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State-owned
enterprise
reform in
Latin America

Antonio Martin del Campo
Donald R. Winkler*

The purpose of this study is to analyse the major charac-
teristics and consequences of Stale-owned enterprise
(sok) reforms in Latin America so as to derive conciu-
sions useful for guiding future reform programmes.
Three countries at different stages of the reform process
were identified for in-depth study: Chile, Mexico and
Argentina. The underlying rationale for SOE reforms in
Latin America has been both economic and political. In
most countries the need to reduce the public sector deficit
was a primary motive for initiating reforms. In Chile,
Mexico and Argentina public sector deficits hit historic
highs in the year prior to the initiation of reforms. Chile
initiated the first major reform of soes in the region in
1974, A decade later, in 1983, Mexico began its reforms
and has now embarked on a very large-scale reform pro-
gramme. Argentina first initiated reforms in 1976, and in
1989 it announced comprehensive reforms that are now
being implemented.

Section I sets the scene for analysing SOE reform by
describing the historical evolution and importance of the
SOE sector in these three countries. Section II analyses the
content and impact of SOE reforms by focusing on flve
areas: 1) SOE sector strategy and pollcy, ii} supervisory
and managerial framework, iii) economic policy environ-
ment, iv) restructuring and rehabilitation of individual
soEs, and v) modifications in ownership scheme. Section
I analyses the impact of reforms on the financial and
economic performance of SOBs and on the budget of the
non-financial public sector and the macroeconemy.

*Staff members of the Public Sector Management Division
of the World Bank.

Introduction

The size of the SOE! sector in Latin America
approximates that found in industrialized countries
and developing countries in general, As of 1988, SOE
value added and investment as a share of GDP was
14.3% in Chile, 12.8% in Mexico and 10.0% in
Argentina. Chile and Mexico traditionally have had
larger than average SOE sectors, although, in each
case, one enterprise accounts for more than half of
the total value-added for the sector.

As a result of the SOE reform process, Chile has
achieved a dramatic reversal in the size and scope of
the SOE sector. This sector’s share of GDP decreased
from almost 40% in 1973 to 14% in 1989. Since the
adoption of reforms in 1974, the government has re-
duced the number of SOEs from 202 in 1973 to only
35 in 1989. Despite the considerable paring down of
the size of the SOE sector in Chile, the sector is still
of vital importance to the economy. CODELCO-CHILE,
the large State copper entetprise, alone produced
over 9% of GDP in 1988,

In Mexico, the SOE sector continuously ex-
panded from the 1920s until the adoption of reforms
in 1983, which reduced the number of SOEs from
1,155 to only 280 in 1990. Like Chile, SOE output
is concentrated in relatively few enterprises. The
“directly controlled” SOEs represented an average of
about 75% of SOE output in 1983-1987.% Further-
more, three economic sectors (petrolenm, commerce
and transportation) accounted for 82% of SOE output
during 1983-1987, with PEMEX, the State petroleum
entetprise, alone accounting for 66%.

In Argentina the SOE sector’s share of GDP has
been relatively lower than in either Mexico or Chile,
but it grew from an average of about 7% during the
1970s to 8.5% during the 1980s, despite the govern-
ment’s explicit privatization policy. State-owned en-
terprises in Argentina have been concentrated in

! For the purpose of this smdy, an SOE is defined as an en-
terprise that is majority owned by the goversment or a govem-
ment agency and whose primary function is the production and
sale of goods and/or services from which it earns the bulk of its
revenue. Financial, educational, and health sector public enter-
prises are excluded from this analysis.

2 The “directly controlled” soEs include about 20 of the
largest enterprises operating in the most important economic
sectors, whose revenues and expenditures appear directly in the
budget of the federal government. “Indirecily controlled” soEs
are controlied via the sectoral ministries and only appear in the
federal budget under transfers.
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three major sectors: hydrocarbons and energy, trans-
port and communications, and industry (primarily
steel and petrochemicals). The 13 largest SOEs con-
tribute over 75% of SOE value-added; and one of
these, the State petroleum enterprise Yacimientos

Petroliferos Fiscales (YPF) produces about 25% of
the sector’s value-added.> Employment is concen-
trated in the railway company Ferrocarriles Argenti-
nos (FA), which accounts for approximately one-third
of all SOE employees.

The process of SOE reform in Latin America

The focus of this section is the identification and
analytical characterization of the measures that have
been adopied as part of the SOE reform process. Five
key areas of reform are identified and analysed,
drawing on the experiences in Chile, Mexico and
Argentina.

First, this process initially requires changes in
the SOE sector strategy and policy. This implies a
redefinition of the coverage and role of the SOE sec-
tor and modifications in the objectives of individual
State enterprises. In Latin America legal reforms
have generally been necessary for the implementa-
tion of a comprehensive SOE reform programme, es-
pecially when reforms imply major redefinition of
the scope of the SOE sector. Political consensus is
therefore essential for approval and implementation
of reforms, and lack of consensus can be a major
impediment to the programme’s success.

Second, SOE reform should include changes in
the institutional and managerial framework. Re-
forms should be designed to increase the degree of
managerial and financial autonomy and improve the
system of accountability, so that the responsibilities
and control of supervisory agencies and SOE manage-
ment arc clearly defined. Latin American govern-
ments, in general, have retained tight control over
SOE management and have been slow in implement-
ing improvements in performance evaluation and
monitoring systems, which are necessary for expan-
ding the autonomy of these enterprises, This has re-
sulted partly from the need to keep SOEs under tight
budgetary control, but it has also been due to the
government’s desire to maintain the existing power
structure so that it can continue to use SOEs to meet
its own political objectives. Furthermore, the devel-
opment of a performance-based incentive system re-
quires complex legal and institutional changes,
whereas increasing the effectiveness of controls is far

less demanding in terms of managerial and institu-
tional capacity.

Third, changes in the economic policy environ-
ment are necessary not only for providing a stable
macroeconomy, but also for improving competition,
particularly in markets with SOE participation. In
Latin America macroeconomic instability, especially
inflation, has created severe obstacles to the SOE re-
form process. In contrast, persistent macroeconomic
crises have been a source of generalized cultural and
political change that has favoured reform. While
measures to expand competition, such as trade
liberalization, are not a necessary condition for SOE
reform, the extent of the improvements in enterprise
financial performance and efficiency has critically
depended on the impact of such reforms.

Fourth, SOE reform involves restructuring and
rehabilitation of individual SOEs to improve oper-
ational efficiency and financial performance. Such
reforms have both facilitated privatization and
yielded significant improvements in performance of
enterprises that remained in the public sector. Latin
America experience, however, emphasizes the need
for greater linkage between the benefits from restruc-
turing (reduced debt and improved financial posi-
tion) and SOE performance targets in order to
establish the appropriate incentives,

Finally, the reform may include modifications in
ownership scheme. A smaller SOE sector implies con-
centration on activities in which direct public sector
intervention is required, together with increased effi-
ciency of those firms which remain in the SOE sector.
Privatized enterprises are also expected both to
become more efficient and increase tax payments.
During the initial stages of reform in Latin America,

*Two of Argentina’s largest SOEs, the National Telecom-
munications Company (ENTEL) and Aerolfneas Argentinas, weie
privatized in 1990,
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it was primarily small enterprises with litfle econ-
omic justification for public ownership which were
privatized. Later, privatization programmes were ex-
panded to include larger enterprises, many of which
had been previously defined as strategic.

1. SOE sector strategy and policy

SOE sector strategy is dependent on the country’s
broad view of the appropriate role of the State in the
economy. Until the 1970s Latin American govern-
ments took an increasingly active role in the produc-
tive sectors. Accordingly, State enterprises were seen
as a natural mechanism for promoting economic
growth and stability and achieving social objectives.
In pursuit of these broader economic and social
goals, however, SOES have often been required to fol-
low multiple and competing objectives: increase
profits, generate employment, promote regional de-
velopment, distribute subsidies, maximize-purchases
in domestic markets, among others. These competing
objectives typically reduced SOE profits, thus requir-
ing governments to finance the resulting deficits, and
fostered economic inefficiency by making it difficult
to evaluate the performance of SOBs and hold their
management accountable. In such a setting, changes
in SOE sector strategy and policy as part of the re-
form process require first, a redefinition of the size
and coverage of the SOE sector, and second, modifi-
cations in the objectives of individual SOEs and of
the overall sector.

The reform programme should establish a set of
transparent, economically efficient objectives for in-
dividual soes, which explicitly define commercial
and noncommercial goals. If an SOE is considered to
be part of a social programme, this objective should
be clearly defined, the costs carefully estimated, and
financing provided directly via the budget. To the
extent that some social objectives are not best
pursued through SOEs, alternative instruments should
be designed and implemented.

In Mexico, constitutional changes adopted in
1983 established a legal basis for the SOE reform
programme by redefining the areas of government
participation in economic activities. The modified
articles of the Constitution clearly define and limit
the “strategic” areas? in which the government

*The strategic sectors include minting of coins, mail ser-
vice, telegraphs, radio and satellite communications, money
emission, oil extraction, basic petrochemicals, radicactive ma-

terials, nuclear emergy generation, electricity generation, and
railways.

can operate exclusively, as well as the “priority”
areas in which the government, together with the
social (e.g., unions, cooperatives) or private sectors,
is expected to participate. The articles leave open the
option for the government to modify the definition of
“priority” sectors in the future, but define specific
criteria necessary for State participation and make it
clear that the government is to play a subsidiary role
in the future promotion of economic development.
Subsequently, in 1986, the Federal Law on Public
Enterprises (FLPE) was adopted, establishing a new
legal framework governing the relationship between
S0Es and regulatory agencies. The regulations and
by-laws for the FLPE define the precise methods and
procedures for operating, managing, controlling and
privatizing the SOEs. Overall, this new framework
allows for greater SOE management autonomy and
clarifies the principles to be followed in setting en-
terprise performance objectives and proceeding with
divestitures.

The flexibility afforded the Mexican govern-
ment to reclassify “priority” sectors and the lack of
an explicit timetable of actions has worked to the
advantage of the reform process. As the necessary
legal framework had been established by the constitu-
tional reform and the new law, the government was
able to start the process of divestiture by a simple ad-
ministrative decision -by reclassifying an enterprise
from priority to nonptiority. The government there-
fore avoided the political and legal infighting which
can impede the reform process. The government
also enjoyed an important degree of freedom in
determining the number and types of SOES to be pri-
vatized and the mechanisms for divestiture.

In the case of Chile, military rule dismantled the
existing legal order and completely changed the gov-
ernment’s definition of the appropriate role of the
State. Soon after taking power in September 1973
the military government adopted an SOE reform pro-
gramme which reflected its support for the restora-
tion of the role of the private sector and reduction in
government intervention in economic activities.
The new government’s SOE sector policy was that
the State should own only the “strategic” enterprises
—those of “vital importance” to the country. All other
State-owned enterprises were to be returned to
their previous owners, in the case of confiscated
businesses,” or privatized.

SDuring the Allende administration, the government took
control of 259 enterprises, without formal transfer of ownership.
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In Chile, as in Mexico, some degree of latitude
in classifying SOEs and setting a timetable for action
has facilitated the reform process. The notion of
“strategic” or “vitally important” SOEs gradually
changed over the 16 years of military rule, thus
allowing the country’s SOE sector strategy to evolve
with the country’s changing economic position.
In 1978 a list of 19 “filiales fundamentales”
(key subsidiaries) of the government development
corporation (CORFO) was approved, which along
with the enterprises created by law were to remain
under State control. In the mid-1980s the govern-
ment changed its position and decided to sel many
of the core enterprises that had earlier been defined
as “strategic”. These included some of Chile’s large,
traditional SOEs including national monopolies such
as the electricity (ENDESA and others) and telephone
(CTC, ENTEL) companies.

In Argentina the government adopted two new
laws in 1989: the Law on Reform of the State and
the Economic Emergency Law. This legislation
empowered the government to reorganize, pri-
vatize or liquidate SOEs; eliminated most SOR sub-
sidies; and suspended the “Buy Argentina” law
(“Compre Argentino™) that had imposed costly re-
strictions on SOE procurement. Unlike the cases of
Chile and Mexico, the new legislation in Argentina
did not explicitly define strategic sectors for gov-
ernment intervention: indeed, those sectors which
in Chile and Mexico were defined as strategic
became the primary candidates for privatization or
concession in Argentina. The need to demonstrate
the government’s commitment to change through
rapid implementation of SOE reform and privat-
ization overcame the need to retain some strategic
sectors under government authority,

In each of the three country experiences re-
viewed above, the SOE reform process has implied
a narrowing of the scope and coverage of the SOE
sector. In Mexico, the sectors defined as strategic
by the Constitution were narrowed and the priority
areas limited. Although the military government in
Chile did not formally or legally redefine the
scope of the SOE sector, some enterprises were im-
plicitly defined as vital to the country and ex-
cluded from the privatization programme. Quite
differently, however, the Argentine government
left open the possibility of privatization in practi-
cally all of the sectors in which SOEs predominate.

The rationale that prevailed in Chile and Mexico,
where enterprises like CODELCO (copper) and
PEMEX (petroleum) continued to be viewed as vital
or strategic SOEs, does not appear to have acted
as a constraint in defining Argentina’s recent re-
structuring and privatization programme.

In conclusion, the $SOE reform experience in
Latin America has shown that the following fac-
tors are important in determining which enter-
prises should remain within the public sector:
i) the question of whether the enterprise controls
or exploits a non-renewable natural resource
whose tent is an important revenue source for the
government: ii) the scale, indivisibility and risk as-
sociated with the investment programme of the
economic sector in which the SOE operates (e.g.,
electric power, or water and sewerage) and the par-
ticular social objectives of the enterprise; iii) the
specific historical or political circumstances of the
enterprise; and iv) whether or not the management
and coordination of productive activities in the
economic sector require the direct participation of
the State.

In all three countries sOE reform has aimed
at creating an institutional and economic environ-
ment in which the central objectives guiding SOE
operations are profitability and efficiency. The ex-
tent to which each country has achieved these
goals depends on the importance given to objec-
tives —social, political, or macroeconomic— which
may be mutually contradictory.

The Chilean government maintained that SOEs
should operate efficiently and be a minimum
burden on fiscal resources. These objectives were
to be achicved by requiring SOEs to: i) cover cur-
rent expenditures and debt service with sales
revenues, ii) finance investments without relying
on government transfers, iii) eliminate redundant
labour, and iv) sell all goods and services at mar-
ket value. While Chile was successful in eliminat-
ing the use of SOEs to achieve social objectives,
the government’s emphasis on reducing the fiscal
burden of SOEs and its goal of limiting SOE ex-
pansion may have prevented some SOEs from fully
achieving potential gains in efficiency. The gov-
ernment increasingly required that SOEs transfer
profits to the State, All SOEs created by law, in-
cluding CODELCO, in addition to royalties, must
pay a 40% tax (compared with the 10% paid by
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private companies) on retained profits, and the rest
of their profits (excluding depreciation and debt
amortization) must be transferred to the Central
Government as dividends. The government also
imposed strict limitations on SOE investment in
order to avoid crowding out the private sector.
These restrictions hindered some SOEs from taking
advantage of business opportunities ¢ven in areas
where no private initiative existed. For example,
in the sugar industry SOEs were hindered from in-
vesting in order to make full use of by-products.
In the telecommunications industry, investments to
improve quality and expand services were also
constrained.

In the case of Mexico, the government took a
pragmatic approach toward defining SOE objectives:
specific enterprise objectives were determined and
performance targets set based on the situation of the
particular sector and enterprise. Some SOEs are still
used as instruments for achieving noncommercial
objectives. For example, the National Staple Food
Company (CONASUPO) responsible for staple food
and grain marketing must meet the social policy ob-
jective of providing basic foodstuffs at “accessible
prices” and distributing them directly to inaccessible
areas. The Federal Electricity Commission (CFE),
which is responsible for generating and distributing
electricity, is required to provide power at below-
market prices as a form of implicit subsidy to private
and public enterprises. These subsidies are then
financed through direct government transfers.
Most enterprises, however, including the largest
one —the State oil company PEMEX- have moved
toward following efficiency objectives.

While the Argentine government has tried to es-
tablish efficiency objectives for SOE operations in the
past, including during the 1976-1982 reforms, it has
frequently needed to retreat from these objectives in
order to meet short-term fiscal and macroeconomic
targets in the face of temporary economic instability.
For example, the government has often levied addi-
tional surcharges and excise taxes on consumer
goods (gasoline, electricity, telephone services) pro-
duced by SOES as short-term measures to enhance
Treasury revenues or to finance expenditures unre-
lated to SOEs. Likewise, real SOE output price in-
creases have been temporarily restricted to achieve
anti-inflationary objectives. In addition, during 1978~
1982 soEs were strongly encouraged to increase their
external borrowing, both to reduce the need for trans-
fers from the Central Government to finance their

deficits and as a means of obtaining foreign ex-
change necessary for defending the domestic cur-
rency. Furthermore, the Argentine government had
long required SOEs to increase employment in order
to meet social policy objectives. The elimination of
redundant labour was a key objective of the 1976
SOE reform programme.

2. Institutional and managerial framework

Reform of the institutional and managerial frame-
work of public enterprises should be made with the
ultimate objectives of increasing the autonomy of
managers to allow them to respond to market press-
ures and changing the system of accountability so
that managers are responsible for SOE performance.
The areas of reform needed to achieve these objec-
tives will generally include: i) improving the organ-
izational and institutional capacity of supervisory
agencies; ii) establishing adequate rules-for the
appointment and responsibilities of boards of
directors and SOE managers, iii) instituting effi-
cient procedures in areas subject to government
control (i.e., budgeting, investment, pricing), and
iv) improving mechanisms for monitoring and
evaluating petformance. 6

The sor supervisory framework in Chile was
not significantly altered as a result of the reform
process. The government, however, tightened con-
trol over management and financing, which it
thought necessary in order to achicve a rapid re-
duction in the SOE fiscal burden. In terms of direct
supervisory control, Chile has three groups of
SOEs: i) enterprises belonging to CORFO, ii) the
two large mining enterprises (CODELCO and
ENAMI) which report to the Ministry of Mining,
and iii) other public enterprises reporting to vari-
ous sectoral ministries. The sectoral ministries are
responsible for the policy formulation and plan-
ning of their respective branches and influence the
strategy of the SOEs on technical issues, whercas
CORFO exercises greater control over the enter-
prises’ financial and investment policies. The
boards of directors include a mixture of technical
professionals and political appointees. The general
managers are appointed by the supervisory agen-
cies or, in the case of the largest enterprises, the
President of the Republic.

‘A comprehensive examination of the institutional and
managerial framework of SOBs is given in Shirley, 198%.
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Although management develops the business
strategy and plans for the enterprises, annual budgets
and personnel, investment, and financial plans must
be presented for approval to the Ministry of Finance.
The Ministry then relies on the advice of the supervi-
sory agency and the Ministry of Planning and
Cooperation (MIDEPLAN) for budget evaluation, es-
pecially in the area of investment. MIDEPLAN over-
sees the financial and economic justification of all
investment proposals and checks whether they con-
form with the socio-economic programme of the
government. The Chilean government’s predominant
objective of reducing the fiscal burden generated by
SOEs overwhelmed all other reform objectives and
led to the formation of this tight system of supervi-
sory control over SOE budgeting, investment and fin-
ance. While these strict controls may have been
needed in the first turbulent years of the reform
period, they later became an obstacle to flexible
and efficient management.

In Mexico the Federal Law on Public Enter-
prises established a legal basis for reform of the
supervisory and managerial framework of SOEs. In
comparison with Chile, Mexico’s system of SOE gov-
ernance consists of a more direct link between super-
visory agencies and management. Since 1976 public
enterprises have been under the control of the Secto-
ral Secretariats, of which the Secretariats of Energy,
Mines and Public Industry (SEMIP), Telecommunica-
tions and Transport (SCT), and Agriculture and Water
Resources (SARH) control the largest number of SOEs.
In accordance with the new law the relevant sectoral
secretary antomatically serves as the chaitman of the
board of the SOE or has the power to appoint another
person in his place. The board can vary in size from
5 to 15 members and must contain representatives
from the Secretariats of Finance and Public Credit
(srcp) and Programming and Budgeting (sPp), plus a
“commissar” from the Office of the Comptroiler-
General (SCGF), who has no vote. All other board
members are appointed by the sectoral secretary.

‘The specific provisions of the new law empower
the board of directors to: i) establish general policy
in accordance with sectoral programmes, ii) approve
initial budgets, iii) set and adjust prices (except
those determined by the Secretariat of Finance and
Public Credit), iv) approve investments and loans,
v) approve salaries of the two management levels
below the board of directors, and vi) approve pro-
curement rules, among others. The responsibilities of
the general managers are also quite broad. They are

empowered to formulate corporate plans and annual
budgets, propose to the board appointments of direct
subordinates, set quality and performance evaluation
controis, and establish agreements with labour,

Although in comparison with the former law
considerable power has been given at the level of the
firm, overall autonomy of SOE management is still
quite limited. The Secretariat of Programming and
Budgeting must review and approve the operating
and investment budgets of SOEs which rely on fiscal
resources. Further authority is exercised by the Sec-
retariat of Finance and Public Credit, which approves
foreign loans, sets bank credit ceilings, and, in con-
sultation with the sectoral secretariats, sets prices.
The Office of the Comptroller-General defines ac-
counting and auditing procedures, monitors procure-
ment, and appeinis “commissars” to evaluate SOE
financial performance. The Intersecretariat Commit-
tee on Expenditure and Financing (ICEF) was created
in 1985 to resolve issues of public expenditure and
financing and coordinate actions of the Secretariats
of Programming and Budgeting, Finance and Public
Credit, and Office of the Comptroller-General on
SOE issues relevant to the budget and macroecon-
omic stabilization programmes. The Federal Law on
Pubiic Enterprises states that the board of directors is
not allowed to hire or fire workers below second-
level officials, and managers cannot set salaries.
These restrictions deny SOEs the autonomy to com-
pete with firms in the market to hirc more qualified
workers.

The supervisory framework for SOEs in Argenti-
na has been constantly evolving, leaving no clearly
defined institutional and procedural responsibilities
among the various government agencies and the
management of the enterprises. Prior to the Menem
Government, the most important SOEs were under the
control of the Ministry of Public Works and Services
(MOsP), which controlled about 90% of revenues,
and the Ministry of Defence. In 1988 the Mosp
created a “holding company” under the Directorate
of Public Enterprises (DEP) to manage the SOEs under
its control. Doubting its effectiveness, however, the
govemment soon dissolved the DEP. In addition to
the direct control of the supetvisory agencies, annual
SOE budgets had to be approved by the Ministry
of the Economy and the Legal and Technical
Secretariat of the Presidency. The multiplicity of
government agencies created duplication of effort,
lack of effective conirol, and unclear designation of
responsibilitics.
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As a first step in its reform programme, the
Menem Government centralized the financial and
economic management of the SOEs by placing them
under the direct controi of the Sub-Secretariat of
Public Enterprises within the Ministry of the Econ-
omy. This Sub-Secretariat assumed responsibilities
for overseeing budget allocation and monitoring per-
formance and was involved in the planning of the
privatizations. Recently, as part of the administrative
reform of the public sector, the MOSP was merged
into the Ministry of the Economy and s¢veral secto-
ral Sub-Secretariats are carrying out the functions
previously performed by the Sub-Secretariat of
Public Entetprises.

To assist the ministries in achieving their objec-
tives, the government temporarily suspended the role
of the boards of directors and replaced them with a
single “Interventor”, responsible for managing the
transition of key strategic enterprises prior to their
restructuring or privatization. This temporary in-
crease in direct government control in the initial
stage of reform is similar to the case of Chile, where
one of the first measures of the military government
was to appoint special representatives to temporarily
assume the function of CEO of the public firms.

Increased management autonomy must be bal-
anced with an effective system of performance ac-
countability to ensure that greater power is not
misused. Ideally, supervisory agencies should estab-
lish clear objectives and performance targets for SOE
management, an efficient system for collecting and
reporting the financial statistics of the enterprises,
and a consistent method for evaluating perfor-
mance.’

The SOE reform programme in Chile has lacked
an effective incentive system for SOE management
and mechanisms for evaluating performance. The in-
stitutional capacity of the supervisory agencies, the
quality of the management, and the SOE governance
mechanisms created conditions for enabling perfor-
mance evaluation to become a key aspect of the SOE
reform process. The fact that this did not happen can
be explained by the emphasis given to privatization,
the tight financial controls imposed by restrictive ad-
justment policies, and the political motivation of the
government to keep strict control over SOE actions.

“For an analysis of successful performance evaluation
systems developed in Pakistan and Korea, see Shirley, 19892
and 1989b, respectively.

Improvement of the procedures for monitoring
and evaluating SOE performance is a key objective of
the reform programme in Mexico. Under the pro-
posed programme, a Performance Agreement Unit,
attached to the Inter-Secretariat Committee or Ex-
penditure and Financing, has been established to
monitor SOE performance. The Unit’s primary task is
to coordinate negotiations with the SOEs on ex ante
annual performance targets, monitor the attainment
of goals, and establish a system for providing
rewards and penalties linked to performance, It also
advises the Intersecretariat Committee on recom-
mendations to the sector secretariats on board
appointments and dismissals based on perfor-
mance evaluations.

Argentina does not yet have an effective system
for monitoring and evaluating SOE performance. The
primary government performance target has been
that SOE budgets must be kept in line with the
Federal Budget, with economic and financial perfor-
mance objectives receiving secondary consideration.
The SOE reform in Argentina during the 1970s made
an effort to increase the ex-post monitoring effort of
SOE finances by establishing the Sindicatura General
de Empresas Pablicas (SIGEP), which continues to be
responsible for financial control and audit of SOEs.

3. Economic policy environment

Reform of the economic policy environment affect-
ing SOEs must generally occur at three levels: macro-
economic and structural adjustment policies; SOE
sectoral policies; and policies regarding specific SOEs
or economic activities.

a) Macroeconomic and structural adjustment
policies

Chile, Mexico and Argentina have all experi-
enced highly unstable macroeconomic environ-
ments —characterized by high and variable
inflation, recession, and large external transfers.-
over the course of the reform process. Consequent-
ly, each government also implemented an austere
programme of fiscal adjustment, demanding in-
creased financial discipline from Lhe SOEs.

In Mexico and Chile fiscal adjustment policies
led to a sharp fall in SOE investment expenditure. In
Mexico, during the reform period, SOE investment as
a share of GDP was half the level if had been during
1979-1982. In Chile the new military government
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climinated all transfers from the central government
{0 SOEs and imposed tight controls on SOE domestic
borrowing. In Argentina, however, despite attempts
at fiscal adjustment, until 1988 the government con-
tinued to support public enterprise investment by
providing SOEs with preferential access to credit
from domestic public banks and international lending
agencies. As a result, during the period 1971-1988
SOE investment declined relatively moderately com-
pared with the rest of the economy. The resulting
dramatic rise in SOE external debt, however, oon-
tributed to the financial deterioration of the SOEs and
of the public sector as a whole.

With regard to exchange rate policy, for most of
the SOE reform period the Chilean government
followed a “realistic” exchange rate policy —onz
that reflected market conditions— except for the
1979-1982 period, when priority was given to anti-
inflationary objectives. This policy benefited sors
producing tradeables, such as the steel, petroleum,
and mining enterprises. In Mexico exchange rate re-
alignments during the reform period meant an in-
crease in SOE interest costs and higher costs of
imported inputs, thus hurting the financial position of
some SOES. SOEs oriented towards the export market,
however, gained.

All three countries adopted a policy of trade lib-
eralization during the SOE reform period. In Chile the
opening of the economy created initial challenges for
SOEs producing tradeables. Public enterprises such
as the Compafifa de Acero del Pacffico (CAP), the
State stecl-producing enterprise, were particularly
hurt by the increased competition. After a period of
adjustment, however, most enterprises, especially the
export-oriented ones such as CODELCO and ENAMI,
benefited from the improved access to international
markets,

Mexico underwent dramatic trade reform during
the period 1985-1988 which transformed the econ-
omy from one of the most tightly closed in the region
to one of the most open economies. The tariff range
was reduced from 0-100% to 0-20%; official prices
were practically eliminated by December 1987;
and import license requirements were drastically
reduced, falling from 83% of total imports in
mid-1985 to 20% in 1988. Liberalization of activities
dominated by SOEs has been carried out more recent-
ly, however, and in some areas restrictions are still in
place. Furthermore, a number of SOE monopolies
still effectively avoid foreign competition through
their pricing policies (domestic prices below import
parity).

Since mid-1987 the Argentine government has
conducted an extensive trade reform programme,
despite a succession of periods of runaway inflation
and disinflation programmes. Prior to this reform the
trade regime was highly restrictive, including a wide
band of import tariffs (0-115%) and export duties
(0-70%), as well as strong product-by-product dis-
crimination through quantitative restrictions (cover-
ing about 50% of domestic production). The reform
was sequenced so as to allow an early export supply
response followed by reductions in import restric-
tions, in order to counter possible adverse bal-
ance of payments implications. After October 1988
the quantitative restrictions were reduced, and
the ad valorem tariff band was narrowed with an
average rate of 18%, while the production coverage
of industrial export taxes was reduced to 30%.

b) SOE sectoral policy

Prior to the implementation of reforms, public
enterprises in each of the three countries benefited
from several kinds of preferential treatment, includ-
ing tax exemptions and rebates, access to credit, cus-
toms duty exemptions, procurement subsidies, and
monopoly and quasi-monopoly tights. These policies
hampered the growth of private firms and protected
SOEs from competitive pressures.

In 1987 the Mexican government adopted a new
income tax law (Ley del Impuesto Sobre 1a Renta)
that eliminated SOE tax exemptions, except for enter-
prises engaged in social activities, A new procure-
ment and assets administration law (Ley de
Adquisiciones y Prestacién de Servicios Relaciona-
dos con Bienes Inmuebles), approved in 1988, elimi-
nated legal preference for local producers, permitting
SOEs and the public sector to procure and import
goods under competitive procedures, subject only to
the payment of customs duties. The coverage of price
controls has also been substantially reduced, al-
though a significant number of price controls on
goods and services produced by large SOEs remain.

Beginning in 1974, Chile’s broad system of pref-
erential treatment for SOEs was gradually eliminated.
A major step in this process was the tax reform of
1974 which introduced the value-added tax and other
new taxes collected from both private and public
firms. By the end of the decade the tax and customs
regimes were equalized for public and private firms.
Soon after 1974 most of the monopoly tights of
State-owned companies were abolished, although
some of them (e.g., in power generation and distribu-
tion) were removed only in the early 1980s,
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Argentina has also taken steps to improve the
competitive environment for the SOE sector. In Sep-
tember 1989 the “Buy Argentina” law that had re-
quired enterprises to favour the purchase of
domestically produced inputs through a high pref-
erence margin and a complex approval system was
replaced by a straight preference margin for domestic
suppliers of 5% above the nationalized value of
imported goods.

<) Policies with regard to specific SOEs or economic
activities: pricing and deregulation

From the beginning of its rule the military gov-
ernment in Chile supported a market-based pricing
system that was crucial for reversing the massive
deficits of the State-owned enterprises. Prices for tra-
deables and non-monopolistically produced goods
were to be determined by the market. As the opening
of the economy progressed the government relied
more and more on broader competition. For
example, in air traffic the government introduced an
open sky policy in 1978 permitting free entry, free
competition, and free tariff setting for both public
and private airlines.

In the 1980s separate decree-laws were adopted
defining the basic principles of tariff setting in each
of the areas of monopolistic services: electricity,
water and telephones. The pricing systems defined
by the decree-laws not only make the utility com-
panies profitable, provided they operate with reason-
able efficiency, but they also provide the appropriate
signals for consumers, create the potential for trans-
parent subsidization if the government finds it
necessary, and offer possibilities for private partici-
pation,

Mexico has adopted a less comprehensive
public sector price control reform than Chile, due
to a desire to meet macroeconomic and other ob-
jectives through pricing policy. Pricing policy dur-
ing the SOE reform process can be divided into
two phases: the first, from 1983 to early 1988,
consisted of raising public sector prices faster than
the inflation rate, while the second phase consisted
of near zero growth in public prices as part of 2
partial price freeze, in line with an anti-
inflationary policy implemented in 1988-1989.

Mexico, however, has implemented some price
reforms and is expected to accelerate the process in
the future. For example, the State-owned electric
power company, CFE, has changed its tariff structure

to include price differentials for peak and off-peak
service and geographical differences in demand, and
the State telephone company, TBLMEX, is also under-
taking a series of rcforms in its pricing policy. In
Argentina, SOE price reforms aim at the deregulation
of petroleum and gas, rail freight, and telecommuni-
cations prices. Crude oil and liquid petroleum pro-
duct prices were raised to international levels in
1991, In the telecommunications sector tariffs are to
be tied to inflation. The new rail freight and inter-
utban passenger transport operators are to set prices
independently, in competition with the trucking and
bus industries, according to their franchise contracts.

In Mexico several deregulation measures affect-
ing specific SOEs have had important effects on in-
creasing domestic competition. For example, in the
hydrocarbon industry, the reclassification of a num-
ber of products from basic petrochemicals (constitu-
tionally reserved for PEMEX) to secondary
petrochemicals has opened the industry for private
Mexican and foreign competition. Adjustments in
domestic oil product prices to more closely approxi-
mate international prices have also reduced distor-
tions and implicit income loss. Finally, a number of
PEMEX subsidiaries, primarily in distribution, have
been sold.

In Argentina, comprehensive deregulation of the
hydrocatbon sector aims to create equal competition
for private and public companies in all aspects of
production, sales, and distribution of energy re-
sources. The specific reforms include i) liberalization
of nearly all hydrocarbon prices; ii) deregulation
of crude oil purchases and sales, including imports
and exports; iii) enhanced opportunities for private
sector operations in exploitation and production
areas held by the State-owned oil company (YPF);
iv) reduction in royalties and the replacement of
excise taxes with a single ad valorem tax; and
v) restructuring/privatization of YPF and the State
natural gas company GDE.

4, Restructuring and rehabilitation
of individual SOEs

Inadequate investment, technological obsolescence,
and management deficiencies are some of the prob-
lems encountered at the level of the enterprise. In
Chile, restructuring of individual SOEs has largely
occurred as a step prior to privatization. For
example, in the early 1980s the government decided
to break up ENDESA and CHILECTRA, the country’s
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largest electric power companies, in order to increase
competition among power generating plants and
make possible the future privatization of the sector.
As part of this process, in 1981 CHILECTRA was re¢-
structured into three enterprises that were later pri-
vatized, while 10 subsidiaries were separated from
ENDESA. Following a financial crisis between 1985
and mid-1987, ENDESA underwen: a financial re-
structuring in which it was capitalized by CORFO,
leading to improved financial performance and
paving the way for successful privatization,

In Mexico, the government has implemented re-
organizations of individual SOEs largely through a
generalized system of financial restructuring. Since
1985 the government has carried out such restructur-
ing of 12 soEs through financial restructuring agree-
ments (CRFs), signed between the government and
individual soEs. In accordance wilh these agree-
ments the government absorbed a substantial propor-
tion of the enterprise’s long-term debt and the SOE
agreed to a major reorganization, including the
streamlining of management and activities, as well as
a series of quantified targets on financial and econ-
omic performance. Although in principle the objec-
tive of linking government incentives to the
performance of the enterprises is sound, the results
have been mixed, The problem has been that the
government absorption of debt has occurred all at
once, at the outset of the exercise, while the targeted
results are placed at the end of the period. As a result,
there is no incentive for the SOFs to make a special
effort to accomplish the goals, since debt is
absorbed or the resources transferred regardless of
performance,

The State electric power company (CFE), for
example, signed a CRF agreement with the govern-
ment in 1985. The government agreed to absorb 81%
(US$8.6 billion) of CFE’s foreign and domestic debt,
while CFE agreed to a series of structural and organ-
izational changes, including specific quantified pro-
ductivity and financial targets as well as expenditure
and inventory rationalization measures. The success
of the agreement has been mixed. The productivity
targets were not in general met, although the gap
between the performance targel and outcome had
narrowed by 1988. Operating expenditures per kilo-
waltl hour have remained relatively constant, and the
price/cost ratio fell far short of the targets due to the
lack of tariff adjustments. Since 1990, cFE has under-
taken additional reform measures, including tariff
reforms and action to allow private firms to partici-
pate in the construction of new power plants.

In Argentina, the government adopted a pro-
gramme to reorganize the State oil company YPF, the
largest SOE, into a commercially viable enterprise in
which the government acts as a shareholder (e.g.
election of directors and monitoring of results). The
board of directors is responsible for strategic plan-
ning of the business group, allocation of financial
resources to individual business units, and monitor-
ing of the group’s economic and financial perfot-
mance. YPF’s previous regulatory role in monitoring
the activities of private companies is discontinued,

The Argentine government’s programme for re-
structuring the railway enterprise (FA) aims at divi-
ding the enterprise into potentially profitable
business sectors to be awarded as long-term conces-
sions to the private sector. The climination of nones-
sential interurban services and the rencgotiation of
labour contracts and staff reductions are primary
goals of the reform. When reforms are completed FA
would cease to have any major direct operating
responsibility.

5. Modifications in the ownership scheme

Modifications in the ownership scheme, mainly
through privatization, represent the most effective
way to rationalize the size of the SOE sector and con-
centrate its activities in areas in which direct State
intervention is required. A well-designed and jm-
plemented privatization programme is expected to
increase the efficiency of the privatized companies,
by increasing the autonomy and flexibility of enter-
prise management; to enhance public sector revenue,
both through sales proceeds and reduced transfers to
the SOEs; and to improve the capacity of supervisory
agencies by reducing the size of the SOE sector.
Privatization may be achieved through direct
sale of enterprisc assets, sale of shares through
public offer or to a single private party or group,
management/employee buy-out, break-up of an en-
terprise to be sold as individual units, or a combina-
tion of these methods.® The choice of privatization
method is generally a function of the government’s
reform objectives, the financial condition of the en-
terprise and of the sector of activity, and the specific
characteristics of the country. For example, lack
of sufficiently developed financial markets or
poor financial performance of the soE may limit
¥ See Vuylsteke (1988) for a description of methods and

procedures for privatization, and Nankani (1988) for a case
study on privatization in Chile,
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opportunitics for sale through public offer of shares,
Direct sales of assets which lead to large reductions
in employment, however, may be politically unpopu-
lar. Management/employee buy-out may be preferred
when reducing concentration of wealth is a govern-
ment reform objective.

a) The evolution of privatization policy

The sequencing of privatizations has been simi-
lar in the three countries. Each country broadened
the scope of privatization goals as reforms pro-
gressed, beginning with the sale of small enterprises
in non-strategic sectors, followed by larger, more
important SOEs.

Since the initiation of SOE reforms in Chile in
1974, the government has consistently followed the
objective of reducing the size and scope of the SOE
sector through privatization. The initial focus of
privatization was on returning to the private sector
SOEs nationalized by the Allende government.
Between 1974 and 1975, 241 enterprises were re-
turned to their original owners and 50 enterprises
were liquidated by the State development corpora-
tion, CORFO. This period did not involve any actual
process of privatization, as the enterprises were sim-
ply returned to their legal owners, without any for-
mal estimation of sale value. During the late 1970s
and early 1980s, the objective was to privatize all
enterprises except those in the “strategic sectors”.
During 1975-1982 more than 100 firms were pri-
vatized, primarily involving the sale of commercial
and industrial enterprises and banks and other finan-
cial institutions, most of which were CORFO subsi-
diaries. As a result of the deep economic recession of
1982-1983, the government was forced to renation-
alize about 50 bankrupt firms. This action, however,
did not represent a change in government policy to-
ward State ownership, but rather a pragmatic re-
sponse to a crucial situation, and was followed by
reprivatization of these firms under improved privat-
ization procedures. After 1986 the scope of the pri-
vatization programme was significantly expanded,
both in terms of the value of transactions and the
importance of the enterprises sold. Recent privatiz-
ations include many public utilities (telecommuni-
cations, electric power, water) and other “core”
enterprises. The decision to privatize some of the
“core” enterprises which had previously been
defined as “vital” to the country represented a major
shift in the government’s SOE policy.

Since 1982 Mexico has engaged in a major pro-
gramme to reduce the size and scope of the SOE sec-
tor. Since the programme’s initiation, 706 companies
have been liquidated, sold, merged, or transferred to
local governments. As in Chile, the privatization pro-
gramme in Mexico initially focused on small and
medium-sized SOEs, but has recently moved toward
privatization of the larger enterprises, including pub-
lic utilities, During the first stage, 1983-1989, the
government privatized those SOEs which had been
created or nationalized during the 1970s and had
little economic or social justification for government
ownership. More recently the government has pri-
vatized some of the largest SOEs.

Although previous SOE reform efforts in Argen-
tina included plans for divestiture, a comprehensive
privatization programme was first undertaken in
1989 by the Menem administration. The 1976-1982
SOE reform programme included the privatization of
approximately 150 small enterprises, most of which
had been acquired in the early 1970s to avoid liqui-
dation and subsequent loss of employment. Few
large SOEs were privatized during this period, how-
ever, due to the belief that some enterprises, espe-
cially those connected with the armed forces, were
strategic, and therefore not eligible for privatization,
and the fear that their sale prices would be low due to
their weak financial position. The government’s new
SOE reform programme has significantly broadened
the scope for privatization to include public utilities
(telecommunications, electricity), railways, and the
hydrocarbon sector, among others. The 1989 Law on
Reform of the State explicitly states which SOEs
are subject to privatization or concession. Rapid im-
plementation of privatizations has been motivated by
the need to raise public confidence by demonstrating
the government’s commitment to reform and change,
since instilling public confidence is crucial for ex-
panding private investment and growth in Argentina.
Furthermore, after the failure of past partial reform
measures, and given the power of vested interests,
radical change (including privatization) is seen as the
only means of effecting reforms in the country.

b) Methods and procedures for privatization

In each of the three countries methods and pro-
cedures for privatization evolved over the course of
the reform process. The governments have adapted
privatization methods to meet the changing econ-
omic conditions, the financial performance of the
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SOEs being sold, and reform objectives. They have
also learned from their past experience, thus enabling
them to establish more uniform procedures and
employ privatization techniques which yield higher
returns and more evenly distribute the gains.

During the first privatization phase in Chile,
most enterprises were privatized through direct sale
of majority participation in the enterprise. Enter-
prises were generally sold with a 10-20% down pay-
ment, the rest being financed by a direct loan from
CORFO, Although in principle the prospective buyers
were supposed to present solid evidence of financial
solvency, in practice qualifications for participation
in the auctions were fairly easy to satisfy. Further-
more, the simultaneous privatization of enterprises in
the industrial, commercial and financial sectors and
the lack of sufficiently developed domestic capital
markets led fo a concentration of ownership of
the newly divested firms in a few financial and
commercial conglomerates with high debt/equity
ratios. These factors contributed to the vulnerability
of the newly privatized enterprises to the forthcom-
ing recession. ?

Following the economic crisis and subsequent
renationalizations, the renewed privatization effort
had two ancillary goals: diffusion of ownership and
increased capitalization of the enterprises sold. To
diffuse ownership, CORFO gave small investors loans
with a maturity of 15 years and a zero real interest
rate, and required only a 5% down payment. Limits
were placed on the maximum stock ownership of
individual sharcholders, while a more selective pre-
qualification process was established for sales to in-
dividual private investors. Specific privatization
methods were developed to ensure widespread stock
ownership, including the sale of shares to private
pension funds and the introduction of public em-
ployee equity schemes which provide incentives to
workers in the privatized enterprises to become
stockholders. In addition, two enterprises —ECOM
(computing services) and EMEL (electricity gener-
ation)- were privatized through 100% employee
buy-outs. Although these employee-targeted pro-
grammes have been important in raising public
support for privatization, however, they represent
a relatively small portion of the total number of
privatizations.

%See Hachette (1988) for mote on the privatization pro-
cess and the impact of privatizations in Chile during 1974-1985,

The privatization method most frequently used
in Chile has been the sale of shares on the stock
exchange. Shares have been sold both through the
auctioning of large groups of shares and the grad-
ual sale of minor share packages. The latter has
the advantage that it facilitates the use of market
information in determining the sale price. For
example, the privatization of ENDESA was effected
through the transfer of its foreign liabilities to
CORFO in exchange for the subscription of a new
share issue. This operation implied a considerable
transfer of capital from CORFO to ENDESA, thus
drastically reducing the enterprise’s debt/equity
ratio and making the shares more attractive to
potential private buyers.

In Mexico the enterprises privatized during
the first phase, 1983-1989, were mostly small
companies, including hotels, sugar mills, textile
factories, and auto parts manufacturers, among
others. The primary privatization method was di-
rect sale to private Mexican companies or, in some
cases, to trade unions. For example, the hotel in-
dustry was almost completely divested in 1985
through the sale of the Nacional Hotelera chain
1o the TURNAL S.A. group. In the textile industry,
90% of the factories were sold to unions and fac-
tory workers. Almost 30 sugar mills have been
either sold or liquidated since 1987, thus reducing
the large financial burden that this highly sub-
sidized sector represented for the government.

The larger size of the recent privatizations in
Mexico has required the development of new
mechanisms for privatization. The sale of SOEs has
been opened to foreign buyers, both due to a lack
of sufficient domestic financial resources and as
a mecans of promoting direct foreign investment.
In 1990 the government reopened foreign debt
swap operations for both domestic and foreign
buyers, These operations have been limited to
US$1 billion and a maximum of 50% of the sale
price. For enterprises such as TELMEX, the gov-
ernment has employed the method of sales through
the stock market. Furthermore, enterprises in the
fisheries, sugar and capital goods industries are
potential candidates for sale of groups of SOEs
through the stock market.

As the Mexican Government moves towards
the privatization of larger enterprises and monop-
olies, additional problems and constraints must be
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addressed. First, as many of the enterprises are
public sector monopolies or companies operating
in non-competitive markets, price adjustments and
sectoral deregulations must be effected before
transactions are completed in order to ensure that
the privatized enterprises will operate in a com-
petitive environment, For example, in the cases of
TELMEX, SIDERMEX and CONASUPO, price adjust-
ments have resulted in the elimination of cross-
subsidization, with gains in efficiency. Second,
large SOEs are likely to require extensive organiz-
ational, financial and legal restructuring ptior to
privatization in order to make them more attractive
to potential buyers and thus increase the financial
return to the government. Third, in the privatiza-
tion of SOEs with a large work force, potential con-
flict with labour unions and employees of the
enterprises must be addressed by the government..

In Argentina during 1976-1982 about 120
small enterprises were sold or liquidated. In addi-
tion to direct government sale of SOEs, two large
government financial organizations, Banco Nacio-
nal de Desarrollo and Caja Nacional de Ahorro y
Seguro, sold shares in enterprises acquired as a
result of loan guarantees and equity subscriptions
in order to provide support for loans to particularly
important investment projects. The two financial
institutions divested themselves of about 200 firms
and reduced their shares in others through the pe-
riodic sale of small share packages on the stock
exchange and invitations for bids on large share
packages. Since the new privatization programme
was announced in September 1989, the govemn-
ment has concentrated its actions in four areas:
telecommunications, airlines, railways and high-
ways.

6. Sequencing of SOE reforms

During the first stage of SOE reform, priority is given
to reducing government transfers to SOES, estab-
lishing the framework for sustainable reform, and
eliminating small and marketable SOEs. Reduction of
transfers to SOEs is required to support the new mac-
roeconomic policy framework, which in turn will
permit sustained SOE reform. Sharp reductions in
transfers require stringent controls along the lines

adopted by Chile and Argentina in the first phases of
their reforms.

Sustainable SOE reform includes, at a mini-
mum, a consistent and coherent government strate-
gy to improve sok efficiency and reduce the
government’s role in directly providing goods and
services which could be supplied by the private
market: Chile, Mexico and Argentina all adopted
such strategies early in their comprehensive re-
form cfforts. In a democratic setting, this strategy
requires sufficient public support, reflected in
legal or constitutional changes, to ensure conti-
nuity of policies through a difficult adjustment
period.

Finally, effective government financial control
of SOEs requires that the SOE sector be of mana-
geable size. Hence, this first stage of reform in-
cludes the divestiture of smaller SOEs which can
be easily sold and which appropriately belong in
the private sector in any case. All three countries
reviewed here reduced the number of SOEs early
in their reform processes.

A second stage of reform replaces the stringent
ad hoc SOE expenditure controls with mechanisms to
monitor financial performance and more flexible
procedures to control SOE expenditures, investment
and debt. The most important reform in this second
stage concerns the sectoral policy environment and
includes the elimination of all SOE subsidies, reform
of SOE pricing practices, and deregulation of markets
to increase domestic competition; Chile adopted
such reforms in the late 1970s and early 1980s, and
Mexico has made substantial progress in this direc-
tion. In addition, a number of important SOEs must be
restructured, including transfer of debt to the govern-
ment, both to improve operational efficiency and to
prepare them for privatization. Meanwhile, privatiza-
tion continues, especially for SOEs which operate in
the newly competitive markets.

The final stage of reform entails the replace-
ment of SOE expenditure controls by institutional
changes to ensure autonomy and accountability on
the part of managers and boards of directors, in-
cluding performance contracts, culminating in
completion of the privatization programme. Chile
can be viewed as still being in this third stage of
SOE teform.
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II

State-owned enterprise performance

The primary objectives of the reform of State-owned
enterprises are to improve the enterprises’ financial
and economic performance and increase their net fis-
cal contribution to the government budget. The at-
tainment of one objective does not necessarily imply
the attainment of the other. Efficiency of the enter-
prise, for example, can be increased at the same time
that its net fiscal contribution declines due to the im-
position of output price controls. Similarly, strict
controls on government transfers to SOEs can in-
crease the net fiscal gain, but may be at the expense
of investment required for efficient production. In
this section we analyse the effects of the reform of
State-owned enterprises on each of these objectives.

Time serics data are analysed below for the three
countries for the periods prior to and after the adop-
tion of SOE reform measures. The study attempts,
where possible, to isolate the effects of reform and
non-reform changes, especially changes in market
prices of inputs and outputs. Non-availability of data,
unreliable data resulting from high inflation rates,
definitional differences in the performance indicators
for the three countries, and differences in the compe-
titive environment and time periods in which reforms
were adopted allow for only limited comparison of
efficiency and profitability levels across countries.
We therefore focus our analysis on the comparison of
performance and budgetary trends in the course of
the reform process, with the aim of drawing conclu-
sions on the impact of SOE reform on enterprise pet-
formance that reflect broad differences in the reform
approaches employed in each country.

For each of the three countries, the economic
and financial performance of SOEs and their macro-
economic impact were measured using data for a
sample of SOEs and for the consolidated sector made
up of such enterprises. In the case of Chile, two data
sources were employed to measure economic and
financial performance: a large sample, which in-
cludes 30 SOEs, excluding CODELCO-CHILE, and a
small sample, which includes the six largest sogs.1?
For Mexico, labour productivity indicators for a
sample of 20 “directly controlled” SOEs were used.

10The large sample was obtained by selecting 30 soEs that
remained under government control during 1970-1988.

The Argentine performance indicators are
based on data for the 13 largest SOEs presented by
the Syndicate-General of Public Enterprises (SIGEP).
The budgetary, debt, and investment indicators for
Chile and Argentina are based on data for the con-
solidated SOE sector. For Mexico, macroeconomic
indicators are based on data for both the “directly
controlled” State enterprises and the consolidated
SOE sector. In the cases of Chile and Mexico —where
a single large SOE predominates— some indicators are
presented with and without this enterprise.1*

1. Economic and financial performance

SOE teform policies to eliminate redundant labour
have resulted in substantial increases in labour pro-
ductivity in each of the countries, despite reduced
capital investment. Gains in labour productivity oc-
curred whether reforms were piecemeal or compre-
hensive and whether they emphasized efficiency
improvements or financial performance, Labour pro-
ductivity indices for Chile, Mexico and Argentina
are presented in table 1 and figure 1,

In Chile, output per worker rose steadily in all
the enterprises in the small sample, at an average rate
across firms of 7% per annum during 1975-1988.12
For Chile’s large sample, the ratio of operating
revenues to labour costs (a somewhat weaker
measure of labour productivity) also increased over
the reform period.

In Mexico, as in Chile, there is evidence of in-
creased SOE labour productivity during the reform
period. After a period of falling labour productivity
between 1979 and 1982, it rose sharply as from
1983. By 1988 average value-added per worker in
the “directly controlled” enterprises (excluding
PEMEX) was 48% higher than before the initiation of

1 Chile’s mining enterprise, CODELCO-CHILE, and Mexico’s
petroleum enterprise, PEMEX, account for more than 50% of the
SOE sector’s value added in some years, but their performance
fluctuates greatly with changes in output prices.

121 abour productivity estimates for the small sample in
Chile are based on physical units of output and the rumber of
employees and are therefore quite reliable, as they do not re-
quire adjustmenis for infiation and are not affected by changes
in relative prices.
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Table 1

PERFORMANCE INDICATORS OF STATE-QWNED ENTERPRISES

Chile Mexico Argentina

1976-1980 1981-1982 1983-1988 1979-1982 1983-1988 1979-1982 1983-1988

Index of labgur 1294 184.7 221.0 226.1 2855 145.0 184.2
productivity (128.5) (190.2) (227.3) (120.4) (134.8)

Financial performance (%):

Operating revenue/ 107.5 1121 139.7 1219 132.7 119.0 103.0
operating costs (97.8) (107.9) (134.0) (92.8) (99.9)

Net revenue/fixed 4.2 -1.1 43

assets ° 1.1 (-3.0) 3.7 (-6.0) (-3.5)

Interest payments/ 8.1 16.8 12.8 162 21.0 91 20.0
operating revenue (10.0% (20.5) (14.5) (13.2) (19.6)

Sources: The data for Chile were taken from the annual reports of the companies in the small sample; data are not available for some Firms
in some years. The data for Mexlco were obtained from the National Institute of Statistics, Geography and Informatics (INEGT) and
the Secretariat of Programming and Budgeting (5pp); data on labour productivity correspond to the State enterprises under “direct
controt”, while the rest of the data for Mexico refer to the consolidated SOE sector, The data for Argentina were obtained from the
Syndicate-General for Public Enterprises (siGep),

*The data in parentheses exciude PEMEX in the case of Mexico and CODELCO in the case of Chile,

® The Index of labour productivity (1975=100} was calculated on the basis of physical units of production per worker in Chile; units of

production at 1970 prices per worker in Argentina, and value-added per worker in Mexico.

©As noted in the fext, the figures for the net revenue of consolidated SoEs in Mexico are misleading because of the heavy special taxes

paid by PEMEX to the Central Government, which mean that PEMEX’s profits must equal zero each year. '
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reforms. 13 The sharp decline in our estimated
measure of labour productivity during 1980-1982
may have resulted from social policies to maintain or
increase employment, but the measure also may be
distorted due to the relative deterioration in SOE out-
put prices relative to wages during the period.

Eliminating redundant employment and increas-
ing the contracting out of goods and services were
primary objectives of the eatly SOE reforms initiated
in Argentina in 1976. During 1976-1982 employment
decreased by 31% and real output increased, result-
ing in a 68% increase in output per worker for the 11
largest SOEs. The government’s inability to sustain
labour raticnalization policies, especially during the
1981-1982 recession, caused the growth rate of
labour productivity to slow between 1982 and 1985,
but it again picked up after 1985, FFurthermore, pro-
ductivity growth occurred despite reductions in capi-
tal investment. From 1975 to 1982 output grew more
rapidly than investment, leading to a decrease in
1IcOR from 3.2 to 2.2.14 This increase in labour
productivity suggests that targeted objectives, as part
of a piecemeal reform programme, can increase
economic efficiency.

Improved profitability is an almost universal
goal of public enterprise reform, yet specific re-
form measures have ambiguous effects on opera-
ting costs and net income. On the one hand,
productivity gains, simplified procurement proce-
dures and output price reforms tend to raise SOE
profits. On the other hand, removal of input sub-
sidies, including inputs provided and subsidized by
other SOEs, and the e¢limination of preferen-
tial access to foreign exchange and trade protec-
tion can reduce profits. Furthermore, increased
profitability need not imply similar changes in SOE
efficiency if input and output price conitols are in
place. SOE financial performance, therefore, must
be analysed separately from efficiency.

B Productivity estimates are much less reliable in the case
of Mexico than in Chile, as they are obtained by deflating the
neminal value-added of the SOE by the economy-wide GDP defla-
tor. Problems resulting from refative price changes are particu-
larly important for PEMEX, which has therefore been excluded
from this indicator.

1"The incremental capital/output ratio (ICOR) is measured
as cumulative invesiment divided by the cumulative change in
ouiput, Reductions in ICOR over time can indicate improved
capital productivity, especially if other inputs are stable or de-
creasing over the same period.

The experiences with SOE reform in the three
countries are consistent with the above charac-
terization. Productivity gains, output price reforms,
and other policies which eliminated discriminatory
treatment of SOEs contributed to overall improve-
ments in financial performance during the reform
period. Improvements in profitability were, however,
not as marked as improvements in labour productiv-
ity or reductions in the fiscal burden, due to the ef-
fects of reform policies which forced SOEs to operate
in a more competitive envircnment. Table 2 presents
financial performance indicators for Chile, Mexico
and Argentina.

In Chile, sOEs experienced moderate growth
in profitability up to 1980, a sharp decline in
1981-1982, and relatively steady growth thereafter.
For the large sample, net income increased by 56%
in real terms from 1974 to 1979.15 ‘The profitability
ratio, defined as the ratio of net income to fixed
assets, which adjusts for changes in capital stock,
also indicates improvements in financial perfor-
mance between 1974 and 1979. For the small
sample, the profitability ratio increased by 90%
between 1976 and 1980, or by almost 70%
if CODELCO-CHILE is excluded.

Beginning in 1981, the financial performance of
the SOEs declined markedly, largely as a result of the
severe economic crisis and the resulting stabilization
policies. The government’s anti-inflationary policy,
which fixed the nominal exchange rate and allowed
for a substantial ovetvaluation of the peso, con-
tributed to highet input and interest costs during this
period. This policy was especially costly to enter-
prises requiring imported inputs, such as CODELCO.
Reforms in the economic policy envircnment which
increased competition faced by SoEs may also have
contributed to the temporary decline in SOE perfor-
mance.

Since 1983 the average profitability of Chile’s
six largest SOEs has increased significantly. Improved
financial performance resulted not only from better
operating results, but also from lower interest costs,
relative to the 1981-1982 period. Overall, excepting
the 1981-1982 recession, there have been consistent
improvements in SOE profitability during the public
enterprise reform period.

¥ Net income Is defined as total (operating and non-
operating) revenues minus fotal costs, including interest pay-
ments and exchange rate adjustments measured in constant
prices.
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Table 2
BUDGETARY INDICATORS OF STATE-OWNED ENTERPRISES *
(Percentages)
Chile Mexico Argentina

1976-1980 1981-1982 1983-1988 1979-1982 1983-1988 1979-1982 1983-1988

SOEs deficit/GDp " 6.7 5.1
(6.3) (-1.0)

SOEs deficit/public sector

deficit ® 36.3

Government transfers 1.4 0.6

to SOES/GDP

Taxes paid by SOEs/GDP 1.0 6.0
(0.5) (2.4)

Investments of SOEs/GDP 3.0 30

External debt of soEs/GDP 9 113

83 1.0 -1.7 47 45
(-4.6) 2.9 (2.3)
11.2 -18.2 56.1 56.2
- 2.5 28 1.8 38
87 44 59
(4.8) (0.8) (0.7)
34 7.0 4.1 4.0 29
16.0 20.4 21.0 20.7 133

Sources: The data for Chile were obtained from Larrafa (1988) and from the Department of the Budget of the Ministry of Finance. The data

for Mexico were taken from the information on public sector finances and public sector production prepared by the National

Institute of Statistics, Geography and Informaties (INEGI), and the data on the public finances prepared by the Secretariat of
Programming and Budgeling (sPP); the data for Argentina were obtained from the Ministry of the Economy.

The data for Mexico on the deficit, taxes and transfers cotrespond fo the group of SoEs under direct contro; the other data refer to the

consolidated SOE sector, unless otherwise indicated. The data in parentheses exclude PEMEX in the case of Mexico and the copper

companies in the case of Chile.
® Excluding taxes and transfers.

® This ratio is not significant in the later petiods in Chile, since the sops, and the SOB sector as a whole, Fluctuated between deficlts and

surpluses, all of them of minor importance.

4 End-of-period figares. The data for Mexico and Chile correspond to the consolidated SOE sector; those for Argentina refer to the 13

biggest SOEs.

In Mexico the average financial performance of
SOEs has improved since the initiation of reforms in
1983. Comparing the reform period with 1979-1982,
for the consolidated SOE sector excluding PEMEX,
operating revenues increased more rapidly than oper-
ating costs.® Despite improvements, however, the
operating results for the consolidated SOE sector ex-
cluding PEMEX remained negative during the reform
period, largely as a result of price controls that kept
output prices below unit costs, reflecting the govern-
ment’s commitment to maintaining non-commetcial
objectives for some enterprises (€.g., CONASUPO).
The ratio of net income to fixed assets was also
higher during the reform period than during 1979-
1982, but was still negative. A primary source of
increased non-operating costs has been higher inter-
€st payments. PEMEX, however, had a large operating
surplus averaging 3.5% of GDP during 1983-1988.
As PEMEX, in addition to regular taxcs, is required to
transfer all after-tax revenues to the Central Govern-
ment in the form of special taxes, profit figures for

16 Higher operating costs resulted primarily from increased
non-labour costs, as average personnel expenditures declined by
about 15% between 1979-1982 and 1983-1988.

the consolidated SOE sector including PEMEX are
misleading. If these special tax payments are ex-
cluded, then PEMEX profits more than cover the net
losses of the rest of the consolidated SOE sector
during the reform period.

In Argentina, SOEs achieved a substantial im-
provement in financial performance during 1976-
1982 following the adoption of reforms. The average
SOE operating surplus, net income, and the ability to
self-finance investment were all higher during 1976-
1982 relative to 1971-1975. The improved operating
sutplus is largely attributable to the government’s
policy of eliminating redundant tabour and to the de-
cline in real wages, as average personnel expendi-
tures per unit of output declined by nearly one-third
in 1976-1982 compared with 1971-1975. Financial
performance, however, deteriorated during 1983-
1988. Higher real wages and other input prices and
lags in real output price adjustments, as a result of
anti-inflationary policies, reduced the ratio of opera-
ting revenues to operating costs. Furthermore, SOE
interest payments as a share of operating revenues
more than doubled.
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2. Macroeconomic effects of SOE performance

State-owned enterprise performance plays a critical
role in determining the magnitude of the overall pub-
lic sector deficit, the external debt burden, and the le-
vels of investment and overall economic activity in
the country. SOE reform which focuses on controlling
costs, eliminating price distortions, and reducing net
government transfers in general may be expected to
reduce the SOE deficit, its share of the total public
sector deficit, and the level of financing through ex-
ternal borrowing.

Chile, Mexico and Argentina have all been suc-
cessful in reducing enterprise deficits and net trans-
fers from the central government. The extent of
reduction in each country, however, depended on the
government’s ability to sustain tight controls over
SOE expenditures and financing, the degree of real
output price adjustments, and the impact of macro-
economic instability and cxternal shocks (table 2 and
figure 2).

Throughout the reform process in Chile, SOEs
achieved clear and consistent reductions in SOE
deficits and improvements in net government-SOE
transfers. From an average annual sok deficit (ex-
cluding taxes and transfers) of 6.7% of GDF during
1970-1973, sOEs achieved a 3.8% surplus during
1974-1975, the early years of the SOE reform. The
size of the surplus continued to grow, even during
the 1982-1983 recession, and reached an average
of 9.6% of GDP during 1983-1988. The net con-
tribution (taxes minus transfers) of the consoli-
dated SOE sector to the central government
improved considerably during the reform period,
as shown in figure 2. This improved contribution
from the SOEs to the overall public sector was the
direct result of the government’s policy that
SOEs must transfer a large share of profits to the
government and finance investment through new
loans.

In Mexico during the reform period SOE defi-
cits fell both relative to GDP and as a share of the
overall public sector deficit. The overall deficit for
the directly controlled SOEs reached a peak of 6%
of GDP in 1981, but as a consequence of govern-
ment policy changes it fell to less than 0.5% of
GDP in 1983 and has since been in surplus.

Given Mexico’s complex system of govern-
ment transfers and tax exemptions for SOEs en-
gaged in social activities, and special taxes on

enterprises such as PEMEX, which amount to a di-
rect transfer of profits, the fiscal burden of the
SOES is best analysed by considering net transfers
from the SOEs to the central government (see fig-
ure 2). Excluding the high levels of debt absorp-
tion during 1986-1988, the contribution of the
consolidated SOE sector to the central government
has been positive in every year since 1980. If
PEMEX is excluded, however, the SOE contribution
was negative. Furthermore, the imporiance of
PEMEX transfers, which are 80% of all tax revenues
received from SOEs, creates the additional problem
that the net fiscal burden of the soOBs fluctuates
greatly with changes in petroleum export prices.
For example, due to the fall in international oil
prices, tax revenues from PEMEX declined during
the reform period from a peak of 6.3% of GDP in
1985 to 3.4% in 1988.

SOE investment in Mexico increased greatly dur-
ing the public expenditure boom of the late 1970s,
particularly in the petroleum sector. Investment of
the consolidated SOE sector increased from an
average of 4.5% of GDP during 1970-1978 to 7%
during 1979-1982 (from 3.2% to 3.8%, if PEMEX is
excluded). Deficit reductions during the reform peri-
od have been achieved largely through cuts in invest-
ment, as capital expenditures fell to 4.1% of GDP
(2.6% excluding PEMEX) during 1983-1588.

In Argentina since 1976, programmes to reduce
fiscal deficits, including deficits of SOEs, have in-
cluded measures to eliminate redundant labour and
adjust SOE output prices to better reflect costs. While
SOEs have achieved gains in labour productivity
through employment reductions, output price adjust-
ments have generally not been sustainable due to the
highly unstable macroeconomic environment and the
resulting government stabilization measures. As a re-
sult, although the consolidated SOE deficit (excluding
transfers from the central government) was reduced
to 2.8% of GDP in 1977, it rose again to 5.2% of GnP
in 1979 and reached a peak of 6.9% in 1982, largely
as a result of falling real output prices. In recent
years the SOE deficit has gradually declined due to
some cost reductions, but more importantly, due to
cuts in investment. Thus, the SOE deficit fell to 4.3%
of GDP in 1985 and 2.7% in 1987.17

Y The petroleum (YPF) and gas (GDE) enterprises have been
mainly responsible for reductions in the SOE deficit. Since 1986
they have reduced their combined deficit to less than 0.4% of
GDP, compared with more than 2% in 1984.
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Figure 2
STATE ENTERPRISES: TAXES AND NET TRANSFERS TO THE STATE
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Conclusions and summary

The comprehensive reform process entails five dis-
tinct areas: 1) SOE sector strategy and policy, ii) the
institutional and managerial framework, iii) the
economic policy environment, iv) rehabilitation of
SoEs, and v) modifications in SOE ownership. The
experiences of the three couniries examined in this
study differ in the timing and emphasis assigned to
these five areas. In Chile the new military govetn-
ment in 1973 immediately adopted policies to reduce
the size of the State and promote private develop-
ment, tightly control SOE expenditures and emphas-
ize profits, initiate macroeconomic reforms and trade
liberalization, and return expropriated properties.
Subsequently, the government transferred most SOEs
to a holding company responsible for their super-
vision, deregulated markets to stimulate domestic

competition, legislaied tracsparent pricing policies,
and restructured companics to prepare them for pri-
vatization.

‘The reform process in Mexico was slower, part-
ly because of the need to develop political consensus
in favour of it. The reform began in 1983 with con-
stitutional changes redefining the role of the State,
followed by legislative changes in 1986 and imple-
menting regulations in 1990. The Mexican process
was similar to Chile’s in its early emphasis on
macroeconomic reform, trade liberalization and pri-
vatization of small companies and a more gradual in-
troduction of sectoral reforms. However, it differed
significantly from Chile by continuing to emphasize
the social objectives of SOEs and adopting institutional
and management reforms to increase SOE autonomy,
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introduce performance contracts, and institute close
government supervision of SOE performance. Mexico
also followed a policy of SOE restructuring and rehabili-
tation more oriented towards improving SOE oper-
ational efficiency than preparing for divestiture.

Argentina’s SOE reform process went through
two phases: a piecemeal approach from 1976 to
1982, which emphasized reductions in employ-
ment; and a comprehensive approach, initiated in
1989, which is still not completely defined. This
latter process is similar to that of Mexico in its
legislative redefinition of the role of the State and
SOEs, similar to Chile in its attempts to tightly con-
trol SOE expenditures in order to sharply reduce
SOE deficits, and similar to both countries in its
carly emphasis on macroeconomic reform and
trade liberalization. Argentina differs from Chile
and Mexico in its efforts early in the reform pro-
cess Lo privatize the most important SOEs, perhaps
because the credibility of the process depended on
demonstrated efforts to make the most politically
difficult decisions.

The experience of these three countries suggests
a model sequencing of SOE reform policies, which
may vary depending on country circumstances. In
the first stage, the emphasis is on setting the overall
SOE strategy; initiating macroeconomic stabilization
and trade liberalization; adopting ad hoc controls to
ensure significant reductions in SOE deficits; and
selling off those SOEs which can be easily disposed
of. In the second stage, these ad hoc measures are
replaced by performance monitoring and control pro-
cedures; trade liberalization continues and sectoral
policies are reformed, including pricing policics and
market deregulation to increase domestic competi-
tion with SOEs; and larger SOEs are restructured and
divested. In the final stage, strict government con-
trols over remaining SOEs arc replaced by institu-
tional changes to ensure autonomy and accountability
on the part of managers and boards of directors, and
the privatization programme is completed.

While data limitations do not permit formal
testing of the effects of specific SOE reforms on
enterprise performance, the three cases examined
in this study permit conclusions about the broader
effects of reform. In all three cases, SOE reform
resulted in big improvements in economic per-
formance as measured in labour productivity,
sometimes even in spite of recession and reduced
capital investment. Gains in labour productivity
occurred whether reforms were piecemeal or
comprehensive and whether reforms emphasized
improvements in efficiency or in financial perfor-
mance.,

The evidence from Chile and Mexico shows
a positive relationship between SOE economic and
financial performance. Chile provides evidence
that sustained, comprehensive SOE reform im-
proves financial as well as economic performance
and can generate positive rates of return on fixed
assets. Mexico demonstrates that improvements in
labour productivity and financial performance will
not necessarily generate positive net revenues
(excluding PEMEX, the State oil company) if SOE
reform fails to establish market pricing. Argentina
shows that unsustained reform efforts (1976-1982)
can result in backsliding to worsened financial
performance.

For a varicty of reasons, improved sOE econ-
omic performance is not necessarily reflected in
reduced deficits for the consolidated SOE sector.
The tight fiscal controls imposed early on in the
Chilean reform process dramatically converted
SOE deficits into surpluses exceeding 8% of GDP
(5% if CODELCO, the State copper company, is
excluded). A similar transformation occurred in
Mexico, although net of PEMEX the consolidated
SOE deficit remained negative during the reform
period. The Argentine piecemeal reform had little
effect on SOE deficits, which averaged almost 5%
of GDP throughout the reform period.
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