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Abstract 

Privatisation naturally raises concerns over future job cuts and therefore workers often oppose privatisation plans. Because of this, governments tend to scale down if not entirely abandon initially quite ambitious privatisation programmes. (Here I ignore privatisation delay as a forced reform strategy) Whenever privatisation plans are not fully scrapped, governments implement partial privatisation, selling either a fraction of the enterprise or separate units belonging to it, in a bid to secure the workers’ acquiescence. Yet it is not entirely obvious why workers should agree to having 12.8% of their enterprise privatised, when they objected to plans to privatise 30% of the enterprise. Assuming that workers care about employment more than about efficiency and profits, and that they are rational forward-looking players that make no systematic mistakes, this paper suggests the following mechanism: Under certain conditions, partial privatisation softens the budget constraint that the prospective owner would face, allowing her to pursue a larger number of investment projects, regardless of their efficiency, than otherwise, thereby increasing employment above the optimal level. I make use of Dewatripont and Maskin’s conception of the soft budget constraint to show that this commitment is credible because it relies on the government’s purely economic incentives, rather than just on its ‘benevolence’, paternalism (a la Kornai) or political colour. For example, if the programme is launched by a left-wing government, partial privatisation ensures that even if a right-wing, ‘profit-maximising’ government wins the next election, the new owner might still have a soft budget. Finally, the paper speculates that the continuous nature of the government’s involvement, namely the incremental provision of the soft budget, resolves the flipside of the commitment problem, i.e. ensures that workers would vote for the government in question.                   
A note of orientation

In my thesis, I analyse a set of obstacles that often prevent the privatisation of enterprises. The word micro refers to the fact that I am primarily dealing with instances of privatisation of single enterprise, thus ignoring issues related to privatisation as a part of systemic change, such as the transition from command to market economy. Therefore, in principle, the analysis should be relevant for privatisation programs in both market and transition economies.

In the micro sense, I view privatisation as the transfer of a state-owned firm to private hands (Kornai …). Transfers, such as ordinary sales, are most conveniently viewed as bi-lateral transactions that may or may not take place, depending on the transaction costs involved. While I stick to the theory of transaction costs and use its framework and methodology throughout the thesis, I consider any instance of privatisation as a transaction involving (at least) three, rather than just two players. These are the selling government, the (potential) buyer or investor, and the employees working at the firm slated for sale. 

To keep track of things, I separately analyse the transaction costs of privatisation facing each of the three pairs of players involved – government-investor, investor-workers and government-workers. Having clarified the key features characterising these three pairs in isolation, I look at their impact on the omitted player.

Specifically, I look at how information asymmetries and commitment problems, the two focal elements of the interactive part the theory of transaction costs, feature in the process of privatisation. In a nutshell, the three ‘transactions’ that I take to constitute each privatisation deal feature the following obstacles:

· Government-investor – asymmetric information concerning the worth of the enterprise to the investor 

· Government-workers – commitment problem 1 (the workers need a guaranteed employment once the firm is sold)

· Investor-workers – commitment problem 2 (similar to the previous case, but here the investor needs a commitment mechanism)

The mechanisms that players design to tackle these transaction obstacles impact on the omitted player in the following manner.

· The information asymmetry forces the government to remain involved in the enterprise, which reduces the risk that workers would go on strike or otherwise obstruct production.

· Commitment problem 1 leads to either a soft budget constraint phenomenon for the investor, or prevents the latter from pursuing a restructuring plan.

· Commitment problem 2 ensures that the government has the political support of the workers.

These points are schematised in figure 1.

Figure 1 here 

An explanatory note 

In an earlier chapter (presented at the 2006 doctoral conference) I sought to show that partial privatisation might credibly signal the value of a firm slated for privatisation to uninformed investors, which might explain the empirical observation that partially privatised firms tend to perform better than fully privatised firms. Looking at specific instances of privatisation, however, I found that governments often sell shares that are smaller than the originally planned because workers dislike privatisation. I speculated at the end of that chapter that in addition to being a signal, partial privatisation might be a credible commitment mechanism that better ensures higher employment, which is what workers actually want (see the 2006 paper here http://www.ceu.hu/polsci/papers/Salkin%20Svetoslav%20paper.doc). 

The chapter below attempts to detail this argument.

Introduction

Workers often oppose privatisation, as the restructuring that follows it naturally raises concerns about layoffs. Hence both the government and the prospective investor(s) would need to credibly commit themselves to catering to the workers’ preferences ex post in order to secure the latter’s acquiescence. This paper shows how partial privatisation could serve as such a commitment mechanism. 


All else equal, the government can achieve an employment level higher than the optimal by, say, subsidising the enterprise or otherwise interfering in the decision-making process, regardless of whether the enterprise is state-owned or private. Indeed, as Vishny and Shleifer (1994) show, privatisation makes difference only to the extent that the government finds it politically, and perhaps financially, more costly to affect employment by diverting treasury money toward subsidies than by setting employment level itself, thus reducing the treasury’s revenues only indirectly. 


In reality, however, the choice is not cast in terms of full privatisation versus full state ownership. Rather the issue is oftentimes what share to be privatised. The empirical evidence presented in Chapter 1 indicates that governments tend to launch ambitious privatisation programs envisaging the divestiture of large shares of key enterprises. This typically triggers lengthy debates and, often, street protests by workers. The opposition to the program might well be less conspicuous than that however, and involve workers implicitly indicating that the government, or a pivotal political actor, would lose their support should the privatisation program be brought to fruition. Eventually, the government may scrap its privatisation plan altogether or implement a less comprehensive privatisation program, i.e. divests a share that is smaller than the originally envisaged share.


It is not immediately obvious why workers would object to privatising 30% of the firm and later agree to having, for example, 12.8% of the firm privatised. What is it that credibly guarantees higher employment, should the state keep a larger share? The mechanism outlined here is the following: Assume, borrowing Vishny and Shleifer’s terminology, that privatisation implies full delegation of control rights, including rights over employment and project initiation and management, to the investor in order to take full advantage of its expertise, profit-maximising incentives and overall perspicacity. Assume also that cash-flow rights are allocated between the state and the investor according to their respective shares. In particular, these two assumptions mean that the investor has full discretion over what investment (restructuring) projects to pursue regardless of the size of its share, while the state remains a passive player who contributes to investment projects and benefits (or covers the losses, respectively) in proportion to its share of the enterprise. I would seek to show that in this set-up, the smaller is the investor’s share the larger is the softness of its budget constraint, which in turn implies that more projects reach the implementation phase, which eventually implies higher employment.  


I start by distinguishing between non-credible and credible reforms, the latter being this paper’s focus. Then I briefly discuss the version of the soft budget constraint concept I employ, before presenting a simple model, a modification of a standard one, which shows how the mechanism of commitment works. I conclude with some remarks concerning the missing parts of the argument, namely the first stage of the interaction and the workers’ commitment problem, that is the last stage of the interaction.   

The Credibility of Reforms 

Naïve stakeholders

Note that I seek to analyse strategies of overcoming resistance to privatisation in a credible way. One can easily encounter numerous instances of reforms that seek to mislead the status quo stakeholders into making concessions, which are afterwards forfeited. While such stratagems, might work once, they would hardly pass as viable policy recommendations because they rely on stakeholders’ shortsightedness. As an example of such a non-credible reform, consider Shleifer and Treisman’s (2000) insightful account of the ‘successful’ cooptation of stakeholders during Russia’s infamous privatisation of the early 1990s.


Russian privatises had to secure the acquiescence of Russia’s industrial ministries, regional and local governments, industrial directors and workers in order to successfully push through an ambitious privatisation programme, allegedly the largest in history. Co-opting the first three sets of players did not prove difficult. The industrial ministries lost much of their influence already in the late 1980s when the workers’ collectives acquired the power to elect the head of enterprises, which were previously appointed by the former. To ensure that industrial ministers do not obstruct privatisation at the political level, by torpedoing government decision making, the reformers granted them the power to effectively veto privatisation of a handful of firms deemed strategic, mainly firms in the raw materials, energy, transport and defence sectors, but not the power to prevent privatisation of firms in other sectors. Similarly, regional governments were allowed to take over small-scale privatisations.


Industrial directors and especially workers, however, posed a particular threat to reforms. In the late 1980s industrial directors wielded substantial managerial powers concerning customers relations, production organisation and price setting, albeit partial. Importantly, industrial directors were also the ones who knew the enterprises’ inner workings, which essentially placed them in a position to halt any reform initiated by the central government. Workers, on the other hand, simply had the right to go on strikes over collective labour agreements and could thereby block production physically, should reformers failed to assuage their fears. 


Because of their influence, both directors and workers received substantial concessions in the early stages of privatisation. Following lengthy parliamentary debates, workers and managers were allowed to choose between two options (i) acquire 25% of their enterprises’ capital in the form of non-voting shares free of charge and (ii) acquire 51% of their corporatised enterprises’ shares at very low prices. In addition, staff at smaller enterprises were allowed to acquire 20% of their enterprises as per the shares accounting value. Shleifer and Treisman, however, claim that the third option was too complicated, which made it practically unavailable in most cases. Over 80% of the firms privatised in 1992 adopted the second option.  


This reform stratagem had two negative consequences, although as the authors argue it was the best available option given the circumstances in Russia. First, it lead to widespread inside privatisation, which turned out to have a negative impact on post privatisation firm performance. Second, and most important for my analysis, because of Russia’s essentially lacking mechanisms of corporate governance, it led to the forced expropriation of the stakes of small shareholders. In this sense, I claim that the strategy was not credible. It relied on the economic and legal naiveté of workers and would therefore not succeed should the Russian government tried it again.

Rational stakeholders and time inconsistent choices

The issue of credibility, however, transpires even with rational forward-looking players, as governments might not be able to commit themselves to carrying reforms through because of temporal inconsistencies. To clarify this issue and to show how it relates to the commitment problem I analyse, I present a stripped down version of the reforms model of Dewatripont and Roland (1990).

Consider a sector or a firm, which with an inefficient level of productivity e = 1. The government may introduce a restructuring programme, say by privatising the firm, and thus bring its efficiency to e = 2. There are three groups of workers, each of which of size one, employed in the firm and characterised by their disutility levels of effort, which is taken to be simply 1, 2 and 3. The government is unable to distinguish between the 3 types of workers and pays a uniform wage w, which together with productivity level e, determines the payoffs of each type of worker as follows {(w – e1); (w – e2); (w – e3)}, i.e. forcing workers to be more productive reduces their payoffs. The market value of the output q(e) is the same for each group of workers and is higher if the firm works under the more efficient regime, i.e. q(2) > q(1). In the status quo, i.e. no restructuring, the government’s payoff is the sum of the total market output, the workers disutility and the difference between wage bill and the market value of the output. The last item should be covered by subsidies, which cause a distortion denoted by s. That is, the government’s payoff is 3q(1) – 6 – s(3w – 6).

Assume that the parameters are such that the government would want to leave only the most efficient workers in the firm and switch to a regime of higher productivity, e = 2. Workers however may sabotage the programme by protests, thus the government must grant an exit bonus to the entire pool of less efficient workers in order to secure their acquiescence. This can be achieved by granting an exit bonus w – 2, which ensures that workers of type 3 and 2 leave the firm, and a wage level w + 1, which compensates the most efficient worker for the extra effort they have to exercise. Workers of types 1 and 2 are therefore willing to accept the reform, in fact they are indifferent, while workers of type 3 receive a strictly positive payoffs of 3 – 2 = 1. 

The government’s payoff from this reform package is q(2) – 2 – s[3w – 5 – q(2)]. Under certain conditions, however, it can do better, by keeping productivity low and giving an exit incentive only to the most inefficient group of workers, group 3, i.e. by introducing a partial reform. The wage in the firm would thus remain w and the exit bonus is w – 3. None of the workers receive a strictly positive payoff and the government’s payoff is 2q(1) – 3 – s[3w – 3 – 2q(1)], which is more than the full reform payoff whenever 2 < 2 – {(1 + s)[q(2) – 2q(1) + 1] / 2s. Assuming that this last expression holds and therefore partial reform is desirable. Dewatripont and Roland, however, show that such a partial reform package is not time consistent when extended over two periods. After group 3 take their bonus 2(w – 3) for the two periods, the government has an incentive to induce group 2 to leave in period two by, offering an exit bonus of w – 2, and wage w + 1, and by raising productivity to e = 2. This indeed leaves groups 1 and 3 indifferent and improves the government’s payoff by (1 + s){[q(2) – q(1) – 1] + 2 – q(1)}. But then because workers in group 3 are forward looking, they would not leave in the first period whenever w – 2 > 2(w – 3) or, equivalently, w > 4.

Finally, Dewatripont and Roland show that what they call a gradual reform package in which the first period’s productivity is kept at e = 1, the wage is w and the exit bonus is (w – 3) + (w – 2), which induces group 3 to exit, while the second period’s productivity is increased to e = 2, the wage is set at w + 2 and the exit bonus is w – 2, which induces group 2 to exit. The government’s payoff from gradualism is shown to be exactly the average of the full and partial reform payoffs. 

The point of this analysis is that issues of asymmetric information and credibility necessarily lead to some sort of inefficiency. In the circumstances of reforms, this means that because certain status quo stakeholders must be left indifferent between the status quo and the reform, the government is forced to implement its reform only partially or indeed gradually. Groups capable of blocking reforms need to receive replacement stakes regardless of whether they are naïve, as in the argument of Shleifer and Treisman or are rational and forward looking as in the theoretical construct of Dewatripont and Roland.

The “softness” of the budget 

Kornai’s conception of the soft budget constraint phenomenon (Kornai 1979, 1980) was based on the government’s paternalistic concerns (Kornai, Maskin and Roland 2003). In Kornai’s set-up the government is unwilling to let enterprises fail, which leads to expectations that ‘negatively’ affect the managers’ incentives. For example, if managers are not fully exposed to the consequences of unwise or economically unwarranted decisions, they are also naturally more likely to take such decisions. The soft budget constraint mechanism has been invoked to understand not only the chronic shortages in former communist countries, but also a wide range of phenomena in contemporary capitalist economies, including bank crises and instances of the too-big-to-fail phenomenon. Examples of procrastination in such cases as, say, PhD thesis defence can also be thought of in terms of non-credible institutional commitment to enforcing the consequence of late submission.


Kornai’s original soft budget constraint formulation leads to a straightforward policy recommendation: To fix incentives, governments should stop bailing out firms that perform poorly. It takes then a government with no paternalistic objectives to tackle the problem. Schaffer (1989) presents a formal model, the first in this field, which captures the essence of this commitment problem. 

In a seminal contribution, Dewatripont and Maskin (1995) showed, however, that the problem might run deeper than that because the ”softness” of the budget could be a result of the government, or in fact any funding body, having purely economic, rather than paternalistic, objectives. This would occur whenever the government’s preferences exhibit temporal inconsistency. If the funding body initially cannot distinguish between good (fast) projects and poor (slow) projects, then the ex-ante criterion for financing a project might well be different from the ex-post criterion, i.e. once the project type is revealed, of re-financing (or bailing out) the poor (slow) project. Anticipating such behavior, the management would be willing to request funding for poor projects and the funding centre would provide funding even if the projects are overall inefficient. For Dewatripont and Maskin, the initial informational asymmetry and the sunken initial investment are the key elements constituting the causal mechanism of the soft budget constraint.

This implies the need for a more comprehensive policy reform because the softness stems from the institutional set up rather than from the policy choices of the funding body, be it a (post) socialist government or a private bank. For example, Dewatripont and Maskin show how decentralisation of credit, i.e. an institutional reform, can harden the budget constraint. With a slight modification of their set-up, it can be shown that the same argument is valid when the funding center is a government that faces an uncertain prospect of re-election and is therefore less likely to reap the benefits of a poor project.

The temporal inconsistency insight is particularly relevant in the present set-up. A left-wing government could indeed be persuasive enough in claiming that the future owner of a firm slated for privatisation would not be able to freely hire and fire, but workers might fear that the next election might bring a less ‘benevolent’ government. Shifting the burden of credibility to the investor and relying on its and the government’s profit-oriented incentives would satisfy the workers. If the softness of the budget, which is taken here to imply higher employment, stems from the government’s economic rather than paternalistic incentives, then workers would be more inclined to accept partial privatisation. The next section formalises this intuition.    

A model 

I start with an appropriate modification of Dewatripont-Maskin’s set up to show that a smaller private-owned share implies softer budget and hence higher employment. Then I proceed backwards to derive the share that workers would be willing to privatise by invoking the Nash bargaining solution to model the interaction between the government and the workers at the outset of the interaction.

1. The last two stages

Consider two players, a private investor I and a government G, holding shares of an enterprise E denoted by b and (1-b), respectively, and interacting over two time periods without discounting. In the first period the investor decides whether to propose a project, for example restructuring of the enterprise, while the government decides whether to allow the project to go ahead or not. If the government does allow the project to go ahead, it contributes to the initial investment, which is taken to be 1, in proportion to its stake in the enterprise. In this setting thus the investor has gate-keeping powers, while the government has partial veto power, it can refuse to pay its share but otherwise cannot stop the project. For simplicity, I assume that the government’s refusal to participate halts the project.   


The project can be of two types. A good (fast) project is brought to successful completion after the first period and yields strictly positive payoffs ΠI and ΠG for the investor and the government, respectively. This ends the game. On the other hand, a poor (slow) project yields nothing after the first period. Both the government and the investor know that an additional investment of 1 would result in the poor project being completed after another period, which results in payoffs PI and PG, for the investor and the government, respectively. 

Hence, should the project turn out to be poor, the government has to decide whether to contribute again or not. Should the government decide not to contribute, this would liquidate the project, yielding payoffs LI and LG, for the investor and the government. Following Kornai, Maskin and Roland (2003), I allow the government to mix between refinancing, which is played with probability s, a poor project and liquidating it, with probability (1-s), in the second period. The parameter s serves as a measure of budget softness. 

The government is unaware of the project type in period one, but it attaches a probability a to the event of the project being good, and probability (1-a) to the event of the project being poor. The good project’s profit is observable, and therefore the government learns the type of the project at the end of the first period. The investor, in contrast, is fully informed throughout the interaction. Figure 2 represents a game tree modelling the interaction.

Figure 2 here 

Nature moves first to choose whether the project at hand is good or poor. Thereafter the investor observes the project type and decides whether to pursue it or not. If the investor decided not to pursue the project, the game ends with payoffs of zero for each player. The government does not observe the project type, but should the investor go ahead with the project, it has to decide whether to participate in it or not. If the government refuses its participation, this terminates the project and both players obtain payoffs of zero. Should the government decide to participate, the good project yields payoffs  ΠI – b for the investors and ΠG – (1 – b) for the government, a poor project, on the other hand, does not yield anything. In the latter case, however, the investor may seek refinancing or not. If the investor fails to seek refinancing, the players obtain their liquidation payoffs minus the investment they have made, i.e. LI – b for the investor and LG – (1 – b) for the government. If the investor requests refinancing, the government should finally decide whether to refinance or not. In case of refinancing a poor project in the second period the payoffs of the investor and the government are PI – 2b and PG – 2(1 – b), respectively. Otherwise, the players obtain the liquidation payoffs. 

As a first result, note that the investor would pursue a poor project whenever s(PI – 2b) + (1 – s)(LI – b) ≥ 0. There is thus a threshold of softness, above which the investor would submit a poor project. This threshold is increasing in b, the investor’s stake in the enterprise, which leads to the following claim:

Result 1 

As the investor’s stake increases, it takes a larger threshold level of softness on the side of the government to have the investor submit a poor project. Phrased differently, for a certain degree of softness, the smaller the investor’s stake in the enterprise, the more likely it is that the investor would submit a poor project.

This proposition essentially follows from Schaffer’s analysis. If the government is paternalistic then the investor is more likely to launch a poor project the smaller is the investor’s share of the initial investment. A smaller share simply means that the investor has less to lose from launching a project. 

The analysis of the government’s behaviour requires a clarification of its overall objective. In line with Kornai’s view, the basic soft budget constraint model incorporates a sense of paternalism by assuming that the government seeks to maximize the sum total of payoffs of the players involved. In the present setting, I assume that the government maximizes the non-financial social surplus and takes into account the funding of the project only to the extent of its own involvement. This is compatible with Shleifer and Vishny’s (1994) assumption that the government might find it costly to divert public money toward its pet projects because this is transparent and is in direct competition with other claims on the state budget. Assuming that the government is interested solely in its own payoffs would not change the results qualitatively. This scenario is presented below in this section.

A paternalistic government’s ex-post criterion for financing, i.e. the criterion for refinancing, is PG + PI – (1 – b)  >  LG + LI. The ex-ante criterion for liquidation, on the other hand, is 2(1 – b)  > PG + PI. The latter inequality just means the project is inefficient and the government would not have financed it in the first place, had it known the project was poor. Whenever the two inequalities are both satisfied, the temporal inconsistency in the government’s objective function softens the budget.

To see how b affects the two criteria, I rearrange these last inequalities to obtain 

LG + LI – PI + (1 – b) < PG  < 2(1 – b) – PI  

As b increases, the right-hand side of this expression falls by a magnitude of 2, while the left-hand side falls by a magnitude of 1, thereby narrowing the range of parameter values for which the two criteria for financing are simultaneously satisfied. By the same token, as b falls, the left-hand side of the expression increases by a magnitude of 1, while at the same time the right-hand side increases by a magnitude of 2, thereby expanding the range of parameter values such that the two criteria hold simultaneously. This is also in line with the point I seek to make. 

Given the information asymmetry at the outset of the interaction, the government would participate in a project whenever a[ΠG + ΠI – (1 – b)] + (1 – a)[PG + PI – 2(1 – b)] > 0. This sets an upper threshold on a, the probability that the project is good, above which the uninformed government would participate in any project the investor submits. Denote this threshold by a*
a* = [2(1 – b) – PG – PI] / [ΠG – ΠI – PG – PI + (1 – b)]

This expression, under reasonable restrictions on the parameters (to be specified later!!!) decreases in b. Thus the second result of this analysis can be stated as 

Result 2

As the investor’s stake increases, and thereby the government’s stake decreases, the threshold probability of the project being good, above which the uninformed government would fund a project, increases. 

It is straightforward to state three further results derived from this last expression 

Result 2.1

The threshold probability that the project is good above which the uninformed government would fund any project is increasing in PG and PI, whenever ΠG – (1 – b) > ΠI.

Result 2.2

The threshold probability that the project is good above which the uninformed government would fund any project is increasing in ΠG, whenever 2(1 – b) > PG + PI and is decreasing otherwise.

Result 2.3

The threshold probability that the project is good above which the uninformed government would fund any project is decreasing in ΠI, whenever 2(1 – b) > PG + PI and is increasing otherwise.

Finally, if a > a*  and LG + LI – (1 – b) < 0, the investor submits poor projects and the government maintains its involvement even after finding out that the project is inefficient.  Again, the second inequality is more likely to be satisfied for smaller b.

Importantly, these results do not depend qualitatively on the paternalistic character of the government. Indeed, suppose the government maximize its own payoff solely. Then the ex post and ex ante criteria for refinancing and liquidation are PG – (1 – b)  >  LG and 2(1 – b)  > PG, respectively. These two inequalities can be satisfied simultaneously again and the enterprise would still enjoy a soft budget. The threshold probability of a good project above which a non-paternalistic government would be willing to participate, a**, becomes

a** = [2(1 – b) – PG] / [ΠG  – PG + (1 – b)]

For the sake of completeness, I report that the threshold a**, is always increasing in PG, because ΠG  > (1 – b) is assumed to hold, and is always decreasing in ΠG, because 2(1 – b) < PG is assumed to hold.

The overall welfare effect of the soft budget constraint phenomenon, however, is ambiguous. As Dewatripont and Maskin hasten to add a mechanism that would harden the budget (decentralisation of credit in their setting) might prevent the implementation of profitable projects that last long, thereby encouraging too many short-term projects. Formally, this amounts to a coordination problem, which encourages either a large number of small banks and entrepreneurs pursuing short-term projects or a small number of large banks, which can sustain long-term financing and hence encourage entrepreneurs to launch long-term projects. 

The insight I take for my setting is that the effect of on post-privatisation firm performance would be ambiguous. Ceteris paribus … (might be wrong!!!) 

Slightly diverging from the key argument here, it would be instructive to find out how Dewatripont and Maskin’s argument that the decentralisation of credit effectively hardens the enterprise’s budget fares in this setting. The way they model decentralisation is quite simple, they introduce two funding centers, rather than one, none of which is able to sustain a poor (slow) project single-handedly. One of the funding centers injects funds in the first period, but if the project turns out to be poor, the enterprise, or rather the funding center again, should turn to the second center for additional funding. 

The second center, however, has informational disadvantage regarding the project vis-à-vis the first center, which has made investments in figuring out the quality of the project. Because of this, the second center would require an extra return on its investment. In anticipation of this, the first centre would invest in monitoring less then the optimal level under centralization and would be thus less likely to refinance the project, thereby hardening the budget.  

This stylised scenario seems pertinent to my setting whenever it is the case that the poor project lasts for more than one electoral period and thus might encounter two different governments. The main difference is that unlike other funding centres, such as banks, governments, even when profit maximizing, would typically lose interest in their investment projects when they leave office. Yet the prospect of being out office when the benefits of a poor project materialize would affect the monitoring effort of the government due to a reason similar to the one Dewatripont and Maskin identify. 

Assume for simplicity that the first government is a right-wing, non-paternalistic, profit-maximizer. The nature of the second government would not matter in this setting because we only care about the decision of the first government and how this decision is affected by the chance of loosing the next election. Suppose also that a refinanced poor project yields benefit PG for the government, but only with probability e. This probability is also taken as measure of the government’s effort in ‘monitoring’ the project. With probability (1 – e) then the poor project yields zero benefit. F(e) is an increasing function with a positive second derivative measuring the cost of monitoring effort. More specifically, F′ > 0, F′′ > 0, F(0) = F′(0) = 0, and F′(1) = ∞. If the government expects to stay in power until the project’s completion, then it would choose an effort level e* that maximizes the function ePG – F(e). The optimal effort level e* should satisfy the first order condition PG = F′( e*). Now the benefit of refinancing the project, ignoring the investment (1 – b), is C = e*PG – F(e*). 

If the government expects to win the next election only with probability w < 1, however, then it would choose an effort level e** that maximizes the function ewPG – F(e). The optimal effort level e** then should satisfy the first order condition PG = F′(e**) / w. Because F(.) is an increasing convex function, it follows that e**  <  e*. The benefit of refinancing the project, ignoring the investment again, is D = e**PG – F(e**).  Again due to the shape of F(.), D is less than C, hence refinancing is less likely the larger is the probability that the incumbent government loses the next election and thus fail to absorb the benefit of the project. 

A discussion of the workers’ commitment problem 

The transaction cost theory of politics is more than a mere extension of the standard transaction cost economics paradigm to politics. The reason is that political bargains are notoriously difficult to enforce (Dixit 1996 and North 1990) because (i) the actors’ capability of grasping the essence of the environment is stronger in the realm of politics than in economic transactions because of the inherent ambiguity of the terms of the ‘deal’ and the fact that most people are not particularly interested in politics. Political platforms, for example, deal with problems concerning whole countries rather than just firms of provision of services. Moreover, it is difficult to discern the rare instances when politicians’ speeches and promises make any sense. Even in these cases, their promises are by necessity vague because of the enormous complexity of the issues at hand. (ii) There is no mechanism of third party enforcement, as one of the players is the government, i.e. the enforcer itself. 

In the current setting, for example, partial privatisation effectively commits the present and future governments to the deal’s terms only to the extent that it is politically unfeasible for the government to overhaul the whole privatisation. But let us assume that this is too costly and focus on the flipside of the problem, namely what ensures that workers would vote for the government that tendered to their preferences.   

Note first that the government might prefer to ‘compensate’ the workers not ‘self-enforced’ budget constraint of partial privatisation, but by paying them a lump-sum one-time redundancy compensation packages. Such a lump-sum payment might indeed be more efficient. There are a number of examples of persistent clearly inefficient policies, most notably the use of protective tariffs and quotas. Dixit and Londregan (1995) address that question of why such inefficiencies persist? Their answer is that voters benefiting from the inefficient arrangement cannot credibly pledge to cast their votes for the government, which promises to grant the lump-sum transfer in question. This inability to make a credible promise renders the whole deal ineffective. Yet there are mechanisms for overcoming this commitment problem. As Schelling clarifies ‘Trust is often achieved simply by the continuity of the relation between parties and the recognition by each that what he might gain by cheating in a given instance is outweighed by the value of the tradition of trust that makes possible a long sequence of future agreements. By the same token, “trust” may be achieved for a single discontinuous instance, if it can be divided into a succession of increments.’ (Schelling 1960, pp. 134-135, emphasis added)

Can a government that implements partial privatisation to secure the workers’ support achieve such an incremental implementation of its part of the deal? In principle under certain conditions, the answer is a provisional yes. Funding can be provided in small increments that are conditional on the political support of the constituency in question. The problem is that elections, as a rule, take place at a predetermined time schedule, say, every four years. Consider, however, a party that belongs to the ruling coalition, has a small well-defined constituency and has intimate knowledge of that constituency. Such a party can effectively monitor the ‘mood’ of its voters, i.e. whether they are likely to vote as expected in the next election, and respond accordingly, i.e. continue supporting the enterprise in question or not. Moreover, opinion polls provide reliable information about the popularity of political parties. (Apparently, I am seeking feedback here!)     

2. The first stage 

This section includes the key player of the analysis, the workers. To account for their influence, I analyse a Nash bargaining game between the workers and the government, which takes place ahead of actual privatisation deal and effectively shapes it. Workers are assumed to be able to veto an unacceptable privatisation deal. The government then has to tailor the privatisation contract so that workers accept it by adjusting the share sold. The two players, bargain in anticipation of the soft budget constraint effect of the share sold, which was characterised in the preceding section.


Workers are assumed to derive benefits from employment solely, i.e. they do not have any share of the enterprise. The government on the other hand seeks to increase the revenues from the sale and minimize the soft budget constraint effect. I look at the case of non-paternalistic government. The bargaining is over the share divested, b. The task at hand then is to find how different parameters of the problem affect the share divested. To proceed, I make a series of simplifying assumptions regarding the nature of the payoffs.  

The payoff function of the workers is increasing in the threshold probability a**, above which the government contributes to the project. 

The government’s payoff function is increasing in the price received i.e. in the share sold to the investor, but is negatively affected by the anticipated soft budget effect.

The investor’s payoff function is excluded here because of the assumption that whatever share gets sold, the investor would take full advantage of the soft budget effect thereafter. 

A Conclusion

This paper showed that under certain conditions partial privatisation might credibly ensure that workers would remain employed ex post. The argument relied on he idea that the partial owner of an enterprise in which the state remains passively involved, i.e. has relinquished decision making powers, is more likely to face a soft budget constraint and thereby pursue more projects than otherwise, which in turn raises employment. This commitment is credible because it exploits the government’s economic incentives. Thus even if a paternalistic government is replaced by a government that seeks efficiency solely, the latter is unable to harden the investor’s constraint and thus lower employment. 


It is perhaps interesting to note that analyses dealing with time inconsistent behaviour, which essentially leads to the soft budget constraint phenomenon presented in this paper, tend to see it as a problem. For example, Kydland and Prescott (1977) famously argued that policymakers might have incentives to ex-post change a policy plan that was optimal ex ante. In turn, as forward-looking actors recognise this they might change their behaviour in way that yields an outcome that is worse than the outcome that would have prevailed had policymakers’ ex-post incentives did not call for change. Thus following Barro and Gordon (1983) central banks would be advised to follow clear rules rather have discretion in shaping their monetary policies. As surprise inflation might yield benefits, e.g. boost employment, economic agents would recognise that that the central bank would try to ‘surprise’ and would adjust their behavior in anticipation of this, which leads to a worse outcome than the one associated with the central bank’s optimal ex-ante plan, i.e. zero inflation. (See however the critique of Dixit 1996)


In the setting of the present paper, the inability to commit, i.e. to harden the firm’s budget, rather solves a problem. The government is able to commit itself ex-ante by partially privatising, because it lacks commitment ex-post not to bail out the enterprise. 
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