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Executive Summary

1. A decade has passed since the privatization debates raged in the IFIs concerning Russia
and the other transition economies. It is time for reflection and evaluation of these debates
within the Bank and the other IFIs. This note tries to pull together thoughts on two questions:
the overall institutional change strategy and the alternatives to and arguments against voucher
privatization. The note shows that there were more pragmatic alternatives.

2. History offers few "crucial experiments" but the contrast between the Russian and
Chinese transitions is probably the best one could ask for to contrast a "institutional shock
therapy" or blitzkrieg approach with an incremental, step-by-step, or staged approach to
institutional change. The Yeltsin reformers used rather "bolshevik" methods to try to storm the
ramparts during the few windows of opportunity, an approach now called "market bolshevism."

3. What is the alternative? In this case, the alternative has long found its sophisticated
expression in the work of Albert Hirschman about incremental 'reform-mongering' change driven
more by endogenous linkages rather than by exogenous "carrots and sticks" embedded in IFI
loan conditions. The Chinese reform experience represents this incremental approach in practice;
crossing the river groping for the stepping stones rather than jumping over the chasm in one last
"great leap forward."

4. Another part of the incremental approach, also evident in China, is the willingness to
allow experiments in different parts of the country and then foster horizontal learning and the
propagation of the successful experiments. This is an important part of the alternative to the
bolshevik/jacobin approach of legislating the brave new world from the capital to be applied
uniformly across the country. The transition from socialism to capitalism had not happened
before in history so the situation clearly called out for experimentation and pragmatism. Instead
the Bank succumbed out of "la rage de vouloir conclure" (the rage to conclude) to the
bolshevik/jacobin mentality, with aid and abetment from elite academic advisors (e.g., the
Harvard wunderkinder), and supported Moscow legislation to apply the dreamed-up solutions
across the whole Russian Federation.

5. After some initial limp resistance, the Bank quickly succumbed to the public relations
image of the Czech voucher privatization as being "successful" and then promoted that model in
other countries. I would argue that voucher privatization programs such as the Russian MPP
actually contributed to the debacle. This argument can be developed in different vocabularies.

6. One approach is via the notion of agency chains. Long agency chains are very difficult to
police and maintain. Information economics emphasizes the "information leakage" in the agency
relationship so the longer the agency chain, the more the leakages and chances for opportunistic
behavior. It took decades to develop the array of institutions to police long agency chains in the
West, and a glance at runaway executive compensation in the USA makes one wonder if we
have it right even now. The market bolsheviks tried to legislate and install institutions such as
stock markets and publicly traded companies as if all that could be done practically overnight.
Voucher privatization which threw all companies of any size into the stock market was an almost
"pathological" example of trying to legislate well-functioning long agency chains.
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7. The analysis can also be approached using the notion of de facto property rights.
Neoclassical economics tends to follow Coase and to emphasize the importance of establishing
clear property rights and then the market will do the rest. Never mind if the "clear cut property
rights" are the ownership of shares in voucher investment funds on the end of many-layered
agency chains.

8. Progress has been made on this question recently in Hernando de Soto's new book 7The
Mystery of Capital. Hernando de Soto did not just argue for formal property rights but for the
formalization of de facto property rights. The idea is that people by using this property (formally
but absentee owned by others) have developed certain capabilities and competencies. It is a form
of empowerment (albeit using assets formally owned by others). The people have acquired
certain de facto property rights which empower them to sow and reap. Any "reform" that would
take away those de facto property rights (and the capabilities they represent) to assert absentee
formal property rights would in fact be disempowering and anti-development. To promote
market-driven development, the reforms should find out ways to formalize some approximation
to those de facto rights so that the people then encounter the market and the underlying private
property system as something that empowers them—rather than the opposite.

0. Now transpose this argument over to the transition economies. In the decentralizing
socialist reforms over the years and decades before 1990, the workers, managers, and local
communities had developed a range of de facto property rights (or "use rights") over their
enterprises. One way or another, in often bizarre ways, people learned to get by in a twilight
half-and-half system. They developed de facto property rights that represented their capabilities
to actually get a few things done and to squeak by. When the spell was finally broken in 1989-
90, the alternative to institutional shock therapy (market bolshevism) was to find the nearest
approximation to the de facto property rights that would accepted as socially fair. If that
approach had been taken, then people would have encountered the market as something that
would recognize and formalize the capabilities they had already developed and would allow
them to do even better. Instead the market bolsheviks designed the "market reforms" based on
voucher privatization with the exact opposite purpose to deny the de facto property rights
accumulated during the "communist past," to righteously wipe the slate clean, and to start afresh
with formal property rights.



Pe3iome

1. [Ipouuio pecaty JeT ¢ Tex mop, Kak mpuBatu3auusg B Poccun um B JIpyrux cTpaHax c
IIEPEXOHOM DKOHOMHUKOM CTaja IPEAMETOM OCTPBIX JUCKYCCHMM B MEXIyHapOJHBIX
(UHAHCOBBIX MHCTHTYTaxX. [IpUIUIO BpeMsi BHUMATEIHHO M3YyYUTh W MOJBEPTHYThH aHAIHM3Y ITH
CIIOpPbI, IPOXOAUBIIME B cTeHax BcemupHoro 6aHka u Ipyrux MeXIyHapOIHBIX (PMHAHCOBBIX
MHCTUTYTOB. ABTOp 3THUX 3aMETOK IOIBITAJCS CBECTH BOEIMHO U IMPOAHAIU3UPOBATH Pa3HbIC
MOJAXOABI IO JIByM BompocaM: oOmas CcTpaTerusi CTPYKTYpHBIX IpeoOpa3oBaHUil U ee
BO3MOXXHBIE BapMaHThl M JOBOJbl IPOTUB BaydepHOW mpuBaTH3aUuU. I[loArOTOBIEHHBIN
MaTepHall CBUIETENbCTBYET O CYIIECTBOBAHNY O0Jiee MparMaTHYECKUX MOIX0/0B.

2. Hcropust 3HaeT HECKONBKO «pEHIAlONIMX OSKCHEPUMEHTOB», HO CONOCTABJIECHHUE
npeoOpasoBanuii B Poccunm m Kwurae, moxkamyil, MOXeT CIyXUTh HarjsiIHBIM TPUMEPOM
Pa3IMYUil MEXKIY «MHCTUTYUHOHAIBHOM IIOKOBOM TEpaIueil», Wil MOJHHUEHOCHBIM IMOIX0IOM,
U TOCTyNAaTEeNbHBIMM, CTYyNEHYaTbIMM WM IO3TAallHBIMM METOJAMHM HMHCTUTYLIMOHAJIBHBIX
npeoOpaszoBanuil. Pepopmarops! EnblHa ncnonb3oBaiu BIONMHE «OOJIBIIEBUCTCKHE» METOJIbI,
9YTOObI B35Th KPENOCTh IITYPMOM, HCHOJB3ys BeChbMa OTPaHMYCHHbIE BO3MOKHOCTH. ODTOT
MOJIXOJT TIOJYYHIJI Ha3BaHUE «PBHIHOYHOTO OOJIbIIEBU3MAY.

3. Kaxkosa >xe anmprepHaTtuBa? B manHOM ciydae JOCTaTOYHO TOJIHBIM W TITyOOKWH aHAIINA3
3TOM aJbTEPHATUBBI JABHO TpEACTaBIeH B pabore AnbOepra XwupliMaHa, MNOCBSALICHHOM
MOCTETIEHHBIM, «CTUMYJIUpPYIOIUM pedopMbl» MpeoOpa3oBaHUsIM, BbI3BAHHBIM CKOpEe
rTyOMHHBIME BHYTPEHHHMMH NpPUYMHAMHU, a HE HCXOJIIEH H3BHE TIOJUTHUKOW «KHyTa H
NpSIHUKAY, JieXalled B OCHOBE YCIOBUM KpPEAUTOBAHUS MEXKIYHAPOIHBIX (PUHAHCOBBIX
MHCTUTYTOB. OnbIT mpoBefeHus pedopmbel B Kutae sBisercss NMpakTHUECKUM BOIUIOIICHHS
CTpaTeruy MOCTENEHHBIX MPeoOpPa30BaHMIA: ITO BCE PABHO, UYTO MEPEXOJIUTH PEKY, OCTOPOKHO
HAIIlyTbIBasi KAMHU T10J1 HOIAaMH, BMECTO TOTO, YTOOBI MEPENpPhIrHYTh €€ OJHUM «THTAaHTCKHM
MIPBIKKOM).

4. Jlpyroii OTIMYUTENILHONW YepTON CTPAaTEruu MOCTENEHHBIX PpeoOpa3oBaHuii, KOTopas TaK
ke nposiBuinack B Kurae, IBISI€TCS CKIIOHHOCTD K IIPOBEACHUIO SKCIIEPUMEHTOB B Pa3HBIX YaCTIX
CTPaHbl C MOCIHEAYIOIIMM TOPU3OHTAJIBHBIM  H3YYEHUEM HAKOIUICHHOIO  ONbITa H
pPacIpOCTPAaHEHUEM Pe3yJIbTATOB YCIEIIHBIX JKCIEPUMEHTOB. OTO BaXKHas COCTaBJIIOIIAS
CTpaTeTHH, OTIMYHONH OT OOJBIIEBUCTCKUX/PATUKAIBHBIX METOMOB HACAKICHHUS <«JIMBHOTO
HOBOT'O MHpP» IO PEIIEHUIO CBEpXy, OO0A3aTENbHOMY [UIl MCIOJHEHHs B MaclTabax Bcel
CTpPaHbl. YUMUTHIBAs TO, YTO MCTOPHS IOCEIEC HE 3HAJIA IIPUMEPOB IIEpexoja OT COLHUaIU3Ma K
KalluTaIu3My, CIOXKHMBIIAsICS CUTyalusl, HeCOMHeHHO, TpeboBaja SKCIIEPUMEHTATOPCKOro H
parMaTU4eckoro mojaxoja.. Bmecrto sroro, BcemmupHbIi 0aHK, «IOCHENIMB C BBIBOJAMNY,
[IOLIENT Ha MOBOJAY y OOJBIIEBUCTCKUX/PAJUKAIBHBIX YMOHACTPOCHUN U NPH COAEHCTBHM U C
COrylacMM M30paHHBIX YYEHBIX KOHCYJBTAHTOB (HAlpUMeEp, TapBapJICKUX BYHAECPKHHIIOB)
MOJEPIKaJ 3aKOHOIATENbHBIC HHULIMATUBBI, IPEAYCMATPHUBAIOIINE HACAKACHUE HA TEPPUTOPHH
Bcer Poccniickoit denepanuu MpuHATEIX B MOCKBE HaJlyMaHHBIX PELLECHUN.

5. Ilocne Hemonrux  Bo3pakeHM  BcemupHbli  OaHK  ObICTpO  corniacuwics C
cOopMHUPOBABIIMMCS B OOLIIECTBEHHOM CO3HAHUH MPE/ICTABICHUEM O Bay4epHOU NMPHUBATH3ALUH
B Uexuu Kak 00 «yCHEemHOM» 3KCIIEPUMEHTE U MPUCTYIIMII K PacTpOCTPAaHEHHIO 3TOW MOJIENIN Ha
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apyrue ctpanbl. Sl yOexaeH B TOM, YTO Takue MPOrpaMMbl Bay4depHOM NPHBATHU3ALUHU, KaK
[Iporpamma wmaccoBoil mpuBatm3anmuu B Poccum, Ha camMoM jene, CIOCOOCTBOBAIH
SKOHOMHYECKOMY Kpaxy. K 3ToMy BBIBOAY MOKHO NPUITH Pa3HBIMH Iy TAMHU.

6. B ocHoBe 0HOTO M3 MOAXOJO0B JIEKUT MOHATHE LEMOYKH MEXBEIOMCTBEHHBIX CBS3EH.
JIMMHHYI0  [ENOYKY  MEKBEAOMCTBEHHBIX  CBSI3€M  KpailHE  TPYJIHO  OTCIEAUTh U
MPOKOHTPOJMPOBaTh. B OCHOBE OJKOHOMUKA WH(POPMAIMH JIGKUT MPHUHIUN «yTCUKU
uH(bOpMalMK»: 4YeM JUIMHHEE LEeMOoYKa MEXBEJIOMCTBEHHBIX CBSI3€i, TEM BBIIIE BEPOSTHOCTH
yTeuku nH(OpMALUY, TeM OOJbIlIe BO3MOKHOCTEH Al OCCIIPUHIIMITHOTO MOBeAeHU. Y 3amana
VIUTU JECATHIIETUS. Ha TO, YTOOBI CO3/1aTh CEThb MHCTUTYTOB, CIIOCOOHBIX B3ATh MO KOHTPOJb
MEXBEJIOMCTBEHHBIC CBSI3M, M JaXKe ceddac, JOCTAaTOYHO OEriioro B3risfa Ha Ype3MepHBIC
3apIuIaThl U JBIOTH pabOTHUKOB pyKoBosiero 38eHa B CIIA, 4ToObl yCOMHUTBECS B TOM, YTO
HaAM 3TO JIEHCTBUTEILHO YIAJIOCh. PHIHOYHBIC OONBIIEBUKH MOMBITAIHCH 3aKOHOAATEIHHO
oQOpMHUTH U CO3JaTh TAKUE WHCTUTYTHI, KaKk ()OHIOBBIE OUPKbI U KOMIIAHUM, aKIUU KOTOPBIX
JOCTYTHBI IIUPOKOH MyOrKe, Kak OyATO BCE ATO NEHCTBUTEIHHO MOXKHO CIeNIaTh OYKBAIBHO 3a
oJIHy Houb. BayuepHas mpuBaTu3anus, B pe3yJibTaTe KOTOPOl BCe KOMITAHWU, HE3aBUCHUMO OT
pa3MepoB, OKa3allMCh BEIOPOIICHHBIME Ha ()OHIOBBIN PBIHOK, Ha JIEJIE CTaja «IaTOJIOTUYECKUM)
MPUMEPOM TMONBITKH Y3aKOHUTh YETKO (PYHKIMOHUPYIOIIUE IIETIOYKH MEKBEIOMCTBEHHBIX
CBSI3EH.

7. K ananuzy cnoxuBmIeicss CUTyallMM TaKXe MOXKHO MOAXOAWTh M C TOYKU 3PECHUS
MOHATUS (aKTUYECKUX TMpaB coOCTBEHHOCTH. OIMH M3 TOCTYJaTOB HEOKJIaCCUYECKOM
SKOHOMHUKH, OCHOBAHHOM, MpexkJie Bcero, Ha Teopun Koasa, rmacuT o Heo0X0JUMOCTH, B TIEPBYIO
ouepeslb, OOECIEeUnTh YeTKHWE MpaBa COOCTBEHHOCTH, a BCE OCTalbHOE cJenaeT pbiHOK. U
HEBaXXHO, YTO «YETKO YCTaHOBJIEHHBIC IMpaBa COOCTBEHHOCTH» - 3TO BIAJCHHE aKIUSMHU B
Bay4epHBIX MHBECTHIIMOHHBIX (POHJIAX B KOHIIE MHOTOCJIOMHOW LEMOYKH MEKBEJOMCTBEHHBIX
CBSI3EH.

8. [Ilarom Bmepen B pelIeHUH TOr0 BOIIpOCa CTajla BbILIEAIIAs HEJaBHO KHUTAa XEepHaHIO
ne Coro «TaifHa kamutana». XepHanmo ge CoTo JoKa3blBaeT HEOOXOIUMOCTH HE TOJIBKO
(dopManbHBIX MPaB COOCTBEHHOCTH, HO U 3aKOHOAATEIBHOTO O(popMieHHs (aKTUUECKUX IpaB
cooctBeHHOCTH. ETO HMIest cocTOUT B TOM, YTO, UCIIONIB3Ys 3Ty COOCTBEHHOCTH ((popMaibHO, HO
peabHO MPHHAUIEKAILYI0 JAPYTHM), JIOAM TNPHOOPETAIOT OIpeesIeHHbIE BO3MOXKHOCTH U
HaBbIKM. JTO CBOEro poaa ¢opMmMa paclIUpeHUs MOTHOMOYUN (ITyCTh MCIIONb3Ysl aKTUBBI,
¢dopmanpHO MpUHAAIEKAIIME ApyruM). JIrou npuodpeTaroT onpeeaeHHble (pakTudeckue mpasa
COOCTBEHHOCTH, KOTOpbIE OOECHneuYMBarOT MM BO3MOXHOCTb JE€HCTBOBATh U IOJB30BaThHCS
wiofgaMu cBoero Tpynaa. Jlwobas «pedopmay, KOTOpas HCKIOUaeT (aKTUYECKHe IpaBa
COOCTBEHHOCTHU (M BO3MOYKHOCTH, KOTOPHIE OHH IIPEIOCTABIISAIOT), 3aMEHSISI UX OTOPBAHHBIMU OT
peanbHOCTH (OpMalbHBIMU IIPaBaMU COOCTBEHHOCTH, Ha Jiejle, OTPaHUYMBAET BO3MOKHOCTH U
MPEMSTCTBYET pa3BUTHIO. [ TOro utoObl pedopMbl CIOCOOCTBOBAIM PAa3BUTUIO PHIHOYHOM
HSKOHOMHKH, HEOOXOAMMO HAWTU CIOCOOBI i OpUUHANBHOTO O(OpPMIIEHUS XOTS Obl HEKOTO
noooust (akTUYECKUX IMpaB, MOCKOJIbKY JIIOJUM BOCHPUHMMAIOT PHIHOK M JIEKALIyI0 B €ro
OCHOBE CHUCTEMY COOCTBEHHMYECKMX OTHOIIEHUH KaK BO3MOXXHOCTb pacIIUpUTh CBOU
BO3MOYKHOCTH U TIOJTHOMOYHSI - a HE Ha00O0pOT.
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9. Tenepp mepeHeceM 3TU JOBOJBI HAa CTPAaHBI C MEPEXOJHOM SKOHOMUKOU. B pesyibrare
HaMpaBJICHHBIX HAa JELEHTpAIU3aluio pedopM, KOTOpblE MPOBOJWINCH B COLUATHCTHYECKUX
CTpaHax B TE€YEHHME MHOTHUX JIeT U Jaxe necartwietudt 10 1990, paGOTHUKH, yHpaBIEHIBI U
MECTHBIE COOOIIECTBA MOIYYHIN ONpPEeICHHbIN NepedeHb (PAaKTUYECKUX MpPaB COOCTBEHHOCTH
(«mmpaBa TOJB30BAHUE») HA CBOM npeanpusaTus. Tak wiM uWHa4ye, HEpPEIKO BecbMa
NPUYYUIMBBIMUA CIIOCO0AMM, JIFOJM HAyYWJINCh OpPUEHTHPOBATHCS B ITOM OTOPBAaHHOM OT
peambHOCTH TOJIOBUHYATOM cucTtemMe. OHM monydmin (pakThyeckue mnpaBa COOCTBEHHOCTH,
KOTOpbIE OTpa)kalM MX BECbMa OrpaHMUYCHHBIE PeajbHbIE BO3MOMKHOCTH U IMO3BOJISUIM KOE-KaK
CBOAUTh KOHIBI ¢ KoHuamu. Korma B 1989-90 rr. sToT mnepuos HaKOHEL 3aKOHUYMWICH,
albTEPHATHUBA IIOKOBOW Tepamuu (PbIHOYHBIN OOJBIIEBHU3M) 3aKiIi0Uagach B TOM, YTOOBI HAWTH
BapUaHT, MAaKCUMAaJbHO TPUOIIKEHHBIH K CHCTEME pEaJbHBIX IPaB COOCTBEHHOCTH H
IIPUEMJIEMBIH C TOYKH 3pEHUs COLMAIBHOM cripaBeiIMBOCTH. Eciiu Obl1 ObI H30paH 3TOT MOAXO/,
TO JIFOJX BOCTIPUHSITN ObI PHIHOK KaK CUCTEMY, PU3BAHHYIO IPU3HATH M OHUIMATIBHO 0)OPMUTH
T€ IMOJHOMOYHS, KOTOPbIE OHU YK€ MOJIyYWIHM, U CIIOCOOHYIO INpPENOCTaBUTh UM elle Oosee
[IMPOKHE BO3MOXXHOCTH. BMecTo 3TOro, priHOYHBIC OOJBIIEBUKU pa3padOTanyd «PHIHOYHBIE
pegopMbD» HAa OCHOBE BayyepHOW MNpHBATHU3ALMU, HAlpaBJICHHbIE HA JOCTH)KEHUE Kak pa3
COBEPILEHHO TMPOTUBOIOJIOKHOW II€JH: OTKa3 OT (aKTHUECKUX TpaB COOCTBEHHOCTH,
MOJyYEHHBIX B MEPHOJ «KOMMYHHCTUYECKOTO IMPOLUIOr0», PEIIUTENbHO HMOKOHYUTh C ITHM
MPOILIBIM M HA4aTh HOBYIO KU3HB C (DOPMANbHBIX MpaB COOCTBEHHOCTH.



1. Institutional Change Strategies

1. A decade has passed since the privatization debates raged in the IFIs concerning Russia
and the other transition economies. It is time for reflection and evaluation of these debates
within the Bank and the other IFIs. This note tries to pull together thoughts on two questions:
the overall institutional change strategy and the alternatives to and arguments against voucher
privatization.

2. History offers few "crucial experiments" but the contrast between the Russian and
Chinese transitions is probably the best one could ask for to contrast a "institutional shock
therapy" or blitzkrieg approach with an incremental, step-by-step, or staged approach to
institutional change. As Chubais has acknowledged, the Yeltsin reformers did use rather
"bolshevik" methods to try to storm the ramparts during the few windows of opportunity. In
Stiglitz (1999) and Reddaway and Glinski (2001) this is called "market bolshevism." There
was also a sort of institutional "Coase Theorem" involved in this change strategy; once the
impediments of the socialist past were removed, the "natural market forces" would emerge to
build a market economy. I suspect that history will judge this strategy a failure—particularly
in contrast to the incremental strategy used in China.

3. What is the alternative or counterfactual? In this case, the alternative has long found its
sophisticated expression in the work of Albert Hirschman about incremental 'reform-
mongering' change driven more by endogenous linkages rather than by exogenous "carrots and
sticks" embedded in IFI loan conditions.! The Chinese reform experience represents this
incremental approach in practice; crossing the river groping for the stepping stones rather than
jumping over the chasm in one last "great leap forward."

4. Nick Stern has suggested that "step-by-step"” might be less misleading than
"incremental"—and step-by-step is more in keeping with the Chinese "stepping stones"
metaphor. "Incremental" might be misleading if it is construed as "gradual" or "slow" since the
Chinese reforms were neither. The point is to find and build step-by-step upon the reform
efforts of the past (which requires taking into account past conditions) rather than trying to
wipe the slate clean and legislate ideal institutions in one fell swoop. Black et al. (2000) have
used the word "staged" in much the same sense. In Lau, Qian, and Roland (2000), the "two-
track" system of reforms is analyzed where a second track, step, or stage is inaugurated and can
then grow to eventually render the earlier stage obsolete. In Whither Reform? (Stiglitz, 1999),
the two "ideal types" were compared in a table as a "battle of metaphors."

! See the "two basic approaches" in Hirschman (1973, 247-8) where he contrasts an ideological, fundamental, and
root-and-branch approach to reform with an incremental, remedial, piecemeal, and adaptive approach.



Table 1: ""Battle of Metaphors"

Shock Therapy Incrementalism

ity v Disconrinuous break or shock—rezing the Continuous change—trying to preserve social

Break ) old social structure in order to build the capital that cannot be easily reconstructed.
new.

Role of Initial The iirst-bes‘r socially engine.ere.d solution Pieeemeal changes (.cc.)ntinuous‘ improvements)

Conditions that is not "distorted" by the initial taking into account initial conditions.
conditions.

Role of Emphasizes explicit or technieal Ernphasizes locai praetical knowledge that only

R knowledge of end-state blueprint. yields local predictability and does not apply to

large or global changes.

Knowledge Knowing what you are doing. Knowizng that you don't know what you are

Attitude doing.

Chasm Metaphor | Jump across the chasm in one leap. Build a bridge across the chasm.

g Rebuilding the ship in dry deck. The dry | Repairing the ehip elt sea. There is no "dry

Ship Metaphor dock provides the Archimedian point dock" or Archimedian fulcrum for changing
outside the water so the ship can be social institutions from outside of society.
rebuilt without being disturbed by the Change always starts with the given historical
conditions at sea. institutions.

g it All at once transplantation in a decisive Preparing and wrapping the major roots one at

the Tree manner to seize the benefits vand getover | atime (nemawashi) to prevent shock to the

Metaphor the shock as quickly as possible. whole system and 1mpr0ve3chances of

successful transplantation.
5. Out of force of habit, I will continue to use the "incremental" label with the step-by-

step and staged connotations and without the implication of "slow" or "gradual."

6. Another part of the incremental approach, also evident in China, is the willingness to
allow experiments in different parts of the country and then foster horizontal learning and the
propagation of the successful experiments. This is an important part of the alternative to the
bolshevik/jacobin approach of legislating the brave new world from the capital to be applied
uniformly across the country. The transition from socialism to capitalism had not happened
before in history so the situation clearly called out for experimentation and pragmatism ("It is
not important if the cat is black or white, but that it catches the mice.") Instead the Bank
succumbed out of its own arrogance and "la rage de vouloir conclure" (the rage to conclude) to
the bolshevik/jacobin mentality, with aid and abetment from elite academic advisors (e.g., the
Harvard wunderkinder), and supported Moscow legislation to apply the dreamed-up solutions
across the whole Russian Federation.

7. It is here that there is so little credibility in the TINA ("There is/was no alternative")
pleadings. Not only was it feasible for experiments to take place, they were taking place but
were stopped and ignored in the market bolshevik frenzy to legislate the brave new world
during the window of opportunity. I will focus on the alternatives available concerning
privatization.

2 See Benziger 1996.
3 See Elster et al. 1998 for the "rebuilding the ship at sea" metaphor and Morita 1986 about nemawashi.




2. The Privatization Debates

8. After some initial limp resistance, the Bank quickly succumbed to the public relations
image of the Czech voucher privatization as being "successful" and then promoted that model
in other countries.® In my 1998 paper (which, incidentally, I tried but failed to get published
within the Bank prior to Stiglitz's arrival so it previously circulated for 2 years in samizdat
form), I argued that the economic case for voucher privatization was remarkably superficial
and that the basic rationale was political. The Stiglitz paper (1999) and Stiglitz-Ellerman paper
(2001) develop an additional argument as to why the voucher privatization programs such as
the Russian MPP actually contributed to the debacle. This argument can be developed in
different vocabularies.

The Argument in terms of agency chains

9. One approach is via the notion of agency chains. Long agency chains are very difficult
to police and maintain. Information economics emphasizes the "information leakage" in the
agency relationship so the longer the agency chain, the more the leakages and chances for
opportunistic behavior. It took decades to develop the array of institutions to police long
agency chains in the West, and a glance at runaway executive compensation in the USA makes
one wonder if we have it right even now. The market bolsheviks tried to legislate and install
institutions such as stock markets and publicly traded companies as if all that could be done
practically overnight. Voucher privatization which threw all companies of any size into the
stock market was an extreme "pathological" example of trying to legislate well-functioning
long agency chains.

10. Market economies start with short, not long, agency chains—indeed, they start with the
identity of principal and agent in the owner-operated firm and farm. The decentralization that
is part of building a market economy in transitional countries needs to similarly start with
agency chains as short as possible, not as long as possible. In the preferred plan of voucher
privatization with investment funds, the principal-agent links in the long agency chain were:

the millions of shareholders of voucher investment funds who are supposed to control
the boards of the funds which are supposed to control

the fund management companies which are supposed to control

the boards of their hundreds of portfolio companies which are supposed to control

the managers of the portfolio companies who are supposed to control

the middle managers and workers who are supposed to actually produce something that
somebody wants to buy.

11.  Economic historians may find it hard to believe, but the "experts" in the IFIs actually
thought that such agency chains could be legislated and successfully installed in economies

* Actually it was more than PR, at least in the usual sense. Some Bank economists churned out reams of
accomodating econometric studies "scientifically" showing how "successful" the Czech privatization and
restructuring was.



after 70 years of communism.” The legislation and formal implementation of this
dysfunctional Rube-Goldberg system in Russia should not be counted as a big success.

12. I am reminded of the old joke where the general manager tells the sales manager that
they are losing a dollar on each unit sold, and the sales manager replies, "But look at how many
we are selling!" In a similar manner, some Bank managers now acknowledge that voucher
privatization turned out to be a lousy idea, but say, on the brighter side, look at how many
firms were voucherized!

The argument in terms of de facto property rights

13. The analysis can also be approached using the notion of de facto property rights.
Neoclassical economics tends to follow Coase and to emphasize the importance of establishing
clear property rights and then the market will do the rest. Never mind if the "clear cut property
rights" are the ownership of shares in voucher investment funds on the end of many-layered
agency chains.

14. Progress has been made on this question recently in Hernando de Soto's new book 7he
Mystery of Capital. Although this was little noticed by many cheerleading book-jacket
commentators, de Soto did not just argue for formal property rights but for the formalization of
de facto property rights. That's a horse of another color. After all, all the land occupied and
farmed by peasants or occupied and used by slum dwellers already has formal owners; it was
not part of some "commons." The idea is that people by using this property (formally but
absentee owned by others) have developed certain capabilities and competencies. It is a form
of empowerment (albeit using assets formally owned by others). The people have acquired
certain de facto property rights which empower them to sow and reap. Any "reform" that
would take away those de facto property rights (and the capabilities they represent) to assert
absentee formal property rights would in fact be disempowering and anti-development. To
promote market-driven development, the reforms should find out ways to formalize some
approximation to those de facto rights so that the people then encounter the market and the
underlying private property system as something that empowers them—rather than the
opposite.

15.  Now transpose this argument over to the transition economies. In the decentralizing
socialist reforms over the years and decades before 1990, the workers, managers, and local
communities had developed a range of de facto property rights (or "use rights") over their
enterprises. Central planning never worked well and as it got worse, forms of decentralization
took hold in varying degrees across much of the socialist world including the Yugoslav self-
management system, the Hungarian goulash communism, the Polish Solidarity-dominated self-
management committees, and the Gorbachev reforms to increase enterprise self-accountability.
One way or another, in often bizarre ways, people learned to get by in a twilight half-and-half

> In Ellerman 1998, I argued that the attempts to use vouchers to jump-start "stock markets" in all transition
economies from Mongolia to the Czech Republic could also be viewed "cargo cult" reforms driven by their
totemic significance rather than by any real economic need. One should not be too surprised when cargo-cult
reforms turn out to be rather dysfunctional. It should also be no surprise that the countries that resisted vouchers
and let their stock markets incrementally develop according to economic needs (e.g., Hungary and Poland) now
have the strongest markets. Perhaps the Bank could learn something about institutional change from that episode.



system. They developed de facto property rights that represented their capabilities to actually
get a few things done and to squeak by.

16. When the spell was finally broken in 1989-90, the alternative to institutional shock
therapy (market bolshevism) was to find the nearest approximation to the de facto property
rights that would accepted as socially fair. If that approach had been taken, then people would
have encountered the market as something that would recognize and formalize the capabilities
they had already developed and would allow them to do even better. Instead the market
bolsheviks designed the "market reforms" with the exact opposite purpose to deny the de facto
property rights accumulated during the "communist past," to righteously wipe the slate clean,
and to start afresh with formal property rights deliberately unrelated to the previous "vestiges
of communism." Sometimes the "ideal reforms" were compromised by "vested interests" but,
by and large, the "reforms" were successful in denying the de facto property rights acquired
during the earlier decentralizing reforms. For instance, outside of a small elite, most Russians
encountered the market not as something that strengthened their capabilities and empowered
them to do more but as something that took away what they were capable of doing and left
them in a position to grab what they could in the face of a very uncertain and uncontrollable
future.

17. These points are perhaps easier to understand when applied to dwellings. People also
acquired various de facto property rights over their flats in the socialist countries. Since the
distribution of housing also partially reflected the power relationships under communism, one
might pursue the same logic to suggest that the slate should be wiped clean of the communist
past and all apartments should be put on the market and auctioned off to the highest bidder.
Just think of the efficiency gains by jump-starting the housing market! Instead most of the
post-socialist countries figured out ways to arrive at formal rights that were the closest socially
fair approximation to the de facto rights.

18. Moreover, this analysis and critique is not just "hindsight." The following was written
almost a decade ago in 1992 and published (outside the Bank, of course) in 1993.

"After the collapse of the socialist idea in the late 1980s and early 1990s, the
question of institutional change strategies came to the forefront. Broadly
speaking, two opposed strategies emerged. The Big Bang approach advocated
just drawing a big X over the old half-reformed institutions and then legislating
new "ideal" institutional forms.

“BIG BANG” INSTITUTIONAL CHANGE

Legislated New
Old "Ideal”
Half-Reformed Institutions

Institutions ’

e, —




The old de facto property rights embodied in the half-reformed institutions
would not be recognized in any significant way, and the new de jure property
rights would be legislated by the new "revolutionary" democratic government.

What is wrong with moving in one great leap to some desired ideal form?
Nothing—if institutional change could actually take place in that manner. But it
usually does not. People will resist and "drag their feet" in countless ways when
their de facto property rights are canceled or trivialized. The imagined great
leap breaks down in chaos. Instead of disappearing overnight in favor of the
new ideal institutions, the de-legitimated old institutions break down in favor of
a shadowy anarchy of ad hoc opportunistic forms. The Big Bang becomes a
Big Bust.

The alternative is a strategy of incremental institutional change. Instead of an
imagined great leap forward over the chasm between socialism and capitalism,
incentives would be devised to move people incrementally but irreversibly from
the existing quasi-reformed institutions towards the "ideal" institutions. Instead
of just negating the de facto property rights of managers and workers, they can
arrive at a nearby set of legitimized de jure property rights by moving in the
right direction.

INCREMENTAL INSTITUTIONAL CHANGE

Nearby -
de facto de jure
property rights property rights

These two strategies are posed as opposites. No country would adopt a totally
pure strategy, and one country might use both strategies in different parts of its
reform program. For instance, the privatization-by-liquidation program in
Poland is based on an incremental strategy while the Polish mass privatization
plan originates from a Big Bang approach. The Czech voucher plan is a Big
Bang strategy, while small business privatization in the Czech Republic (and in
most other countries) is based on an incremental approach. Aside from the
lease buy-outs and other MEBOs, the Russian mass privatization program is a
Big Bang program, while the Chinese reforms in agriculture and industry are the
clearest example of a thoroughgoing incremental approach." (Ellerman 1993)

The Lease Buyout Counterfactual

19.  What are the forms of privatization that try to move to a set of formal or de jure
property rights that are a socially acceptable approximation to the de facto property rights that
resulted from the earlier reforms during the socialist era? In Whither Reform? (Stiglitz 1999),
the general strategy was called "stakeholder privatization." Look at the parties who actually
have to cooperate in order for an enterprise to succeed regardless of the "ownership structure."”
This includes the workers, managers, suppliers, long-term customers, and local authorities. It



does not include voucher fund managers sitting in Moscow. Then shrink-wrap the ownership
structure around those stakeholders to arrive at the minimal agency-chain structure. In the
above passage written almost a decade ago, the Polish privatization-by-liquidation (also called
"Polish leasing") program, the Soviet lease-buyouts, and the Chinese reforms in agriculture and
industry (i.e., family responsibility system and TVEs) were all picked out as examples of this
up-close strategy to strive for formal rights close to de facto rights and to minimize the
distortions of information and effort involved in long agency chains.

20. What is the state of the debate about the lease buyout counterfactual in Russia? Here
are some of the points. If the state of the debate on this issue is taken as the state of the Stiglitz-
Ellerman (2001) versus Dabrowski-Golmulka-Rostowski (2001) debate, then it should be
understood that DGR are "not Poles apart" from SE on the substance of these issues (although
DGR seem much concerned about imagery so that minor disagreements in emphasis and
semantics are magnified into major questions). DGR agree on the strategy of minimizing
agency chains and they agree (two-thirds belatedly) on the negative judgment about voucher
privatization. DGR even agree on supporting enterprise forms like the Polish lease buyouts
and the Chinese TVEs. However, they apply a different linguistic framework where these
forms are classified as "de novo SMEs" rather than stakeholder privatizations. Of course, SE
support de novo SMEs but also develop the information-economics-based minimal agency
chain (or "shrink-wrapped ownership structure") analysis to show why such enterprise forms
are generally more successful. The debate was about privatizing medium-sized firms and
about busting up the large dinosaurs through spin-offs of medium-sized firms so that the large
SOEs could also be handled with these methods.

21. If the logic (minimizing agency chains and building on de facto property rights) is
sound, then the Soviet lease buyouts and related experiments seem to be the closest thing to
grow out of the reform experience in the FSU. As noted above, this option was argued for at
the time and on the basis of roughly these arguments. Marty Weitzman also at the time gave a
pragmatic argument for the worker ownership version of stakeholder privatization.

"Under worker ownership, the workers themselves, or their agents, will have to
control pay and negotiate plant shutdowns. The most acute 'us vs. them'
stalemates may be avoided. Ownership is more concentrated relatively close to
management decisions and can put more immediate pressure on performance.
Regulatory capture may be avoided. Hard budget constraints may be more
acceptable. There is less opportunity for financial manipulation." (Weitzman
1993.267)

22.  Note Weitzman's version of the minimal agency chain and shrink-wrapped ownership
argument in his statement: "Ownership is more concentrated relatively close to management
decisions and can put more immediate pressure on performance." Unfortunately, the Russia
program chose to privatize in the way that Soviet-expert Weitzman recommended "How Not to
Privatize."

23.  Moreover, the IFI specializing in the region, the EBRD, was not only aware of the
option but sponsored a set of pilot projects to show how lease buyouts could be done using



modern corporate forms. (Lloyd, 1993) The structure of these deals and a host of other
examples were presented in the EBRD's 1993 technical note, Management and employee buy-
outs in central and eastern Europe—an introduction. Thus all these ideas were known to the
IFIs in the early 90s.

24. The counterfactual is often caricatured as arguing "that institutional and regulatory
reform should have preceded privatization." However, the point is that stakeholder
privatization minimizes the need for the institutions to police long agency chains so that the
appropriate forms of privatization can go forward as those institutions are being developed and
can, indeed, drive that institutional development through the endogenous Hirschmanian
linkages (in contrast to the IFI conditionalities). It would be more accurate to say "that
institutional and regulatory reform should have preceded privatizations involving extensive
agency relationships". As those institutions develop, then enterprises could evolve beyond the
initial forms of lease buyouts, TVEs, and the like.

25. It might be argued about lease buyouts that "Russia did not have a sufficiently well
developed national or regional institutional environment, as in Poland, to prevent large-scale
managerial expropriation of assets under such a scheme." There are at least three problems
with this "argument."

25.1 The stakeholder theory did not depend on a "well developed national or regional
institutional environment" to protect the self-interest of those who have to cooperate
together on a daily basis to earn their economic livelihood. They are all "mutual
hostages" to the success of the enterprise so they can exercise their de facto property
rights directly, not by trying to get "national or regional" institutions to enforce any
formal rights. Unfortunately, the "experts" did not seem to have understand the
argument then—or now. When the "experts" have a quasi-religious faith in ersatz
national or regional institutions enforcing long agency chains and fail to see how people
will try to enforce their de facto property rights in their concrete day-to-day self-
interest, then SE argue that the "experts" have shown a "faulty understanding of
economic principles".

25.2 Secondly the actual argument usually offered by the conventional experts (e.g., at
the Bank) was exactly the opposite. It was not that lease buyouts would lead to workers
having too little power to resist managers but to workers having too much power to
resist managers so that they would resist the restructuring and reallocation of the assets
elsewhere by "market forces." In any case, when "experts" give opposite arguments for
the same conclusion (e.g., opposing lease buyouts), one suspects that the real reasons
for the conclusion might lie elsewhere (see Ellerman 1998).

The helpless-stakeholder argument never had much plausibility. It "argued" that the
workers, middle managers, long-term suppliers and customers, and the local authorities
would stand by idly while the top nomenklatura managers stripped the assets and
destroyed the livelihood of all the others—unless, of course, there were "national or
regional" institutions that could intervene to save the livelihoods of the hapless locals.
DGR recognize that the Solidarity-dominated self-management councils in the Polish



SOEs (in contrast to conventional regulatory institutions) played an important role to
prevent management looting but they seem to resist applying the same stakeholder
logic to Russian enterprises even after lease buyouts. Certainly the Poles are right to be
proud of Solidarity but they should not preclude similar but later developments in
Russia when given a little help.

25.3 Since there were some 10,000 lease buyouts, it is an empirical question whether
there was more managerial looting in lease buyouts or in the voucherized firms. My
casual empiricism in Russia gives a clear answer to this question, but I would welcome
some more systematic and objective empirical investigation which was not financed or
supervised by those who have built their careers on voucher privatization.

26.  Aside from the helpless-stakeholder argument, another bogus argument is that the
Russian MPP was "fast privatization." This argument is misleading on both counts—that MPP
was fast and that the alternative was slow. MPP only appears to be fast because one restricts
attention to the technocratic achievement of formal privatization, and one does not count the
time it will take to climb back out of the chasm that Russia failed to jump over in one leap. In
less metaphorical terms, since the point of MPP was to override and dissolve the social-
organizational capital and de facto property rights accumulated by the stakeholders in the past,
it was designed to be disempowering to them. It awarded the individual formal rights to
workers, managers, and voucher funds on the other end of rather long agency chains.

27. The advice of employee ownership experts both inside (e.g., the author) and outside the
Bank (e.g., Joseph Blasi) was unanimous that any genuine attempt to use a worker ownership
or MEBO model (see previous quote from Weitzman) would require a mechanism for
collective decision-making such as the US or UK ESOP. In terms of game theory, the firm
should be organized as a cooperative game (i.e., enforceable collective decision-making).
Repeated attempts to allow this option in the MPP ("Option 4") were specifically prevented by
the GKI and western advisors in the IFIs who wanted the worker ownership to be strictly
temporary and not subject to collective decision-making. Those advocating a worker
ownership option in the MPP and those opposed to it at least agreed that by allowing individual
sell-outs, there would be a prisoners' dilemma (PD) situation with the eventual non-cooperative
solution of most people selling out (particularly when helped by managers withholding wages).
The GKI even outlawed shareholder agreements since they quite explicitly wanted a non-
cooperative game (no enforceable collective decision-making). Thus the stakeholders who
could have helped to prevent managerial looting were deliberately prevented from coalescing
as a stable decision-making group with a common interest in bettering the enterprise.

28.  Those who deliberately designed the MPP to prevent the collective empowerment of
the stakeholders in the enterprises entertained the hopes that this would lead to the
concentration of ownership and the top-down power to restructure enterprises and reallocate
assets.6 The MPP worked as planned to concentrate formal rights—in this case in the hands of
the top enterprise managers. But the top managers had little reason to follow out the rest of the

% This sort of top-down coercion seems to be the restructuring methodology favored by "tough minded" visiting
economists and desk-bound IFI experts. Those with practical experience who have made their living in the
restructuring business tend to have a slightly more subtle view of the matter.
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hoped-for "logic" since they had little confidence that any increased value of the enterprise as a
profitable going concern could be capitalized upon their impending retirement. This created
the situation where many managers felt the most rational response was just to grab what they
could while they could. Since the stakeholders were formally disempowered, they were
somewhat less assertive to stop the attempted plunder (although there have been several
hundred plant occupations in Russia by workers trying desperately to stop managerial looting).
New schemes of plunder could be arranged with the other major holders of formal rights
(called "tunneling" in the Czech context). Thus MPP contributed to a genuinely dysfunctional
system ("falling into the chasm") and it will take a long time to climb back out. So much for
being "fast."

29. Since the MPP was deliberately designed and implemented to undo insider social
capital and to disempower the insider coalition of stakeholders with the collective interest in
preserving and improving the enterprise as a going concern (all dismissed as "impediments to
restructuring"), it is a bit disingenuous to picture the asset stripping by the top managers as an
untoward side-effect of the MPP. After deliberately tying up an albeit less-than-perfect
watchdog, one shoulders some responsibility for the foxes having better access to the chicken
coop.

30. The argument is also misleading in the implication that the stakeholder privatization
option was slow. I am unaware of any serious argument here. In the Bank, we often heard a
specious dichotomy of mass privatization (meaning vouchers) versus "case-by-case
privatization" where by the latter one meant pains-taking negotiation of each deal. Yet the
lease buyout schemes were a form of mass privatization in the sense that each deal simply had
to satisfy certain cookie-cutter requirements (like the voucher deals) in order to go through.
Polish leasing was not slow, the rise of the Chinese TVEs was not slow, and the 10,000 or so
Soviet lease buyouts before 1992 when the door was shut indicate that they were also not slow.

31. Indeed, one of the "problems" with the lease buyouts is that they were too fast and too
popular at the firm level, not that they were too slow. If the lease buyouts had not been
stopped, then the market bolsheviks feared that there would not be any good firms left to go
into the voucher auctions. If that had remained an option, then "too many" firms would have
selected that option so, instead, the door was closed. Unfortunately that sequence does not jive
too well with the "story" that the reformers were forced to the MPP because everything else
was "too slow."

3. Conclusion

32. In summary, the Russians (and the EBRD) experimented with the lease buyouts as a
more home-grown option but the Russian reformers, with the full support of their Bank and
other western advisors, stopped the experiments and deliberately stopped repeated attempts to
include something like the lease buyouts in their new Master Privatization Plan for Russia.

33. I have focused on the overall questions of institutional change strategy and the
privatization debates because those questions seem the most fruitful for "learning
opportunities". And they are the debates in which I was the most involved.
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