factors, other constraints such as underdeveloped financial markets, which has led to problems
associated with asset valuation and methods of sale, have also contributed
to the slow pace of privatization.
Looking forward, one of the major remaining issues is the privatization
of infrastructure industries. The key infrastructure sectors are electricity,
telecommunications, and transportation. A Morgan Stanley report estimates
that in 2003 India’s infrastructure spending was $35 billion compared with
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$325 billion for China (Ahya and Sheth, 2005). This report argues for an
increase in annual investment of at least $10-15 billion.
In India, most of the power generation and distribution companies are
owned by regional state governments. The Government of Orissa was the
first to privatize its electricity generation and distribution facilities through
a strategic asset sale. The state government sold 49 % of Orissa Power Generation Corporation to the AES Corporation of USA in 1998, and 51% of equity
shares of its four distribution companies to private companies between 1999
and 2000. Recognizing the need for power sector reform, seven other states
have initiated reforms and the state of Delhi has also privatized its electricity
distribution facilities. As in Orissa, most of these states have adopted the
approach of unbundling the generation, transmission and distribution facilities. However, none of the electricity distribution companies in Orissa have
posted a profit in the years since privatization. The main reason for this has
to do with the regulatory framework. In Orissa a separate regulatory body
sets electricity prices, which the distribution companies claim are not high
enough to cover their transmission and distribution costs. The government
has been unwilling to raise prices because that would be politically costly.
The government has also not been willing to subsidize the newly privatized
companies in the transition period. Clearly the main challenge facing other
states seeking to attract private investment is to design a proper regulatory
framework.
In the telecommunications sector the Indian government has followed a
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two pronged approach. First it allowed private entry into telecommunications, ending the monopoly of state-owned enterprises. Second, it privatized
the nation’s international long-distance provider. Prior to the reforms undertaken by the government, the telecommunications sector was restricted
to two state-run monopolies. In contrast to power, the telecommunications
sector has experienced significant growth. For example, while in 2002 the
percentage of the population with access to a telephone was 0.6% (The Economic Times, 2002), this number had increased to about 9.5% by 2005 (India Infoline, 2005), primarily due to the growth of mobile telephone services.
The experience with this sector indicates that privatization is necessary to
encourage further private investments in infrastructure.
In summary, privatization of infrastructure sectors remains the key challenge confronting the economies of South Asia. Infrastructure privatization is
likely to diﬀer from that of manufacturing because of the need for regulatory
oversight. The evidence also suggests that to increase private participation,
the government needs to pursue both privatization and competition policy
reforms in these sectors.
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