View metadata, citation and similar papers at core.ac.uk brought to you by X{'CORE

provided by ScholarlyCommons@Penn

Penn

Libraries I, University of Pennsylvania
UMIMERSITY of PENNSYLVANIA ScholarlyCommons
Management Papers Wharton Faculty Research

1999

“The Institutions and Governance of Economic
Reform’l: Theoretical Extensions and Applications

Witold J. Henisz

University of Pennsylvania

Follow this and additional works at: http://repository.upenn.edu/mgmt papers

b Part of the Business Administration, Management, and Operations Commons

Recommended Citation

Henisz, W.J. (1999). “The Institutions and Governance of Economic Reform’1: Theoretical Extensions and Applications. Public
Management Review, 1 (3), 349-371. http://dx.doi.org/10.1080/1471903990000001 1

This paper is posted at ScholarlyCommons. http://repositoryupenn.edu/mgmt_papers/61

For more information, please contact repository@pobox.upenn.edu.


https://core.ac.uk/display/132270861?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1
http://repository.upenn.edu?utm_source=repository.upenn.edu%2Fmgmt_papers%2F61&utm_medium=PDF&utm_campaign=PDFCoverPages
http://repository.upenn.edu/mgmt_papers?utm_source=repository.upenn.edu%2Fmgmt_papers%2F61&utm_medium=PDF&utm_campaign=PDFCoverPages
http://repository.upenn.edu/wharton_faculty?utm_source=repository.upenn.edu%2Fmgmt_papers%2F61&utm_medium=PDF&utm_campaign=PDFCoverPages
http://repository.upenn.edu/mgmt_papers?utm_source=repository.upenn.edu%2Fmgmt_papers%2F61&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/623?utm_source=repository.upenn.edu%2Fmgmt_papers%2F61&utm_medium=PDF&utm_campaign=PDFCoverPages
http://dx.doi.org/10.1080/14719039900000011
http://repository.upenn.edu/mgmt_papers/61
mailto:repository@pobox.upenn.edu

“The Institutions and Governance of Economic Reform’1: Theoretical
Extensions and Applications

Abstract

This articls uses the reform of New Zealand's state-owned enterprises from 1984-199S to highlight two
lessons for public sector reform from New Institutional Economics. First, failure to apply agency, property
rights and transaction cost theory in tandem can lead to time-consuming pauses and policy shifts in a reform
programme. Second, a discriminating alignment between the institutional environment and the regulatory
governance structure chosen is crucial for successful privatization in industries characterized by economies of
scale, large non-redeployable investments and extremely political output such as telecommunications and
electricity.

Keywords
new institutional economics, New Zealand, public sector reform, regulation

Disciplines
Business Administration, Management, and Operations

This journal article is available at ScholarlyCommons: http://repository.upenn.edu/mgmt_papers/61


http://repository.upenn.edu/mgmt_papers/61?utm_source=repository.upenn.edu%2Fmgmt_papers%2F61&utm_medium=PDF&utm_campaign=PDFCoverPages

‘“The Institutions and Governance of Economic Reformi:

Theoretical Extensions and Applications

Witold J. Henisz
Assistant Professor of Management
The Wharton School
2021 Steinberg Hall — Dietrich Hall
The University of Pennsylvania
Philadelphia, PA 19104-6370
Tel: (215) 898-0788
Fax: (215) 898-0401
henisz@wharton.upenn.edu

Abstract:

This paper uses the reform of New Zealand’s stateed enterprises from 1984-1995 to
highlight two lessons for public sector reform frdfew Institutional Economics. First, failure to
apply agency, property rights and transaction ttastry in tandem can lead to time consuming
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l. Introduction

Policymakers contemplating large scale restrucguoinpolitically sensitive sectors of the
economy typically have only a limited window of fimlal opportunity in which to implement
their reforms (Keeler, 1993). This paper preserttearetical framework that aims to assist
policymakers in maximizing the returns from suclpapunities. While a growing body of
theoretical evidence (Megginson et. al., 1994) sugphe claim that privatization can yield
substantial productivity gains, the difficultieharent in privatizing monopolies have also been
repeatedly uncovered (Ramamurti, 1996 and Levy 8le8p1996). Policymakers committed to
enhancing the efficiency of state-owned enterpimgsvary of public recrimination for failed
privatizations have myriads of often contradicttirgoretical approaches and arguments to
consider in their policy design. This paper hightgythe potential for combining three such
frameworks that share their origins in The Newitaibnal Economics. It argues that a nuanced
combination of agency, property rights and traneaatost theory helps explain the successes
and failures of New Zealand’s experience with stateed enterprise reform with special
reference to the utility sector.

This new institutional approach to public sectdone is consistent with a large body of
recent theoretical and empirical work from the ‘ficimanagement’ perspective. However, it
may also be feasible to extend the framework ptesdmere to address the added concerns
voiced within the ‘public governance’ perspectit@g¢iman, 1993; Kickert, 1997). First, the
new institutional approach can encompass the reegdard legality and legitimacy as suggested

by the inclusion of probity (Williamson, 1999). Rigmetworks or interrelated transactions may



be used as the unit of analysis as demonstrati iprivate sector by Nickerson and Silverman
(1997). Such extensions are beyond the scopesétticle that seeks to summarize an emerging
underlying theoretical framework for the ‘public nemement’ perspective on public sector
reform.

Successful reform efforts must get the incentives @operty rights right but they must
also tackle the difficult contracting issues surmding the reform of many state sector activities.
In short, they must get the regulatory governameetire right as well. While this analytical
framework was proposed by Williamson (1996), re¢kabretical and empirical contributions by
Levy and Spiller (1996) and Heller and McCubbin898) and others have allowed for an
operationalization of this next stage of reformigesThe central tenet is that government’s must
take advantage of whatever mechanisms they habeiadisposal -- either an independent
judiciary or regulatory rules and procedures -- which can pestide a credible commitment
against interference in the day-to-day operatidrencenterprise. In Section lll, evidence will be
presented that New Zealand'’s institutional envirentoffered limited credibility for regulatory
rules and procedures but was relatively more eificat providing commitment to privatized
firms through contract. However, their privatizatiprogram foundered when the government
failed to sufficiently consider the hazards invalvue transferring highly politicized transactions
produced using technologies characterized by sotist@conomies of scale and scope and
requiring large quantities of sunk assets frompthiglic to the private sector. Section IV
concludes and argues that the theoretical framehaskesonance beyond the case study of New

Zealand by surveying recent empirical work on wytifirivatization.



lI. A New Institutional Approach to Regulatory Design
Background‘The Institutions and Governance of Economic Reform

Williamson (1996) claims that the macro approachesftralized planning and targeting
of accounting aggregates has been largely disedkdit its place, has emerged a more
microeconomic approach based on liberalizatiorggldation and privatization. More recently
the importance of the precondition of an institnibenvironment that supports the market forms
of organization implicit in this viewpoint has reigd ascendant. Williamson argues for a more
microanalytic approach in which the concern ovepprty rights is supplemented by an analysis
of the optimal governance mechanisms for privatéosdransactions. In the context of utility
privatization, the choice between contract andslagon based regulation may be as important
for the long-term performance of the enterpriséhaschoice to privatize.
Neoclassical/Neoliberal Policy Reform: Getting tréces Right

The neoclassical or neoliberal recipe for econamificrm includes a hard budget
constraint, alignment of spending priorities witbromic returns, tax efficiency, financial and
trade liberalization including a lifting of any tastions on foreign direct investment,
deregulation and privatization and the establishiroésecure private property rights. Of these
six recommendations, five can be summarized irpthscription: ‘get the prices right.” By
eliminating politically imposed constraints on deysment and improving transparency and
accountability, the government frees economic adimiseek economic returns. Tremendous

gains have been realized from stabilization anarneforograms across Latin America and



around the world that have followed this simpletahe (Little et. al., 1993; Williamson, 1994;
and World Bank, 1995). Rampant inflation has bemrtrolled, substantial one-time efficiency
gains have been made in state-owned, regulategraradized enterprises, new markets have
been created and investor confidence restoredeEarierest in alternative forms of business-
government relations characterized by closer anck nmbormal personal ties (Amsden, 1989;
Wade, 1990; World Bank, 1993 and Nelson, 1996) heueed in the onset of the Mexican debt
crisis of 1995 and the East Asian crisis of 1997-98
The Impossibility of Selective Intervention: Gejtthe Property RightRight

However, a growing consensus is emerging arountiytpethesis that getting the prices
right is a necessary but not sufficient conditionguccessful state sector reform. Political
institutions are increasingly accepted as crua#tigninants of economic outcomes (North,
1991; Williamson, 1996; and Henisz, 1998). Onetuisbn that is commonly cited as having a
tremendous economic impact is that of private piiyp&egardless of how carefully we design
contracts and incentives, we should not expeat-staned enterprises to be able to replicate the
performance of a privatized counterpart. The ratiefollows Williamson’s (1985) impossibility
of selective ownership argument by claiming thdilmuownership is unable to control agency
costs as effectively as the private sector moddlil&\both governance structures face positive
transaction costs, agency problems and complex@teontracts, the institutional arrangement
for mitigating these problems varies widely acrogganizational form. In the private sector, the
dilemma posed by the separation of ownership antta@las dealt with through the discipline of

the sharemarket, market for corporate control, hooinig by bondholders, expert board of



directors, managerial labor market, mutual monigiy managers, threat of bankruptcy and
competition in product markets (Jennings and Camet®87).

In the public sector, each of these avenues igslgveonstrained. Outputs are often sold
in non-competitive or tightly regulated marketsefdoften exists at least an implicit
government bailout guarantee that eliminates ancesl the threat of bankruptcy. Most
importantly, while both private sector shareholderd voters (the implicit shareholders of state-
owned enterprises) have incentives to free ridenanst bear some costs to become informed,
the existence of a market for ownership providesall number of entrepreneurial capitalists the
incentive to overcome these costs and reap finbgaia by trading until the share price reflects
the net present value of expected future returmthBrmore, board members can use the share
price as a relatively low cost measure of manappedormance and, assuming they hold an
equity stake in the firm, they have an incentivegiglace managers in whom the markets place
low confidence. Thus every management decisionstai@-owned enterprise including pricing,
production, marketing and diversification is subgelcto reduced scrutiny giving managers
greater discretion to pursue their own independbjdctive functions.

Despite any formal establishment of independefhitsignd responsibilities, incentive
contracts, reporting requirements and operatingpeddence, state owned enterprises remain
subject to continued bureaucratic discretion ardigal intervention. As stressed by Weingast
(1995), the establishment of formal property rightes not automatically create market
incentives nor provide a credible commitment agampropriation or strategic action by the

government. Those incentives are dependent omteatives of individual economic actors and



those rights must be self-enforcing for a credddemmitment to obtain. State owned enterprises,
however independently constituted or separated fyolitical control, remain the property of the
state as represented by elected public officidigeyWwill, as such, unavoidably be more
conscious or made more conscious of political awibs constraints crucial to the reelection of
the party in power. This may include, but is notited to, price restraint, hiring policies, or
cultural values. Policymakers who fail to imposed political or social objectives on the
enterprises face the possible recrimination ofvthters.
The Institutional Environment and Regulatory Gowarce: A Microanalytic Approach

The distinction between public and private owngysteglects important categories of
intermediate governance mechanisms. The new itistial approach to regulatory governance
enriches the framework offered by the propertytsgithool in isolation by arguing that each
regulatory governance structure offers distinctxasd competencies under various
combinations of the institutional environment arahsactional characteristics.

Before setting out the theoretical framework somaefecation of terms is in order. First,

following Levy and Spiller (1994) the institutionahvironment is characterized by

Q) The existence of an independent, non-corrug@traspected judiciary.

(2) The number of checks and balances on execptiwer including a Constitution,
democratic elections, multiple chambers of Parliatmneultiple levels of
government, and international constraints.

Second, regulatory governance may either be adiratise (ranging from reliance on
competition law to various forms of extended retariacontracts based on easily observable

indicators such as RPI-X); legislative (legislataeliés and procedures based on more difficult to

observe constructs such as cost or allowable €tuon the enterprise may remain state-owned
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organized as either a state-owned enterprise (effure operating independence) or government
department (under explicit political control).

In order to create incentives for private agentsvest, Levy and Spiller (1994) argue
that governments must craft discriminating alignteef their regulatory mechanisms and the
institutional environment. They warn that if regoky mechanisms (specific/flexible
rules/legislation) are incorrectly aligned, a clkéelicommitment will not obtain and "efforts at
privatization may end in disappointment, recrimioiat and in resurgent demands for
renationalization."

In the absence of an independent judiciary (onesetauthority over contracts between
private or private and public entities is not sgbje political intervention), governments are
unable to credibly commit without external assiseamny promise, legislation, contract or rule
can be reneged upon without recourse of an appeal independent party. Such societies which
include absolutist monarchies, centrally plannezhemies and single party totalitarian states
can be characterized by Louis XIV’s famous dicturEtat c’est moi” (I am the state). The
existence of an independent judiciary gives citizend firms an independent forum to which
they can appeal arbitrary, capricious or self-sgyvulings by the state and whose rulings they
can have confidence will be enforced by that stadgy and Spiller posit that, in the absence of
judicial independence, efforts at establishinggialireform should precede efforts at
privatization or, if privatization must be enacfed political reasons, governments should rely
on third party commitment mechanisms such as peovizy international institutions.

Given the presence of an independent judiciarynthe relevant variable is the extent to



which the government in power is unified acrossotes branches (unicameral vs. bicameral
legislature, federalist vs. centralized, parliamaents. presidential, etc.). Governments that face
limited internal constraints can quickly overtutasplegislation making that mechanism
insufficient for the provision of a credible commgnt. Instead they should adopt an
administrative or rules based approach that cadyme®commitment through contract. Divided
governments may, by contrast, rely more on morelfle enabling legislation rather than
administrative procedures. The authors go on toothstnate that the evidence of the
performance of privatized telecommunications comgmim Argentina, Chile, Jamaica, the
Philippines, the United Kingdom is consistent wiltke above theory.

By contrast, Heller and McCubbins (1996) claim tiugicial independence is not a
prerequisite for successful privatization but tinatitutional environments which provide regime
stability (through unity of purpose or, more comnypseparation of powers) and regulatory
predictability (through regulatory rules and proaex$) can foster private sector investment with
stable prices and sustainable profits in the ytdéctor. The authors successfully apply this
framework to the cases of the privatization of gleautilities in Chile and Argentina.

The two frameworks are broadly consistent. As regatability weakens, which both
authors define as a function of some constraintsxacutive discretion, credible commitments
are increasingly difficult to fashion. The contrilwn of the Heller and McCubbins paper is
noting that increasing the specificity of ruledegislation can compensate for increased
uncertainty in judicial outcomes. Spiller and Vagelg (1996) and the case study of New

Zealand’s utility privatization presented in thegger present the complementary argument:



increasing the independence of the judiciary canpmnsate for a paucity of formal constraints
on executive discretion by relying on contract anthpetition law.

The two institutional environments under considerapresent different hazards to
contracting parties. These hazards are best natigading alternative regulatory governance
mechanisms. Countries in which one government adatarally overturn the policies of its
predecessor, such as Westminster Parliamentagnsysshould rely as heavily as possible on
the institutional framework of contract law in whithe private property rights of the utility are
as carefully specified as possible even at theaid&st flexibility. These rights may then be
protected by the courts without concern over rdguauncertainty. By contrast, in institutional
environments in which the judiciary is less likétyrule against the government in a politically
sensitive dispute or one in which uncertainty ghhilue to corruption or lack of competence,
judicial discretion should be narrowly delimiteddhgh the use of a highly specific rules-based
approach to regulation with multiple checks andibeés’ In each case regulatory design
maximizes the extent to which the government, gitenonstellation of institutional
environment parameters, can provide a credible aoiment not to intervene in the day-to-day
operations of the privatized utility.

Countries unable to provide credible commitmenduigh either judicial enforcement or
credible regulatory rules and procedures will kkieénefit from retaining state ownership of
these enterprises until such commitments may lhediaed. Countries able to draw upon both
types of commitment mechanisms require an extergdfitims analytic framework.

In these cases, one must also consider variatitreitransaction to be regulated.



Following Williamson (1996), contracting hazardsywdepending on the value of the asset in its
next best use or asset specificity, the frequernittywhich the transaction occurs, the uncertainty
surrounding the transaction, and the demand fdsigyr@Williamson, 1999) in supply. Limiting
analysis to the first and last considerations, wdset specificity is high, given the incomplete
nature of contracts presumed by the behaviorahagsons of bounded rationalityifitendedly
rational, but onljlimitedly so” (Simon, 1961)) and opportunism (“self-intereséking with
guile” (Williamson, 1996)), the potential for holgp in market exchange increases. Above some
threshold, the hazards to simple spot market exgdhaill be too large to bear and the
transaction will be brought under a more formaleggmance mechanism such as a long-term
contract, joint venture, or common ownership. Tamédnd for probity imposes a cost
disadvantage on private forms of provision duéhogerception of illicit profits or conflicting
objectives.

As contracting costs increase based on transattbagacteristics, the implicit
regulatory contract necessary to sustain the tcéiosain the private sector becomes increasingly
costly to support. Levy and Spiller (1994) convirgly argue that utilities are the prototypical
high cost transaction. They provide highly politisarvices (high demand for probity), using
technologies characterized by economies of scalesempe (small number bargaining reducing
value of asset in next best use), and requirirgelaunk investments (high asset specificity).
However, within the utility industry there remaimwae range of differentiated transactions
which vary in their transactional characteristitsus in countries in which the institutional

environment provided little clear guidance as ®aptimal regulatory framework or for
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transactions in which the hazards are especiaily,lda more microanalytic analysis of the
specific transaction, the hazard it poses anddbelatory governance mechanisms available to
mitigate that hazard is called for. The followirergon provides an example of the application of
the above outlined New Institutional Approach @tetsector reform including such a

microanalytic analysis of the New Zealand utiligctor.

lll. A Case Study of New Zealand State Owned Entenpses.
Institutional Background

Before turning to the history of New Zealand’s statvned enterprise reform program,
one must understand the institutional context ifctvithese reforms took place and the
constraints that this placed on the governmentirgttglance, New Zealand's institutional
environment stands out as a polar case of a gowsthumconstrained by institutions (Palmer,
1987). "New Zealand is the most streamlined examp&Westminster Parliamentary
democracy in the world" (Palmer, 1993). As a Bhitt®lony, it inherited much of its institutional
framework from the United Kingdom and has modifiei® enhance Parliamentary power.
Despite seemingly limited checks on governmentrdigan in such a system, New Zealand’s
tradition of judicial competence and independertitieo$fered substantial guarantees for the
sanctity of contract. Furthermore, the long histafryespect for civil service had drawn a highly
talented pool of economists and policymakers immeegnment.
Incentives and Corporatization

In the 1981/82 fiscal year, New Zealand's stateemranterprises produced 11.5% of that
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country's Gross Domestic Product, accounted f&%f gross fixed capital formation and
represented a consistent drain on government reseun 1984, a new Labour Government
entered office in the midst of a foreign exchangecthat highlighted the century long relative
decline of the New Zealand econofpespite this long-term decline of the macroeconamy

the mounting evidence of micro-inefficiency (PalpE986; Jennings and Cameron, 1987; Spicer
et. al., 1991; and Birchfied and Grant, 1993), wkale reform of state owned enterprises was by
no means foreshadowed by the incoming Labour govenh whose platform pledged only the
introduction of more market forces into governmapérations to improve efficiency (Boston,
1987).

The Labour government’s early efforts (1984-1986)enrue to their platform. They
reconstituted the trading operations of governndepartments as state owned enterprises with
commercial objectives and incentives. The goverrimamm, in the words of one interviewee,
was to create "companies in drag." This meant gimranagers a target rate of return and full
autonomy on input, pricing and marketing decisiddanagers could thus be evaluated on
commercial performance compared with a corporatg.pAny noncommercial objectives would
be achieved through a government contract withirgale'bendent” though government owned
entity rather than internally by fiat. Financing wid have to be obtained on the financial markets
and dividends would have to be paid to the govenirsleareholder (Minister of Finance, 1985).
Regulations were streamlined (Auditor General afi&a, 1994) and free entry and competition
were to be introduced where possible (Duncan aridBlp 1992).

The final step in the corporatization process iagdlthe passage of the State Owned

12



Enterprise Act in September 1986. It defined thieqgipal objective of 15 newly created state
owned enterprises as "a successful business" dseifed by:

being (a) as profitable and efficient as comparabkanesses that are not owned by the

Crown; and (b) a good employer; and (c) an orgdiozdahat exhibits a sense of social

responsibility by having regard to the interestghef community in which it operates and

by endeavoring to accommodate or encourage these alfle to do so (New Zealand

Government, 1995).
being a good employer was itself defined by opegati

a personnel policy containing provisions generatlgepted as necessary for the fair and

proper treatment of employees in all aspects of dmployment, including provisions

requiring -- (a) good and safe working conditioasg (b) an equal opportunities
employment program; and (c) the impartial selectbauitably qualified persons for
appointment; and (d) opportunities for enhanceroétite abilities of individual

employees (New Zealand Government, 1995).

The State Owned Enterprise Act also attempted & @wmund the ownership problem
by crafting an alternate monitoring scheme to praxythe absence of a sharemarket. The typical
private sector scheme was modified under the retogrihat private sector firms face very
different incentives than state owned enterpriBest, private firms have an incentive to provide
information and set dividends to attract privateestment while state owned enterprises can also
rely on government funding. Second, private firmesraore profit oriented while publicly owned
firms likely have broader objectives. Third, theaBa of Directors and senior management of
private firms typically have remuneration packateg are more correlated with firm
performance than is possible in the public sedtbe resulting four part incentive scheme

attempted to correct for these differences by m@amglanformation flows, insuring action by

Ministers when performance fell below targeted lexand insuring that these performance levels

13



were not set too low. It included annual negotiaibetween Boards and Ministers on
Statements of Corporate Intent that included peréorce targets, dividend policy and capital
requirements; regular reporting requirements bigstaned enterprises that included formal
business plans, operating budgets, board pape®,r@is, balance sheets and performance
measures; procedures for evaluating alternate eswfsaction to be taken by Ministers when
performance lags including the hiring of indeperid@msultants; and periodic review of state
owned enterprises to revalue assets thus insuptignal asset management.
The Impossibility of Selective Intervention

Despite remarkable initial performance improvemeaissing it to be heralded as a
design breakthrough, "the solution for state oweeigrprise” (McKinlay, 1987), and a credible
third-way between government department and pagatn, corporatization was not a long term
solution capable of providing private sector levagfficiency in the public sector. The State
Owned Enterprise Act itself encapsulates the tessio this goal predicted by property rights
theory and by the Treasury (Cameron and Duigna®4)19

In a court case decided by the UK Privy Councg, thquirement that state owned
enterprises be good employers and behave soasibonsibly were held to be of equal weight as
the profitability and efficiency objective heraldeg the government. While shareholders or
stakeholders may place pressures on private sacherto work towards these general
principles, no private sector firm would receiveaart mandate forcing them to give equal
weight to these objectives and a profit motive. igirty, no private sector firm faces mandatory

reporting requirements as strenuous as those irdgosstate owned enterprises and, more
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importantly, no such firm has to negotiate anytrasgnerous as a statement of corporate intent.
This allows the shareholding Minister to imposeidiand levels, the nature and scope of
operations, the objectives of the enterprise, auog policies, performance targets, and
additional information requirements. While theseetdgences from private sector practice are
necessitated by the divergences in incentivesradalabove, they necessarily disadvantage state
owned enterprises in competition with their privegéetor competitors.

At this point, the debate refocused on the quesifawnership that had earlier been set
aside. There was an increasing recognition by uargnvernment actors that corporatization was
a second best policy solution that could improverughe performance of government
departments but would be unlikely to approach kewtlefficiency seen in the private sector. In
fact, opportunistic behavior by state owned enteggmanagers and government Ministers
conspired to keep this system from operating ak péfeciency.

The Controller and Auditor General found that tbegporatized firms did not meet the
accountability requirements established by theeStatned Enterprise Act (Controller and
Auditor General, 1988 and 1990 and State Ownedrfmges Committee, 1990). Managers not
surprisingly withheld that information that would bseful in developing sanctions against them.
Statements of corporate intent were seen as saipériorporate objectives were defined in
philosophical rather than measurable terms; thpesob activity to be undertaken was vaguely
specified; and performance measures were generalilsed as inadequate. Reporting
requirements were often ignored and data was wihdhee to "commercial sensitivity."

Furthermore, this second best proxy would contioudeteriorate in performance relative to the

15



private sector, unless its assets were reevalpateadically by externally contracted consultants
to insure against degradation or excessive riskhsxe.

Ministerial opportunism also occurred taking thenfmf de facto expropriation. One of
the first instances of political interference ie thperation of a state owned enterprise occurred in
the establishment of Television New Zealand's 8tate of Corporate Intent. Attempts to force
the inclusion of the objective "promote New Zealaralilture and identity" were derided by
Treasury in the strongest possible language:

[this would] reduce profits, reduce revenues toG@hewn, reduce new asset value, and

thus contravene the State Owned Enterprise Actn Bvare fundamentally, this policy

would so confuse the company's goals that it wbelimpossible to assess its
performance objectively - effectively a return be situation which prevailed under the
former Broadcasting Company of New Zealand wherethva@as confusion between social
and commercial objectives and continuing argumabtait financial structure and

performance (Treasury analysis, cited in Spiceraiumel and Powell, 1993).

Similar controversy surrounded the Labour Part9&91campaign announcement lowering
mortgage interest rates (a power supposedly hetdéogorporatized Housing Corporation) so as
"to help to reinforce the general decline in ins¢mates” (New Zealand Herald, 8/25/89 cited in
New Zealand Business Roundtable, 1992).

The most egregious political intervention occurired991 when the Government
disapproved a rate increase of 2.9% contravenirepdier agreement with Electricity
Corporation of New Zealand. In the words of CEOnJBkBrnyough

there is in my view no possibility that any futi#€NZ Board will attempt to increase

prices without full Cabinet approval and backinffeEtively, this means that electricity

prices are now politically controlled (Spicer, Enmual and Powell, 1993).

This opinion was confirmed when in 1992, two shaléimg Ministers told the board of the
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corporation that the government would accept lowtas of return to accommodate a pricing
strategy that would not defer economic recoverythatiwas consistent with economic growth
(New Zealand Business Roundtable: NZBR, 1992).

The Government's commitment to provide no finans&louts was also tested and found
wanting. New Zealand Rail, Radio New Zealand, Gorent Property Services, the Bank of
New Zealand and the Development Finance Corporalliaeceived substantial cash infusions
from the Government (NZBR, 1992). Similar bailoatsl restructurings were implemented on
New Zealand Steel, Shipping Corporation and Patrnl€orporation (NZBR, 1988).

The corporatization experimented rested on thenaggan that state owned enterprises
could mimic the high powered incentive scheme efghvate sector while remaining under state
ownership. The State Owned Enterprise Act attemiat@dnstruct a new organizational form
that would include the monitoring and incentivengaprovided by a sharemarket without selling
shares. It set the benchmark for comparison fdopeance at the level of private sector
corporations and expected simultaneous adherergmotbemployer rules, social responsibility
requirements, more stringent reporting requiremantsequity concerns. This conflict between
these private and public objectives placed inhesets on the corporatized firms. Given that
the state retained ownership and that contractseressarily incomplete (Williamson, 1985), it
was impossible to fully recreate private sectoemiwes for residual ownership rights remained
in the hands of the public sector.

While, these faults would prevent corporatized gmitses from attaining private sector

levels of performance, they may have facilitatezlghocess of privatization. While government
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pronouncements cast serious doubt on the accusdhiahprivatization was the intended goal
from the start, corporatization did ease the poésasset valuation and separation of
commercial from non-commercial activities.

Privatization

In the end, the argument that apparently swayeg@dahgcians and, possibly, the
electorate in favor of privatization was one thadl lheen voiced earlier but viewed as a benefit
from though not a cause for privatization: debutn. By couching the argument in these
terms, the inherent weaknesses of state ownersmg ebscured. Some combination of the
increasing evidence of flaws in the state ownedrpnise model and this newly highlighted
benefit of transfer to the private sectallowed Douglas to cross the political watershed987
(Treasury, 1987; Minister of Finance, 1987) andaexpthe scope of the privatization program in
1988.

The National Party returned to power in 1990 adteryears in opposition and further
accelerated the pace of the privatization progrsee [able 1) while also expanding upon the
theoretical framework in one important regard. Blasigher on the lessons of previous
government bailouts or a richer appreciation offtaeards involved, the Government analyzed
the potential for ex post opportunism by managémivatized firms that retained some social
or political objectives. The government now recaguithat even the transfer of residual
ownership rights could not remove all governmeigaltions so long as the privatized
corporation retained some public obligations. ¢édgled to create “a clear-cut regulatory

framework” to “allow the new owners to plan withriaenty” and to transfer the responsibility for
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“any Government policy objectives that might haee set for the businesses” to the core
public sector (Treasury, 1990). While this wasrapartant step forwards, it failed to develop a
framework that would signal when such hazardsiketylto be especially important implying
that a return to political control or the craftiafan alternate institutional framework should be
preferred to privatization for some subset of teations.

The Special Problem of Utilities

The reform of two state owned enterprises in paldicbedeviled the National
Government. The experiences of New Zealand Teleaamuations and Electricity Corporation
of New Zealand illustrate the types of transactithrag, as argued by Levy and Spiller (1996), are
most apt to create opportunistic hazards when agdrthrough the market. While most state
owned enterprises were primarily engaged in trarmacof low/moderate asset specificity
(printing, property management, construction, meaiidines, energy, and banking),
telecommunications and electricity were characteriay substantially greater transaction costs
due to the politicized nature of the market, likebd of small numbers bargaining given
economies of scale and scope and the need forhargeedeployable investments.

Given the New Zealand government's inability to o@tmot to intervene in any
traditional regulatory governance structure foruhities (a potential de facto expropriation by
the state), private monopolies would either haviegt@ffered rates or return that would yield
political acrimony or be so tightly regulated aofter little efficiency gain over their
continuation as government departments. Debaténcett for years after the passage of the

State Owned Enterprise Act 1986 on a breakup optéeiously state owned monopolies that
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would create a competitive market that would disegthese firms under a light-handed
regulatory approach. Partly because of New Zeaardall size (long distance and local calls
were routed through the same switches residentiecdm headquarters (Treasury, 1989c and
1989d)) and unique dependence on hydroelectric peguiring coordination across different
dams, levies and river systems (Electricity Disttiobn Reform Unit, 1991)), there was the
perception that no breakup of Telecom or Electpamuld be designed that accomplished these
ends.

Telecom was eventually privatized as a monopolyleggd primarily by the threat of
competition which, in fact, did emerge quite rapidiowever, overcapacity in electrical
generation made the initial threat of potential petition quite remote for Electricorp stymieing
government efforts at privatization. In both casles,difficulties encountered by the government
were centered on the polar case of the utilitieblem outlined above, the problem of access to
essential facilities or interconnection.

Competition for telecommunication services is gyefaicilitated when competing
networks are able to interconnect so that useosefservice have access to all other users.
However, Telecom had a strong advantage in anytiadigos for interconnection as it owned the
only local network that reached 100% of custome&h® first major entrant into the
telecommunications market, Clear Communications, Iddimed that Telecom's pricing of
interconnection was neither "fair" nor "reasonalalet] violated Section 36 of the Commerce Act
of 1986 because Telecom used its market power antoompetitive manner to maintain its

dominant position and protect monopoly rents. tase that reached the Privy Council of the
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House of Lords in London, Clear's argument waselgrdismissed. In December 1995, after
over five years of negotiation, an interconnecagneement was finally reached. The terms of
that agreement have not been publicly releasedCéa continues to protest claiming it had no
choice but to sign a biased accord. BellSouth loayet reached an accord with Telecom and has
made clear its reluctance to sign a similar agregme

Policymakers faced a difficult decision. Telecorma@@ded reimbursement for the
politically necessary Kiwi share and allowancedarompetitive rate of return on a highly
specific fixed investmerftClear's arguments seem equally persuasive. Teleaarbe expected
to behave opportunistically and thus threaten dmepetitive returns on investment in competing
infrastructure and new services made by entrants.

The Government did warn that failure to balanced¢hgaims in private negotiation could
lead to a reconsideration of the light-handed r&tguy approach initially favored. In 1989,
Treasury noted that as Telecom's management faponetization, they were currently on their
best behavior. However, while current interconrcproposals seemed "fair and reasonable”,

they were "untested by actual operating experiéri¢eeasury, 1989c emphasis in original)

Though initially hopeful that further action woubg unnecessary, the Government, frustrated by
the lengthy, acrimonious and politically damagimgotiation process, published a barely veiled
warning to Telecom in August 1995 to expedite thaepss. That document failed to reach a
conclusion regarding the merits of a revision ® élisting regulatory structure but did call for
public comment on the matter and promised to etalis options surrounding "price restraints

on access or interconnection to the natural monydpallity” (Treasury and Ministry of
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Commerce, 1995). Despite the signing of an interection agreement by Clear, the final
outcome of this debate is still uncertain. Thetprl controversy surrounding the negotiations
demonstrates the hazard of opportunistic manimuiadf the political process by both entrants
and incumbents even in a light-handed regulatayinre.

Despite the long-standing interconnection battiewNealand Telecommunications was
privatized and does now compete with Clear and3eith in long distance and some local
markets. The reform of the former Electricity Diais of the Ministry of Energy took an almost
entirely converse course. While reforms in the@mobdf electricity supply and distribution have
been impressive, proposals to create a compegaumeration sector in private hands remain, as
of yet, unfulfilled.

The center of the controversy was, again, intereotian to the transmission network.
Given the lack of potential private competitiong tiovernment attempted to at least avoid the
concentration of monopoly power of generation aadgmission in a single entity by
establishing a private club ownership for the rmelgower grid divided between generators,
distributors and, under some proposals, privatestors. However, due to concern surrounding
the market power held by the dominant state owmediating company, the distributors resisted
and ultimately succeeded in defeating this reforappsal. Reform efforts did not begin again in
earnest until supply shortages in the summer 02199

Since then, substantial progress has been matle netiailing or local supply sector and
in the creation for a spot market for electricitire 48 local Electrical Supply Authorities (ESA)

were corporatized in 1993 with the intent that tiveyld be privatized. In 1994, ECNZ’s high
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voltage transmission business was separated intalapendent state-owned enterprise with the
intention of creating a common carrier for a contpuet generation sector. As of 1996, despite
the fact that only 9 ESAs have sold even a minafttheir shares to customers with control
remaining with the local council or a communitystrand that generation remains a state-owned
oligopoly (30% of ECNZ’s generating capacity havireen split off to form the independent
state owned enterprise CONTACT that may be priedtin 1999), the desired competition has
begun to emerge.

Since 1994, all customers have had the right tohmase electricity from any supply
company. In that same year, the Electricity MangCompany (EMCO) was set up as a joint
venture between ECNZ, Trans Power and the natessciation of ESAs with the task of
creating a wholesale market for electricity. Thetibmtional design of EMCO incorporated many
lessons from the failed attempt to set up a clubeyghip of the transmission grid. Voting rights
are divided equally between buyers and sellersfteat the fact that, unlike financial markets,
market participants tend to play one or the otbk but rarely both. No one entity is permitted
more than 45% of within class voting shares saooaltin ECNZ has 72% of the generating
capacity it has 45% of producer votes equal tsttage of CONTACT which has 22% of
national generating capacity. Furthermore, a migjofiboth buyers and sellers is required to
pass any changes in the rules regulating the market

Initially, EMCO focussed on transparency in prie¢tiag by publishing weekly updates
on the process used by ECNZ to determine pricel9®%, the cap was removed on the spot

market for electricity and government support fdight-handed regulatory approach was
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reiterated. Since October 1, 1996, prices have beehy a computer-based trading and
information system developed from the foreign exgeroom system used by major banks
around the world based on bids between buyersellasfor 30 minute blocks of electricity at
200 entry or exit points along the national gri@{Brd and Pickford, 1996). A recent study by
Bergara and Spiller (1997) using data disclosecutite light-handed regulatory system finds
that relatively high-cost suppliers in urban orusttial areas tend to distribute the electricity of
others suggesting that market forces are havinmpartant impact relatively rapidly.

The distinct reform paths taken by these two ytd8ectors under comparable institutional
regimes of light-handed regulation highlight thegportance of transactional characteristics to the
determination of an optimal regulatory governan@ehanism. In the case of electricity, despite
the difficulty in transferring the generating sedio private control, interconnection was
achieved with little acrimony and a functioning spaarket for power has developed. By
contrast, despite the emergence of a competitlieedesnmunications service sector,
interconnection remains highly contentious. Eletlrimay have proceeded further due to the
homogeneous nature of the product that creates racigrocity between different network
owners and eases the burden of information diseo®guirements. Additionally, after
corporatization and deregulation of the 48 EleityriSupply Authorities, there existed a
competitive downstream market. By contrast, teleoaimication services are heterogeneous,
bundled and sold directly to the consumer acrgssricipant-owned and currently monopolistic
infrastructure.

In both cases, after substantial delay, trial anok@nd acrimony, prices were reduced,
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service reliability improved and competition enheghcProgress in competition was greatest
where contracting costs were minimized. For traisas in which, due to technological or
political constraints, small numbers bargainingrdbe returns on non-redeployable assets was
subject to political intervention, progress wasite@d. By contrast, where competitive suppliers
could emerge and safeguard the hazards in theaege through contract or reciprocal
arrangements, gains were the greatest. It is rssilple, in hindsight, to assess whether more or
better reforms were theoretically possible but dalgompare feasible alternative institutional
structures. Given gains to consumer and produgptusuin both sectors (Boles de Boer and
Evans, 1994 and Culy, Read and Wright, 1996) sl®&2l and likely gains of dynamic

efficiency, there is little doubt that New Zealaswtceeded on this score.

IV. Conclusions and Further Applications in the International Context

The New Institutional Approach to state sector mafpresented in Section Il allows for a
better understanding of the successes and faidifdew Zealand’s state-owned enterprise
reforms as well as the construction of a set admeoendations for future reform efforts. Until
the 1993 electoral reform, New Zealand's governmest constrained from arbitrary or
opportunistic behavior only by the independence@odfessionalism of the judiciary, the strong
administrative capabilities of the civil servicedanformal societal norms that constrained
excessive behavior. While such a framework offengostantial guarantees against arbitrary
administrative or judicial expropriation of privadssets, legislated reforms lacked credibility due

to the ease with which the present or any futuregunent could overturn past ldw.
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The extended agency theory based experiment wifocatization of state owned
enterprises, despite initial efficiency gains,ddiko yield private sector levels of efficiency or
produce the sustained dynamic efficiency gains tidpe Political intervention became
increasingly common and disclosure standards fretuevaded. In response to these
shortcomings and new theoretical insights fromgigerty rights school, state-owned
enterprises that were seen as operating in conveetir at least contestable, markets were
privatized while the remainder were brought bactarnncreasingly direct state control (see
Table 1). In those cases such as public utilitieen& contracting costs were extremely high,
regulatory governance was structured around liginidled regimes that took advantage of New
Zealand’s independent judiciary and minimized thegers of regulatory uncertainty posed by its
Westminster Parliamentary regime.

However, consistent with the lessons of transaatmst economics, the type of regulatory
apparatus that was adopted differed substantiathyden the telecommunications and electricity
sectors based on the unique technological, mardepalitical characteristics of the two
industries. An important lesson from this applicatof the new institutional approach to public
sector reform is the need for a careful microamabmalysis of the hazards to market exchange
and from political intervention that characterizepecific regulated industry prior to the proposal
of a specific sectoral reform program. Not onlylsthle regulatory governance mechanism differ
substantially across countries based on the itistital environment but it will also vary within a
country across industries based on the specifiardaZaced in market exchange.

In a broader international context, the new insbtwal approach to public sector reform
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developed here predicts that countries with red¢dyiindependent judiciaries but relatively few
formal constraints on executive authority will rely light handed regulation. Several recent case
studies on the privatization of electricity ancet@immunications firms support this claim.
Spiller and Sampson (1996) and Spiller and Vogel$a896) document the use of contract law
as a regulatory mechanism for the telecommunicatsactor in Jamaica and the United
Kingdom which, like New Zealand, possess Westmirstige Parliamentary democracies with
relatively independent and autonomous, if circumbgd, judiciaries. Similar results are reported
by Newbery and Green (1996) for electricity in hated Kingdom and by Hjalmarsson (1996)
in Norway, Sweden and Finland. Countries with sgeloped judicial systems but a stronger
set of checks and balances against executive timtreill tend to rely on highly specific
regulatory rules and procedures. Such is the cagelecommunications (Galal, 1996 and Hill
and Abdala, 1996) and electricity (Heller and Mc@imls, 1997) in Chile and Argentina
respectively.

Countries lacking both commitment mechanisms atexpected to secure successful
privatizations in high transaction cost industue¢ess they offer rates of returns which so high
as to themselves raise concerns regarding thegabktustainability of reforms. Most East and
South Asian economies fall in this category andeltanded to be characterized by acrimonious
renegotiation of contracts with private sector jaevs earning what are perceived as
supernormal profits (Enron in India), the use afdown-transfer contracts that leave most of
the non-commercial risk in the hands of the goveminiPhilippines and Malaysia) or continued

state ownership (Korea and Taiwan).
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While the benefits of privatization have been wedlitonicled in numerous qualitative and
guantitative empirical works, the appropriate framgk for regulatory governance of industries
with high contracting costs remains relatively ppomderstood. Levy and Spiller (1996) posit
the centrality of judicial independence while Hebed McCubbins (1996) stress regulatory rules
and procedures. The New Zealand case study offenedprovides additional evidence that at
least two alternative paths to regulatory commitnti&ely exist. Countries with relative
advantages in judicial independence should relyerheavily on competition law while those
institutional environments with more formal intekchecks and balances on executive discretion
may benefit from developing regulatory rules anacpdures that carefully delimit the range of
executive and judicial discretion. In either casejicroanalytic focus on the sources of hazards
in market exchange is required prior to the crgftiha public sector reform program that gets

the prices, incentives, property rights and goveceanechanisms right.
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Table 1: Reform of State-Owned Enterprises

State Owned Enterprise Activity

Corporate forms predating 1987
New Zealand Steel Steel production
New Zealand Railways Corporation Train, bus, feeywices
Housing Corporation Concessional mortgages and
rental properties
Development bank
Trading bank

Development Finance Corporation
Bank of New Zealand

Air New Zealand, Ltd. Domestic and Int'l air Sees
Petroleum Corporation of New Zealand Oil and gaslpction
Tourist Hotel Corporation of New Zealand Hotels

Shipping Corporation of New Zealand Shipping Sesic

Rural Bank Agricultural bank

Corporations established under 1987 act

Air traffic cool
Coal Mining
Electricggneration
Electricity transmission
Life Insumanc
Government propettitgs

Airways Corporation of New Zealand

Coal Corporation of New Zealand

Electricity Corporation of New Zealand

TransPower

Government Life Insurance Corporation

Government Property Services

Land Corporation

New Zealand Forestry Corporation Forests and shsvmi

Postal services

Savings bank

Telephone services
Civil engiimeger
Computer systems

New Zealand Post

Post Office Bank

Telecom Corporation

Works and Development Services Corp.
Government Computing Services
Government Supply Brokerage Corp.
Radio New Zealand

Television New Zealand

National radio services
Two national TV channels

Uncorporatized bodies

Health Computing Services
Government Print
National Film Unit
Communicate New Zealand

Health Computing
Printing
Film making
Publicity services

SOURCE: Bollard (1992) and Treasury (1995c).
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Status and Comments

PrivatiZ€aBg)

Privatized (1993), government retainsevship

of land pending settlement of Waitangi claims
préimately NZ$1.2b
mortgages privatized (1991-92)
Sold, under statutory management (1988)
Privatizedo@)9
Privatized (1989)
Privatized (1988)
Privatized (1990)
Privatized (1989-90) with partial payback (1993
Privatized (1988d 1992)

State owned enterprises (profits of $6m i84)9
Begtownership issues under Treaty of Waitangi
State owned enterprises
State oweetgrprise (created 1994)
Now owned by policyholders
State owned enterprise (profits of $1.5rh9084)

Government rural landholdings tat&Sowned enterprise (profits of $36m in 1994)
$77m in mortgages sold in 1989-90

$887m of cutting rights privatized
rest remain along with land as state owned entgpri
State ownedpegise (profits of $67m in 1994)
Privatized (1989
Privet{a®90)
State owned enterprise (profits of $10m i84)9
ivatized (1994)

Government pgingacompany Privatized (1992)

Stateed enterprise (profits of $1.6m in 1994)
State owned enterprise (profits of $33m in 1994)

Pizeat (1988)

Privatized (1990)

Sold to Telewisi New Zealand
Ridea (1990)
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1. See Williamson (1996).
2. For a broader perspectives on the recent refenass, Grimes, Teece and Wilkinson (1996).

3. Schwartz, Spiller and Urbiztondo (1994) makéoaaly related argument in claiming that
legislatures would want to pass highly specifiesws. more general formulations when their
preferences are intense, judicial uncertaintygh lar the cost of reversing the courts is high.

4. From 1870 to 1966, New Zealand ranked amongpinéve countries in the world in GDP
per capita and was among the top three in mostosiet years. By 1984, they had fallen to
fourteenth and would continue to drop to seventeani991 just ahead of Spain, Ireland and
Portugal who, in 1870, had per capital income rdpbhlf that of New Zealand. (Maddison,
1995).

5. Note that the state's balance sheet only imgrafter a privatization if the private sector is a

more efficient manager of the assets than the pgblitor. Both an asset and liability are being
removed from the government's accounts. Only ifstle price exceeds the discounted present
value of the rents from continued state ownershilpprivatization aid in debt reduction.

6. Telecom has claimed that it continues to proa@&NZ100-200m cross-subsidy to local access
from business and international tolls. (Crook, 1995

7. The shift to a mixed member proportional sysédiminated the virtually guaranteed single
party majority provided by the Westminster syst&onically, the new Parliament, though likely
unable to push through substantial new reformd,algb have great difficulty in undoing prior
reforms leading to an enshrinement of the statas qu
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