Abstract

This article uses the reform of New Zea-
land’s state-owned enterprises from
1984-1995 to highlight two lessons for
public sector reform from New Institu-
tional Economics. First, failure to apply
agency, property rights and transaction
cost theory in tandem can lead to time-
consuming pauses and policy shiftsina
reform programme. Second, a discrim-
inating alignment between the institu-
tional environment and the requlatory
governance structure chosen is crucial
for successful privatization in indus-
tries characterized by economies of
scale, large non-redeployable invest-
ments and extremely political output
such as telecommunications and elec-
tricity.
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INTRODUCTION

Policymakers contemplating large scale restructuring of politically sensitive sectors of
the ceonomy typically have onlv a limited window of political opportunity nowhich 1o
imph'lm-nl their reforms (Keeler 1993y This article presents theoreticat Tramework

that aimis 1o assist pn“n'\makt'r\. i maximiving the returns rom such epportunitics,

10
g
While agrowing body ol theoretical evidence (Megginson o0 ol 199 dupports ihe
claim that privatization can yicld substantial produciyity gains, the diflicultios inlerent
in privatizi

It mtmup(:“r\ lave also been I'l‘|!k‘.11t‘!li\ uncovered (Loevy and \[)i”t'r 1994;

Ramamurti 1996). Policymakers committed to enhancing the clficieney of state owned
enterprises but wary ol public recrimination for lailed privatizations have 1n)'1‘i.u]x al’
often rnnlr.u]irlm'_\ theoretical APPIOa s aned arguments o consider in their policy
(|vs1f_1n. This article |1igh]ight\ the potential tor combining three such framesvorks tha
share their origins in the New Institutional Loonomics, Tt argLes that a nuaneed
combination ol AGURCY, property l'jg|1l~; and transaction cost I]u'm'_\‘ huilw r\'lﬂain the
suceesses ated failures o New Zealand's exprricnec with state owned enterprise
relorm awith special reference o the utiliny sector,

This Now Institutional Approach to public sector reforn is consistent with g i.lré_ir
|)n<|}' ol recent theoretical and rm['lil‘il.l] work Do the lI!LI|)Eil' nulll-.lgt'lln'nl‘
perspective. Howeser, iU nay alsa be Teasilile o extend the framework presented here
to address the added concerns voiced within the "public governanee’” perspective
(Kooiman 1994 Kickert 1997). First, the New Iostitutional ‘\[J])I'().}L'll Can cnennpasy
the need 1o gu.n'(l Ivgnii!:\ and lvgitimzu'} as r;nggm‘iv& |1_\' the inclusion of ])l'cxi)il_\
(O Williamison 19995 Public networks or interrelated transactions mav be used as the
unit ol analysis ax demonsirated inthe private sector by Nickerson and Silvernan
(1997, Such extensions are hevond the seope of this wrticle that seeks 1o summarize
an emerging underlving theoretical lramework Tor the “public: management” per
spective on public sectar reforne,

Successtul reform elforts must get the incentives and property rights vight but they
must also tackle the ditticult contracting issues .\Ln'mum|ir1g the reform of many state

gvl the rvgu];\im'} governance stracture riy‘hl an

sector activities, I short, they must
welll Winle this analytical Tramesork was proposed be O0 Williamson (1994, vecent
theoretical and t'nlpirir.l] contributions |J} Levy and .\'|]i|]v1' (1996 and Heller and
McCubbins {1996) and others have allowed for an eperationalization of this next stage
of relorm design. The contral tenet s that governments mu fake advamage ot
whatever mechanisns they have at theiv disposal  cither anindependent judiciary or
r(‘guhllc)r}-‘ rules and procedures which can best provide a credible commitment
against interference in the (|.1}' 10 (IJ’\' operations ol an enterprise. In the third section
of the article, evidence will be presented that New Zealand's institutional enviromnent
ollered limited ('I'L-tlil!ilil}' tor rvguidlor}' rules and procedures but was velatively more
clheient at providing commitment to privatived firms through contract. However, their

privatization programme foundered when the governmoent failed 1o sufliciently
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consider the hazards involved in translerring highls }mliliti/tﬂ transactions produced

wsing technologios characterized by substantial ceonomics of scale and scope and

L8
B )
requiring large quantities of non redeplovable assets irom the public to the private
weotor, The fousth section concludes and argues that the theoretical ramework has
resonance bevond the case stadyv of New Zealand by surseving recent l-ml)it'i('-ll work

onutitity privatization.

A NEW INSTITUTIONAL APPRCACH TO REGULATORY DESIGN
Background: ‘The Institutions and Governance of Economic Reform’

O, Williamson (19943 claims that the naero approach of centralized planning and
targeting ol accounling aggregates has been largely discredited. Dy its |)|.u‘v [1as
L‘Im‘rg('ci a more microcconomic approach based on liberalivation, dercgulation and
privativation. More recently the importance ol the |)n‘m'nm|itinn ol an institutional
cvironment that supports the nuarket forms of (n‘g.miz.uion i|1||:1i('il in this \'i('\\‘p()[nl
has reigned ascendant, Williamson argues lor a more microanalviic approach in w hich
the concern over property rights s 4[1[)1)h-mrnlui |)_\ an [111.1|'\'>'1.\' of the aptimal
governance mechanisnis lor private sector transactions, In the context ol wility

privatization, the choice between contract and legislation based reeulation mav he as

I3
&

important for the long term performance of the enterprise as the cholce 1o

privat e,

Neoclassical/neoliberal policy reform: getling the prices right

The neoclassical or neoliberal recipe for cconomic retarm includes a hard budget
constraint, alignment of spending prioritics with cconomie returns, Lax efficiency,
financial and trade diberalization in('huiing a lifting ol anv restrictions on foreign direet
investient, (IL‘I‘rgulalmn and privatization and the establishment of secure private
property rights, OF these six recommendations, five can be summarized in the

preseription: “gel the prices right™. By climinating politicallv imposed constraints on
development and improving transparency ancl ‘uu)unlabilil'\', the government frees
ceononiic actars to seck ceonomic returns, Tremendous pains have heen realived from
stabifization and velorm progranmes across Latin America andd around the world that
have Tollowed this simple dictum (hitthe ec ol 1995 | Willlamson 1994 World Bank
19953, Rampant inllation has been controlled, substantial one time ofliciency gains
have been made in state owned, regulaied and privatized enterprises, new markets
have heen ercated and investor conlidence vestored, Larlier interest inalternative
torms o business government relations characterized by closer and more informal

=~

]x-rwna] ties (Amsden 1989 Wade 1990; World Bank 1993; Nelson, 1996) have
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waned in the onset ol the Mexican debt crisis of 1995 and the Tast Asian crisis of
1997 §.

The impossibility of selective intervention: getting the praperty rights right

However, a growing consensus ix cierging arcund the fypothesis that getting the:
prices right s a NECESSArY but not sufficient condition Tor successful state seetor
reform. Political institutions are inn‘rcasingl} .\c'('l‘ptc‘d a8 crucial determinants of
ceonomic outeomes (North 1991, On Williamson 1994 Henise 19983, Ohe instilution
that s (()IﬂIﬂ()I'll}‘ cited as ha\ing a tremendous ceonomic impact s that ol privace
property. Regardless of how carcfully we d('sign contracts and incentives, we should
nol expect state owned enterprises 10 be able o replicate the performance ol o
privatized counterpart. The rationale follows O Williamson™s (1985 im}msqihilit_\- of
selective ()wnvr\‘hip argument by t‘lniming that public ow nvl'\hii) is unable to control
ageney costs as cflectively as the private sector model. While hoth governance
structures tace positive transaction cosls, ageney |:|’n|)]cms and unm])lvx internal
contracts, the institutional arrangement for mitigating these problems vartes \\-'i‘lul_\
across organizational Torm. In the private seetor, the dilemima poscd by the separation
ol ownership and control s dealt with lhl‘()ugil the discipline ol the sharemarket,
market for corporate contral, monitoring |))' bondhaolders, expert board of directors,
managerial Labour market, mutual monitoring by managers, threat of bankeuptey and
competition in |n'(n|ucl markets (Jvnning.\ and Cameron 19879,

I the public sector, cach of these avenues is severely constrained. Outputs are oiten
sold in non competitive or tightly regulated markets, There often exists al feast an
implicit government bailout guarantee that eliminates or reduces the threat of
bnllkrulm"\'. Maost it11|>r1|'l.1|11|)-, while beth private sector sharcholders and voters (the
implicit sharcholders of state-owned enterprises) have incentives to free ride and must
bear some costs 1o become inlormed, the existence of 2 market for ownership
provides a small number of (‘lllI‘t_‘I)I'L‘HL‘UI'ia] ca])im]isl\‘ the incentive 1o overcome these
costs and reap fimancial gain b_\ trading until the share price rellectx the net present
value of expected future returns, Purthermore, board imenthers can nse the share price
as a 1'('|ati\‘t:1}' low -cost nicasure of maumgvrinl })vrlkn‘manw and, assuming t!u‘)' haold an
cquity stake in the ik, they have anincentive 1o replace managers inowhom the
markets place low conhdence. Thus every: management dedision inoa state owned
enterprise including pricing, praduction, marketing aved diversiication is subjected 1o
reduced serutiny giving managers greater diseretion to porsue their own independent
objective functions,

Despite any formal  establishment of independent vights and responsibilities,
incentive contracts, reporting requirements and operating independence, state owned
enterprises remain subject 1o continued burcaucratic diseretion and political inter

vention. As stressed by Weingast (1995), the establishment ol formal property rights
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does not dul.UIn.J.tiL'aH_\‘ create market incentives nor provide a credible commitment
against L'.'(P}'[J[)I'idlil)l'l or SlI'.ll(‘gi(' actiom I))' the government, Those incentives are
dependent on the incentives ol individual coonomic actors and those 1'ights must be
sell enloreing for a credible commitment te obtain. Mate owned enterprises, however
indvpendently constituted or separated Irom political control, remain the property of
the state as represented Iy clected publie officials, They will, ax such, unavoidably [y
more conscious or made more conscious of political and sovial constraints crucial 1o
the ve clection of the party in power. This may include, but iz not limited 1o, price
restraint, hiring policies or cultural values. l’n|ir}'nmkvrx who fail 10 impose these
political or social objertives on the enterprises face the possible recrimination ol the

VOLCT S,

The institutional environment and regulatory governance: a microanalylic
approach

The distinetion hetween public and private ownership neglects important categories of
intermediate povernance mechanisms, The New Institutional ;\plll‘nat'h to regulaiory

governance enriches the framework offered by the property rights school inisolation

1))‘ arguing that cach l'(‘guldl()l'_\ governance  structure olfers distinet costs and
compelencies under various  combinations of  the institutional  environment and
transactional characteristics,

Bedore setting out the theoretical framework some claritication of terms is in order.
Iirst, |]n||u\\-‘ing Levv and Spiller (1996, pp. 4 6) the institutional envivonment s

characterized by

(1) the extstence of an mdependent, non corrupt and respected judiciary;
(71 the number ol checks and balances on exccutive power including o Constitution,
£
democratic clections, muliple chambers of Parliament, multiple levels ol

vovernnent and iﬂlk‘l'ﬂali()n«.’ll canstraints.,

bl

Second, regulatory povernanee may cither be administrative (ranging from reliance on
£ » B ) atlle

competition law 1o various Torms of extended |'('gul.1l(>r_y contracts bhased on casily
observable indicators such as RPE Xy, Legislative degislated rules and procedures based
on more dilficult to observe constructs such as cost or allowable veturnsy; or the
vnlvrprisv may remain state owned nrgani/a'li as vither a state owned vnlvrpl‘isc‘ (\\'ilh
de jure operating, ill(lL")(‘Il(l('llLL') or government (lt‘|mr1m<'nl {under rxp|ici1 [)nlitica|
l'()l]ll'()!).

In order to create incentives Tor private agents to invest, Levy and Spiller (19%6,

p- 35) argue that govermments must cralt diseriminating alignments ol their regulatory
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mechanisms and the imstitetional cnvironment, They waen that i repulatory mecha
nisms speciticdllexible rules/legistation) are incorrecti aligned, o Gredible commit
ment witl not obtain and teflorts at privatization  muy eredin Jimpp(:inlnwnl,
recrimination, and in resurgent demands for renationahzation”

In the absence ol an independent judiciary (one whose authority over contracts
between private or Detween private and public catities i not subject to political
mntervention)

LIS

Ay pronvise, lepislation, contract or rule can be rencecd upon without recourse of an
. & :

governmients are unable to credibsly conumit without external assistanee

appeal 1o an independent [arLy. Such societios which include absolutist nienarchics,
('vnlr.\H}' |'J|an|‘|vr| ceonomics and single party totalitarian states can be characterized i!_\
[ouis XIV's famous dictum 1 'Eat ¢lest moi” ¢ ame the statey, The exastence o an
independent iL](li(i?ll‘} gives citizens and firms an im|n']u'n<h:111 forun 1o which they can
appeal arbitrary, capricious or sell serving ralings by the state aned whose rulings they
can have confidence will be endoreed |)_\' that stare, Fovy and Npi“n'r posit that, i the
absence ol judicial i1'1(|vp(‘m|L-m'v, cHorts at extablishing judicial retorm should precede
elforts at privatization or, il privatizaiion must be enacted Tor political reasons,
governments shoold rely on third party commitment mechanisims such as ]):'u\]dt_'d by
international institutions.

Given the presence ol an independent judiciary, the next relevant varable is the
extent 1o which the government in power s unilicd across various branches
(unicameral versus bicameral lvgi.\,i:m:rv, federalist versus contralized, ]).11’|i.1:11('|1h11'}-
vorsus presidential, ote). Governments that face dimited internal constraints can

quickly overturn past legislation making that mechanism insutticient for the provision
ol a credible commitment. Instead they shoald adopt an administrative or rules based

;1});)1'0&1‘]1 that can l)l‘c)duu' commitment throueh contract. Divided povermments may,

o
by contrast, rely more on more Hexible enabling h‘gi\lalims rather than administrative
procedures. The authors go on to demonstrate that the evidence of dhe performance
of privatized telecommunications companios in Argentina, Chile, Jamaica, the Phil
ippines and the United Kingdor is consistent with the above theory,

By contrast, Heller and MeCubbins (1995 claim that judicial independence 1s ot
a prevequisite for suceesshul privatization but that institutional environments which
provide regimoe stability (through unity ol purpose or, mere connmonly, separation o
powersy and repulatery predictability: (through repulatary vales and procesduresy can
foster private sector insestment with stable prives and sustainalile prodits inthe utility
sector. The authors successtully apply this Tramework 1o the cases ob the privativation
ol electric utilities in Chile and Argentina.

Uhe twe Trameworks are broadly consistent. Ay regime stability weakens, which
both authors deline as a Tunction ol some constraints on executive discrction, credible

commitments are increasinglv ditheult 1o fashion. The contribution of the Uleller and

McCubbins article s noting that increasing the specihicite of roles or

&

: cpislation can
compensale for increased uncertainty o judicial onteontes. Spiller and Vogelsang
; £ E

(19963 andd the vase study of New Zcaland’s atilive privatization presented i this
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article put forward the L‘(:Il1l)|cmvlll:l|"\ ArQUMEnt: inereasing the independence of the
judiciary can compensate for a paucity ol formal constraints on exeeutive diseretion by
rvlying on contract and :‘nmpvlili(m faw.

The two institutionat cnvironments under consicdersiion present different hazards to
contracting partics, These hazards are best m[lig.nn-:l using aliernative |'(‘g1||‘11<)1'}
governance moechanisms. Countries in which one government van unilaterally overturn
the policies of its predecessor, such ax Westminster Parliamentary systems, should rely
as heavilv as possible an the nstitwtional framework of contract law in which the
private property rights ol the L11i|i1_\ are as uu'vl‘uH'\' specihied ay [mq.\illlr crven at the
risk ol lost [|a~\i!ailil}, These l‘iglll.‘«‘ v then b pl'utm‘lv(l |l} the courts without
CONCeTN over |1'gulaun'\_ uncertainty. By contrast, in institational covitonments in
which the judiciary 3s fess likelv to rule againsi the government in a l)nliti( a”\‘ sensitive
dispute or one in which uncertainty is high due to corr uption or Lni\ ol competence,
judicial diseretion should he n.n'l':)\\|} delimired through the use ol a |11ghl}_' specilie
rules based approach to regulation with mubtiple checks and bafances. " In cach case
:'t'gulatm‘\ llt‘\if__]‘l] maximnizes the extent 1o which the government, aren its constella
tion ol institutional civiromment |)‘1|'.1111L‘1v1‘.~4 can provide g credible commitment not
1o ntervene in the dav to c]a\ operations ol [ ahe privatized wility,

Countries unable to provide credible commitment lllmuoh Lllh(T judicial enloree
ment o eredible |'vgu|.1lr>1'}' rules and procedures will hl\v|_\ benehit from retaining
state ovwnership of these enterprises until such commitments may be Tashioned.
Countrics able 1o draw upon hoth (vpus of commitment mechanisms require an
extension ol thix analvtic framework.

Omne must also consider variation in the transaction to be l'nglidle_ ]'(1”0\\1’113 0.
Williamson (1996), contracting bavards vary (l(‘j)vmling on the value of the asset i its
next best use (the Tevel of asset speciticity), the [Pequenes with which the transaction
occurs, the uncertaingy surrcanding the transaction and the demand for probity in
supple (0 Williomson 19993 Timiting analvsis to the st and Last considerations,
when assel specilicity is high, given 1|u m(nml)hh mature ol contracts presumed by
the behavioral assumptions ol hounded rationalit ( um-mqu} rational,  but (:|1|\
n’nmm]’b sof (Simon 1961, RSN L'mphnsi.\ in :n'iuin.ﬂ)) and <1|1|m1'l1mi~;m et
interest secking with guile” (O Williamson 1996, o 6)), the potential Tor hold ap i
market exchange increases. Above some threshold, the ]mml(ls L simiple spot nrarket
exchange will e too hrgv tor hear and the transaction will he brought under a more
lormal governance mechanism such as o long 1erm coniract, joint venrture or commaon
ownership. The demand Tor prul)il'\; imposes a cost disadvantage on private forms of
provision duc o the perception ol illicit prois or conllicning ohjectives.

Ax conlracting vosts tnerease based on transactional characteristios, the tmplicit
rvguldlnr)- contract NUCeSSATY Lo sustain the transaction in the |‘ll'i\dli‘ sector becomes
ilu'rvaxingh x'(:all}' Lo supnort. Ic'\\ and Spilh‘l' {1996) :'()m'im‘in(=|\- argue that utilities
are the prototypical high cost transaction. They provide highty ])nlmm! services (high

demand [or probityy, using technologies chavacterized by ceonomics of scale and scope
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¢small number bargaining), and requiring farge non redeplovable investments ¢high
asset specilicity). However, within the utility industry there remain 3 wide range of
differentiated transactions which vary in their transactional chavacteristios, Thus in
countrics in which the institutional environment ]‘n'm‘idvc{ little clear guit[alu'v as Lo
the c)plimal regulatory framework or for transactions in which e havards are
(‘H]n‘cid“}' high, a more microanalytic JI]JI)-hih ol the speditic transaction, the hazard i
poses and the rt‘guIatt_Jl"\ governance mechanisms avatable 1o mitigate that hazard
is called for, The I‘c)llm-ving section provides an example of the application of the above
outlined New Institutional f\|)|)|‘0.11‘h to state sector relorm im'lu:ling such a micro

analvtic analysis of the New Zealand utility sector.

A CASE STUDY OF NEW ZEALAND STATE-OWNED ENTERPRISES
Institutional background

Belore turning 1o the |1istm'}' of New Zealands state- owned chterprise reform
programme, one must understand the institutional context in which these reforms
ook place and the constraints that this placed on the government. At lirst glance, New
Zealand’s institutional cnvironment stands out as a polar case of a government
unconstrained |1}= institutions (G Palmer 19873, "New Zcealand is the most streanilined
l‘XM"I'!P]L‘ ol a Westminster ]’J.r]ia]nvmal"\; demo racy i the world” (M. Palimer 1993).
As a British colony, it inherited muck of its institutional framework frony the Hnited
Kingdmn and has modificd it o cnhance l’arlianu‘man power, l)cspilw \l‘L'I‘IH‘l}é"l'\
fimited checks on government discretion in such a system, New Zealand’s tradition of
judicial competence and independence sull offered substantial guarantees for the
sanctity of contract. Turthermore, the ]()ng history ol respect for civil service had

drawn a highly tlented pool of ccomaomists and policymakers into government.

Incentives and corporatization

In the 1981/7 fiscal vear, New Zealand’s state-owned onterprises Im)(hn'r(l P15 per
cent of that country™ Gross Domestic Product, accounted for 20,9 pur cent ol gross
fixed capital formation and represented a consistent drain on government resources, In
1984, a new Labour government entered olfice in the midst of a foreign exchange
crisis that highlighh‘(] the (‘L‘nlul"\-—]ung relative decline of the New Zealand m‘(mc__)m}.:
D espite this lnngrlcrm decline of the macrocconomy and the mounting evidence ol
microcconomic c”icicnt'f,-’ (R. H. G Palmer 1986; ]cnnings and Cameron 1987, Spicer
et wl. 199%; Birchhied and Grant 1993), wholesale reform of state owned enterprises

was by no means {oreshadowed by the incoming Labour sovernment whose platform
) } £ & !
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]1|vdgv(| [mi}' the introduction ol more market forees into government operations to
improve clficiency (Boston 19873,

Fhe Labour government's carly offorts {1984 6) were true 1o their plal[t)rm. They
reconstituted  the lrading upvl‘.\lion.\ ot g(l\'(‘rmm‘m (1('|‘Jur1mcnt\ as  state owned
enterprises with commercial objectives and incentives. The government’s aim, in the
words of one interviewee, was to create ‘companics in (lrag'. This meant giving
managers o farget rate of return and ull autoncmy on input, pricing and marketing
decisions, Managers could thus be evaluated on commuercial performanee compared
with a corporate |1|.m, Any non commercial objectives would be achieved through a
government contract with an ‘independent’ though government owned entity rather
than internally by hat. Financing would have to he obtained on the Gnancial markets
and dividends would have 10 be paid to the government sharcholder (Minister of
Finance 1985). chulatimw were streambined (Auditor General ol Canada 1994) and
free entry and competition were to be introduced where possible (Duncan and Bollard
1992,

The tinal step in the corporatization process: invelved the passage ol the State
Owned Enterprise Act in September 1986, 1t defined the prineipal objective of filteen
newly created state ow tied cnlerprises as lu'ing “a suceessful business” itselt defined

l))':

being (a) as profitable and cfficien as comparable busingsses that are nol owned by ke Crown: and (b) 4 good
empioyer: and (o} an organization thal exhibits a sense of socal respons:hility by having regard to the inferests
of the community in which it operales and by endeavoring to accommadate or cncourage these when able 10 do
50

{New Zealand Guvernmenl 1995)

Being a gmul cemployer was itsell defined by operating:

a personnel policy conlaining prov:sions generally accepted as necessary for Lhe fair and proper treatment of
employees in Al aspects of their employmen!, inciuding provisions requiring (@) good and safe working
conditions; and (9) an equal appotiunities employment progzam: and (o) the :mpartial selection of suitably
gudlilied persans Ioe appointment: and (d) opportumibes for enhancement of the abilities of ndivigual
mployees

(New Zealand Government 1995)

The State-Owned Lnterprise Act also attempted to work around the ownership
pl(:[)hnl |)\, (Idf[lll}_\ an alternate l[l()nll(lllllL' scheme 1o proxy for the absence of a
sharemarket. The typical private sector scheme was moditied under the recognition
that private sector tirms face very different incentives than date-owned enterprises,
Lirst, private firms have an incentise to lmniulr information and set dividends to
altract ])]‘i\"dl.(’ investment while state owned vmﬂ‘prisvs can also r(‘])- on g()\-‘t'rmnvnl

|‘unding. Second, private firms are more ])r()fii oriented while puf)li('h‘ owned firms
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likely have broader objectives. Thivd, the Board of Divectors aud semor Hanagemen
of private firms L}'Ilin'{lll}' have remuncration packages that are mrore correlated with
i pvrlin'm.‘mc'r than is |n)wi|1[l' i the pubilic scetor The vesulting four part ineentive
sehene attempred 1o corrvet Tor these differences by mandating information flows,
insuring action by ministers when pertormance fell boelow targeted fevels and insuring
that these performance Tevels were not set oo low, 10 inchuded annual nepotiations
between Boards and Ministers on Statements of Corporate Intent that included
perlormance targets, dividend [m|ir} and capital requirements; 1'(-:4l1]¢1r reporting
requircments b} stale owned cilerprises that induded Tormad business pans, operat
inp budgets, Board papers, accomnts, balance sheets and perlormanee measures;
procedures Tor evainating alternate courses of action to be taken by Ministers when
performance lags im]ut]ing the ]1i|‘iug ol independent consultantss and periodice revies
ol state owned enterprises o revalue assers thus insuring optimal asset manage

menl,

The impossibility of selective iniervention

Desprite vemarkable initial performance improvements causing 1 to he heralded o g

(l«‘\ign l)l'a\lkihl'(:llgh, She solution lor state owned ('Hl\'[")rl'\(“ [\h‘i\i[lLi_\ L9N7, aned
o credible third wan botween gonvernmment (I\‘]).n'im\'nl anel [H'i\dli'/.]li:)lL t'm‘])c)lxnim
tion wax nol a long term solution capable of [Jt'()\iding private sector devels ol
clliciency i the public sector, The State Owned Tnterprise Aot itscll cncapsulates the
tensions in this Qu.\l 1)1'm|i(‘lv(] l)}' property righl\ lin-m“_\ aned lu_\ l]u"i'wa\m'_\ (Cameron
aned Duignan 1984},

Ina court case decided by the LK Privy Coundil | the vequirenment that state onned
enterprises be good emplovers andd behave socially responsibly were held o he ol cqual
weight as the protitability and cliicieney objective hevalded by the povernoent. While
sharcholders or stakeholders mav place pressures on private sector fimms 1o work
towards these gt‘nvr.ﬂ |)1‘im‘1’|1l(-5, no private sector em would receive @ court mandate
theni to give equal weight 1o these objectives and a proht motive, Smularhy, o

u
o bal

lorcin
[n‘i\ah- sector hrme faces manddlm‘_\ t‘v]ma'lmg a't‘rlui:'ruu‘ul\ a5 strenuous as those
imposed onstate owned enterprises and, more tmportantly, no such e has 1o
nrgutidlv .m}thing as onerous as 4 Statemoent of ('m'lmmlv Intent. This allows the
~‘||.1n'lml(|i|1g Minister to impose dividend fevels, the nature and seope ol nperations,
the objectives ol the enterprise, accounting policies, performance Largets andd
addivional informaiion requircments. While these diverpences from private sector
practice are necessitated 1)} the (|En'|'gmu'va‘ i incentives outlined  above, l}u‘}
Ill‘l‘i"ihd!'ilr\' liisud\anldgv stale owned l‘I]lL‘I'l)I'iN(‘.\ in uympuiili:m with their ln'i\al(-
sector ('(!ml):'lilm‘s.

At this point, the debate refocused on the question ol ownership that had carlier

been set aside. There was an ing reasing recognilion Iy various covernment actors that
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corperatization was a1 second best policy solution that could PRpToLe upon the
Iu‘r‘f}n‘l‘l‘tant‘v ol government departments bot would be unlikely o approach Tevels ol
ctlicieney seen in the private sector, In Fact, opportunistic behaviour by state-owned
enterprise naagers and govermment: Ministers conspired 1o keep this system from
operating at peak elliviency.

The Controller and Auditor General Tound that the corporatized firms did not meet
the accountability requirciments established la} the Sate Owned Enterprise Act
(Controller and Auditor General 1988, 1990; State Owned boterprise Committee
F990). Managers nat surprisingly withheld that information that would be usclul in
dv\v]nping sanctions .15\!.1i11~.'1 them. Statements ol Corporate Intent were seen as
superu fal: corporate abjectives were delined in philosaphical rather than measurable
ternes the scope ol activity 1o be undertaken was \Jguﬂ_\ specitiod; and performance

measures were generally viewed as inadequaie. Reporting requirements were often

fgnored and data were withheld due 1o “commercial sensitivity' s Furthermore, this
secomd hest proxy would continue to detertorate in performance relative o the private
sector, unfess ity asscis were re evaluated pertodically by \‘xl\‘nm”} contracted
consultants (o insure against degradation or exeessive risk exposure.

Ministerial apportunism also occurred mking the torm of Je facto expropriation.
One ol the hrst instanees ol political interference in the operation ol a stateowned
enterprise occurred in the establishment of lelevision New Zealand's Statement of
Corporate Intent, Attempts 10 loree ahe inclusion ol the objective "promote New
Zealand’s culture and il]L‘Illil_\‘ were derided 1:\ 'l'l'v\l,\Lll‘_\ in the strongest P(H.\iiﬂl'

language:

[Has wonld ] edues profts, rmduse reveraes o e Crowe ediece auw assel valie ang thus centravene 1o Stats
Owiee Brierprise Aol ven e fuadamentaly, s pehoy would so corlase e gormpanys goass 13l T worl
b mpassion o as

s s perfonnacoe otjuctvely  efteclively a eture 1o he siliabon wh e prevailed under wng
fomer Broadeasting Comaary ol Mew Zealantd waee et was corfasion botween scoiai and commescial

'

5 bt CAang

phroetives and coclinomy Ay

shreeciun: g [Jl"h]”'WHTHI\?

[reasury Aralysis. ciled 1 Spicer ef al 1993)

Sinvifar CONLreversy surrounded the Tabour I'.l]'l}"h I989 campaign announcentent
lc)w:‘ring mortpage interest rates (a power >11|a|m~;vdl}‘ leldd h}‘ the unrprn'ali/.v(|
Housing Corporation) so ax "to helyp o reinforee the general decline ininterest rates”
(New Seakand Herdd 75 August 1989, citech in New Zealand  Business Rowundiable
1992y,

The most l‘grc‘ginus imJilimM intervention cocurred in 1991 when the Government
disapproved a rate inerease of 2.9 per cent contravening an carlicr agreement with the
Flectriciny Corporation of New Zealand, I the words of C1HO - John i'('l‘l]\:)ll?‘]‘t, “there
sinmy view no pn».'.\.ilailil) that any luture FONZ Board wall ACMPL Lo INCTease Prices
without full Calinet approval and backing. Fitectively, this means that clectrivity prices

are now politically controlled” (Spicer e ol 19933 This opinion was confirmoed when
| | i !
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i 1992 two .\'}1.1I‘(‘|1()](|iﬂg Ministers told 1he Board of the corporation that the
government would aceept lower rates of return to accommaodate a [ricing strategy that
would not defer econamige recovery and it wax consistent with ceonomic gr:mlh
(New Zealand Business Roundtabie (NZBRy 1992,

The Government’s commitment to provide no fmancial hailouts was also tosted and
found  wanting. New  Avaland Rail, Radio Now Zealand, Government Property
Soervices, the Bank of New Zcaland and the Development Finanee Corporation il
received  substantial cash infusions from the Government (NABR 19973, similar
bailouts and restructurings  were implemented on New Zealand steel, Hhipping
Corporation and Petroleum Corporation (NZBR 1988,

The corporatization experiment rested on the assumption that state owned
enterprises could mimic the high povered incentive seheme ol the private sector whike
remaining under state ownership, The State Owned Enterprise At .]llcmpu-c{ 10
construct a new m'gam‘/aliuna| form that would offer the numil()ring and incentive
gains provided by a sharemarket without selling shares. 1t et the benchimark Tor
camparison for perlormance at the level of private sector corporations and (-,\|1(‘(1m|
simultancous adherence to \g_[(mll L-mphn_\m' rules, social rvxpncl\ibﬂil_\ requircinents,
nore le'ingc'nl rn‘[mrling requirenients andd t':|11il}' concerns, This contlict betwern
these private and public objectives placed inherent stress on the corporatized Tirms.
Given that the state retained (!\\'Il(‘l"w‘l}i[) and that contracts are Ill‘(l\\\'.ll'ii_\' imnmp]vt('
(O, Williamson TO85 3, 00 was impossible to Tully vecrcate private sector incentives for
residual ow nrl'ahil) I‘ighu remained i the hands of the public seetor,

While these Taults would prevent corporatized enterprises from attaining private
sector levels of |)\‘1'l.()l'tll.lllc't“ I|1:‘_\ may have facilitated the provess of privatization,
])r\‘|)ilu government pronouncements that |1l'i\dli/dliu|a was Do, as sanie have clanmed
the intended gu.ﬂ [rom the start, corporatization did case the process of asser valuation

and the separation ol commercial from non commercial activities

Privatization

In the end, the argunient that ;1]1}).11‘{‘1”{'\' .\\\':l}l*tl the politicians and, |m~:.\,i|ﬂ_\; the
clectorate i favour of privatization wax one that had heen veiced carhier hut viewed
as a benelit from, though not a cause for, privatization: debt reduction. By ('muiling
the argunient i these termss, the inherent weaknesses o state ()\\Il(‘l’hhi') were
obscured - Some combination of the increasing evidence of flaws in the stare awied
enterprise model and this newly highlighted benetin ot transler 1o the private sector’
allonwed ])(mghl.\ to cross the political watershed i 1987 (Minister of Finance 1987,
Treasury 1987h)y and expand the scope of the privatizvation programne in 1988,

Fhe National Party retarned 1o power in 1990 afier six vears in opposition and
lurther aceclerated the pace of the privatization programme see Table [y while also

cxpanding upon the theoretical Tramework in one important regard. Based cither on
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Table 1: Reform of state-owned enterprises

State-owned enterprise

Corporate forms predating 1887
New Zealand Steel

Mew Zealand Railways
Corporation

Housing Corporation

Development finance
Corporation

Bank of New Zealand
Air New Zealand. Ltd

Petroleum Corporation of New
Zealand

Tourist Hotel Corporation of New
Zealand

Shipping Carporation of New
Zeaiand

Rural Bank

Corporations established under
1987 Act

Airways Corporation of New
Zealand

Coal Corporation of New Zealand

Electricily Corparation of New
Zealand

TransPowet
Government! Lite Insurance
Gorporation

Governmen! Property Services

Land Corporalion

Activity

Stee! production

Tran, bus, ferry serviges

Concessional mortgages and
renfal properties
Development bank

Trading bank

Domestic and international air
services

0t and gas production
Hatels

Shipping services

Agricultural bank

Air traffic control

Coal mining

Electricity generation

Electricity transmission

Life insurance

Government property holdings

Gavernment rural landholdings

Status and comment
Privatized (1988)

Privatized (1993), government
retains ownership of land
pending settlement of Waitangi
clainm

Approximately NZ$1.2b
mortgages privatized {1991 2)

Sold, under statutory
management (1988}

Privatized {1992)
Privatized (1989)

Privatized (1988}
Privatized {1990)

Privatized (1983-80) with partial
payback (1993)

Privatized {1985 and 1992)

State-owned enterprises (profits
of S6m in 1994)

Settling ownership issues under
Treaty of Waitangi

Slate-owned enlerprise

Slate-owned enterprise (created
1994}

Now owned by policyholders

State-owned enterprise (profits
of $1.5m in 1994}

State-owned enterprise (profits
of $36m in 1994)

§77m in mortgages sold in
1889-90
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Table 1 continued

State-owned enterpiise

New Zealand Forestry
Gorporation

New Zealand Post

Post Office Bank
Telecom Carporation

Warks and Development
Scrvices Corp

Government Gomputing Services

Government Supply Brokerage
Corp.

Radio New Zealand

lelevision New Zealand

Uncorporatized bodies
Health Computing Services

Government Print
National Filmi Unit

Communicate New Zealand

Activity

Forests and sawmills

Postal services

Savings bank
Telephone services

Civit engneering

Computer systems

Gavernment purchasing
company

National radio services

Two national 1V channels

Health computing
Printing
Film making

Putilictty services

Status and comment

S88/m of cutting rights
privatized: rest remain along with
land as state-owned enterprise

State-owned enterprise (profits
of $6/m in 1994)
Privatized (1989)
Privatized (1990)

State-pwned enterprise (profits
of $10m in 1994)

Privatized (1994)
Privatized {1992}

Slale owned enterprise (profits
of $1.6m in 1994}

Slale-owned entesprise (profils
of $33m in 1994}

Prvatized (1988}
Frvatized (1990)
Sold 1o Television New Zealand
Privatized (1990)

Sowrce: Bollard (19923 and freasury (1995

the tessons of previous gosermment bailouts or @ richer appreciation ol the hazards
imvahed, the Goverviment analvsed the potential for e posc apportunism by managers
ol pl'i\'nlin'd tnems that retained some sacial or |)<1]jli¢'.l| nlevtii\vx, Ihe government
TR |'n'ug|1i/vd that cven the transter of residual ownershipy richts could voi rentove
ali

obligations. 1t pledecd 1o create "o clear cor regnlarory framework” 1o "allow the nes
E E ! :

povernment chligations so long as the privavized corporation retaied same public
owners to plan with cortainty’ and 1o transter the responsihility for iy Goverment
policy oljectives that mig}ll have Been set Tor the businesses” (o the core public secior
(Treasury 1990, While this was an important step forwards, it failed 1o n]v\rinp a
framework that woutd .s]glmi whert such hazards are likely to be l‘\])nith_\ mportint
maphing that a return to political contrel or the cralting ol ancalternate institutional

framework should e prefeveed to privatization for some subset ol pransactions,
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The special problem of utilities

Fhe reform ol two state owned enterprises ine particular bedeviled the National
Crovernment. The Cxpericnees ol New Zealand Telecommunications and l,|v(lt‘i('it\
¢ m[ml.mun of New Zealand illustrate the tvpes ol transactions that, as ar Ou(:l by Levy
aned \I)!] er (19963, are most apt 1o create contractual hasards when m<mm/u| l|1|m|ﬂi|
the market. While most state osened enterprises were prinarily (ngtlgui in transac
ticns of low /maoderate assel speciheity (printing, propecty managenient, construction,
media, airlines, encrgy and banking), telecommunicaiions and  clectricity were
characterized l)}' NLIl)Hl.l!Hi.lH'\' greater transaction costs due to the politicized nature ol
the market, the fikelibood of small nunibers bargatning given coonomices of scale and
scope andd the need for farge non n'(h'|1|u_\‘.l|)|t‘ myestments,

Givern the New Zealand povernment’s fnability 1o commit not to mtervene inans
traclitional 1';‘g111.11¢1|‘_\ governance  structure for the utilities (2 potential de facio
expropriation by the state), private mnnu]mlim would cither have 1o be olfercd rates
or return that would vield political acrimony or be so tightly regulated as o olfer litte
c-I*Ii(‘irm'\ gain over their continuation as governoient deparuments. Debate continued
far vears after the passage ol the State Ohaned 1 nterprise Act 1986 on a breakup ol the
previously state owned monopalics that would create o competitive market that would
discipline these hrms under a lighl handed regulators approach. Partly hecause ol New
Zealand's small sive l|nng distance andd Tocal calls were routed throngh the same
switches resident in Telecom Eu‘at|({t1a|'u‘t‘~ Checasury 1989, 1989h)) and unigue
dependence on hvidroelectric power {(requiring coordination across dillerent dams,
fovies and river sastems (Flectricing Distribution Reform Unit 19913, there was the
perception that no breakup ol lelecom or Electricorp could |n' d(‘ﬁlgll(‘(] that
acecmplished these cnds,

[elecom was eventually privatized as o monopoly regulated primarily by the threa
ol competition which, in fact, did cmerge quite rapidlv Tlowever, overcapacity in
clectrical generation made the initial threat of E)nt('nlid] competition quite remote for
Flectricorp stvmicing government ellorts at privatization. n both cases| the difheultios
encountered by the government were contred on the problem ol access (o essential
Lacilitics or interconnection,

Competition Tor telecommunication services is greatly acilitated when competing
networks are able to interconnect so that users of one service have aceess 1o all other
users. However, Telecom had o strong dd\(ml.lgv inany negotiations for inter
connection as it owned the onby tocal network that reached 100 por cont of customers.
e first major entrant into the telecomniunications market, Clear Comnunications
Fud, claimed that Telecont's pricing of interconnection was neither “laiv’ nor ‘reason-
able” and violated section 36 ol the Commerce Act 1986 because Jelecom used it
market [ower anoan .mli('umpvlitin‘ manner to maintain its dominant |)I‘Hilil)l] anl
proteet monopaly rents. Tnoa case that reached the Privy (_‘num‘il ol the House ol

Lords in Tondon, Clear’s argument swas largely dismissed . [ December 1995, after
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over five years of negotiation, aninterconnecion agreement was finallv reached,
Despite the agreement, Clear continues 1o protest claiming it had no choice hut o
sign a biased accord. Bellsouth did not reach an accord swith felecom until 1998 andd
has since sold its celiular operations in New Zealand 1o Vodafone,

Policymakers faced a difiicult decision, Telecom demanded reinsbursenent Tor the
politicallv necessary Kiwi share and altowance for a competitive rate ol return on
}1ig|1|} specilic hrxed mvestment.” Clear's arguments seem equally perstasive. Telecom
can be expected to behave opportunistically and thus threaten the competitive retarns
on investment in competing infrastracture and pew services made by entrants

The Govermment did awarn that failure (o balanee these claims in private nepotiation
could Tead to a reconsideration o the light -handedd !'vguhlmr.\ approach inili.l“_\'
lvoured. In 1989, Treasury noted that as Teleomn's management favoeured privatiz
tion, they were currently on their best behaviour. However, while cureent inger
connection proposals scemed Yair aned reasonable’, thev were “uniested by aetual
operating experience’ (Treasury 1989, emphasis in m'igilmi;, 'l‘|1m|gh inili.‘l”_\ hnln-lkul
that further action would be annecessary, the Govermment, Trustrated by the lenpihy,
acrimonious and l):)li[ica”_\‘ (]amaging negotiation process, published a barely veiled
warning to Jelecons in August 1995 o expedite the process. That document lailed o
reach a conclusion regarding the nwerits ol a revision 1o the existing rrgulatm‘_\
structure but did call for public comment on the matter and promised to evaluate ity
options surrounding ‘price restraints on access or intercomicction to the natural
i]l()nu|ul|_\ |l.|('i|il}" {Treasury and Ministry of Commerce 1995). Despite the signing ol
aninterconnection agreement by Clear, the final outcome of this debate s sull
uncertain, The lmlili('.ﬂ CONLTOVeTsy \'Lll‘l'nunrling the m‘gnlidlic)ns demonstrates the
hazard of opportunistic manipulation ol the political process by hoth entrants and
incumbents even in a ]ighl-hamlv(l |'ng1Lu()|"\_' r(‘gim(',

Dyespite the I(mg-slanding interconnection battle, New Zealand Teleconmmmumnications
was privatized and does now compete with Clear and Vodalone in long distance and
some local markets, The reform of the former Electrivity Division ol the Ministry of
Lnergy took an almost entirely converse course. While reforms in the sectors of
clectricity supply and  disivibution have been hmpressive, proposals 1o create a
competitive generation scctor in private hands have only been acted upon in the past
few months.

The centre of the controversy was, again, interconnection o the transmission
network . Given the lack of potential private competition, the government attempted
to at least avoid the concentration ol monopoly power of generation and transmission
in a single entity by establishing a private club ownership for the national power gritl
divided hetween gencrators, distributors and, under some proposals, private investors.
However, due 1o concern surrounding the market power held by the dominant state
owned generating company, the distributors resisted and  uliimately  succeeded in
defeating this reform proposal. Reform clforts did not begin again in carnest until

.\'.upply shnl'mgx.‘s in the summer of 1992,
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Since then, substantial progross has been made in the retailing or local .\u!)pl_\' sector
and i the creation Tor a spot narket for t‘]t't'tl'i('il}'. The |'m'l'\' cig}ll local Flectrical
Supply Authorities (ISA) were corporatived G 1993 with the intent that they would
he privatized . In 1994, ECNZ's high-voltage transmission business was st'lmrdl.a-c! into
an in(lt‘pvrulvnl state owned l']lll‘l'pl‘i‘-&(‘ with the intention ol ('rmling 1 omimaon
carrier lor o competitive generation sector, As ol 1996, despite the Tact that ()J\L\ nine
ESAx had sold even a minority ol their shares to customers with control remaining
with the local council or a connmunity trust and that generation remained a state
owed tx|ig(:])<)|} (30 per cent af HONZ'S generating capacity lmving been split off 1o
form the independent state owned enterprise Contact that was |1|'i\'Jli‘/L‘(| in Ma
1999;, the desired competition had begun to emerge.

Sinee 1994 all customers have had the right to purchase cleetricity from any supply
company. In that same year, the Flectricity Marketing Company (EMCO) was set up
as a joint venture between FONY, Trans Power and the naticnal association of T'SAs
with the task ol creating a w holesale market for L'Il‘Lll'iL'jl}‘. I'he institutional (|vsign al
EMCO incorporated many lessons from the failed attempt to set up a club (me‘rshi}')
of the transmission gl'iti. Voting ;'ighls are divided cquallv hetween buyers and sellers
to relieet the fact that, unlike financial markets, marker participants tend 1o play one
or the other role but rarely hoth, Neoane entity is ])('l'lnilt(‘d more than 45 per cent
of within class voting sharex so although EONZ has 77 per cent ol the generiding
capacity it has 45 per cent ol producer votes equal to the share of Contact which has
22 per cent of national generating capacity. Furthermore, 2 majority of hoth buyers
and sellers is required to pass any changes in the roles regulating the market,

[nitially, EMCO focused on transparency in price setting b'\‘ |)ubliﬁhing \\’t‘(‘i(l}'
uprl.alun on the process tsed lv)- FONYZ 1o determine prices. In 1995, the cap was
removed on the spot market for clectricity and gosernment support for a |ighl handed
r('gu];itm‘}' Appl'(m('h was reiterated. Since | October 1996, prices have been set h} a
compuler based lra(ling and information system (I(‘\'l‘lf)}]L‘({ lrom the |k1r('ign l'xrhang('
room system used by major banks around the world based on hids between huyers and
sellers Tor 30-minute blocks of electricity at 200 entry or exit points along the national
grid (Bollard and Pickford 1996). A recent study by Bergara and Spiller {(1997) using
data disclosed under the light -handed regulatory system finds that relatively high cost
NLI}JP“L‘[‘S in urban or industrial arcas tend 1o distribute the L‘I(':('lri(tit}f ol others
suggesting that market torees are ha\-ing an important impact 1‘0latiw‘l}' rapidl_\-’.

The distinet reform paths taken by these two utility sectors under comparable
institutional regimes ol light-handed vegulation highlight the importance of transac-
tional characteristics to the determination of an optimal regulatory  governance
mechanism. In the case ol cleatricity, despite the difficulty in tansferring the
generating sector Lo private control, interconnection was achieved with little acrimony
and a functioning spot market for power has developed. By contrast, despite the
emergence o a competitive telecommunications service sector, interconnection

remains highly contentious. Dlectricity may have proceeded further due to the
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homagencous nature of the product that creates more reciprocity hetween different
network  ovwners and cases the burden of inlormation disclosure requirements.

Additionally, after corporatization and deregulation ol the frty cight Blectricity
supply Authoritios, there existed g comypretitive downstream inarket. By contrast,
tefecommunication services are heterogencous, bundled and sold divecth 1o the
consuner avross o participant owned and currentdy monopoelistic infrasirecinee,

In hoth cases, alter substantial i|u‘|.1}', trial and crror and acrimony, prices were
reduced, servive T'L‘Iialll]il_\ iml)m\ul and competition enhanced, I)I'Ugl'l‘\ﬁ in competi
Lion was areatest where ;unli‘m'liﬂg costs woere minimized, Tor transactions in winch,
due o lr('hnuh]gi('.]l ar pufilirdl constraints, sl numbers baruaining over e
retgros onnon redeplovable assets was subject to political ntersention, progress awas
imited. By contrast, where campetitive suppliers: could cerge and satepuard the
hasavds in their ('x('h.mgv t|ar'1)1|§ih coniract or reciprocal arrangements, gains were the
greatest, [U s not prw‘ihlv, in hinti.\ighl‘ Lo assess whether more or better reforms were
heorctically possible but only 1o compare feasible alternative institutional stroetures,
Given gains 1o consumer and producer surplus in hoth sectors (Boles de Boer and
Frans 1994 Culv er a0 1996y since 1984 and likely gains of dynamic clhicieney, then

is hittle doubt that New Zealand suceeeded an this score

CONCLUSIONS AND FURTHER APPLICATIONS IN THE INTERNATIONAL
CONTEXT

The New Institutional Approach to state sector relorm presented above alfows Tor o
betler un(lm'\'latl(lmg ol the successes and failures of New Zealands state owned
t'lllt‘]'|11'i.\:k‘ reforms as well as the construction of a set ol yecommendations for [uture
relorm ellores. Until the 1993 clectoral reflorm, New  Zealands LOVEITIENT was
constrained frons arbilrary or opportunistic behavicur only By the independence and
professionalism ol the iuciiridr'\', the strong administratve capabilities of the civil
service and informal societat norms that constrained cxcessive behaviour. While such
a lramcwork offered substantial guarantees against J['bllr.n'}‘ administrative or judicial
expropriation ol privaie assets, legishined retorms Tacked credibiling due 1o the case
with which the Present or dim futare government could overturn [rast law.

The extended AgeNCy 1|n-t)|"\r|unv(| cxperiment with corporatization ol state owned
enterprises, despite initial clliciency gains, failed 1o vield private sector Tevels ol
t‘“ili(‘lll"\' or produce the sustained (|}-’1'\.1mi1‘ r!'hl‘ivm_\ gains hnpul lor, Political
intervention became im‘l'm\‘ingl) common and disclosure standards frequently evaded.
In response 1o these \‘.|‘|:)1‘1:‘<)ming> and new theoretical msights from the property
I‘ighl\‘ Sk‘ht)()l, state owned L‘nlt‘l'l)l‘i\'t'.\ that were seen as ()in‘i'ulinf_i i <()rll|u‘1.ili\i‘, o
at least contestable, markets were privatized while the remainder were I)l‘nug]‘nl Back
under increasingly direct state control (see Tfable 1y I those cases, such as public

utilitios where contracting costs were extremely hich, regulators povernance was
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structured  arouned fight handed  regimes that teok advantage ol New Zealand’s
independent judiciary and minimized the dangers of regulatory uncertainty posed by
its Westminster Parlianientary regime.

However, consistent with the lessons ol transaction cost cconomics, the type ol

egulatory apparatus that was m]ul)lwl differed substantiallv between the ele

communications and clectricity sectors based on the unique 1('(|1r|()|ngi(‘a|, market and
|u1|ilirnl characteristios ol the two industrics. Animportant lesson from this application
ol the New Institutional Approac h to |1lll\|i( sector rodorm s the necd for o careful
microanalyviic anabisis ot the hazards 1o market exchange and from E)r)iititnl inter
vention that characterize a specific |‘vgu|=11c':| illlhlﬁl!"\' priov 1o the proposal ol a specilic
sectoral reform programme. Net nl]|} will the ru‘gui.llm'\ governanee mechanisin
ditior substantially across countrivs based on the fnstitutional cnvironment bt it will
also vary within a country across industries hased on the specific hazards faced
market exe han\gr.

In a broader international context, the New Tnstitutional Approac hoto |]Lll)|i\' seclor
reform developed here predicts that countries with relatively independent judiciaries
[yt |'vl.'1li\‘t*]}' few formal constraints on executive .mlhm‘il}‘ will n-|§ an iighl-lmmlv(l
regulation. Several recent case studhies on the privatization of \‘|u‘(1|‘i1‘it_\ and tele
conununications hems suppert this claim. Spiller and Sampson (1996) and Spiller and
\"(agc-lw.ilag {1996) document the ase ol contract law as a |'vgu|.1lur}' mechanism for the
like New

Zoealand, possess Westiminster stvle Parliamentary democracies with relatively inde

telecommuunications sector i Jamaica and  the United Kingdom which,
pendent and autenomous, i1 circumseribed | judiciarics, Similar results are reported h\
\L‘\\|lt'|’) and Green (19963 Tor electr ity In the United }\1|1<'(|(:m and il\ H]a]malwm
(1996) in Norway, Sweden and Finland, Countries with less ||1\:'|0pt () |u<11(|1| systenis
but a stronger sl ol checks and Balanees against exccutive discretion will tend 1o rcl}‘
an highly spedibie regalatory vades and procedures. such s the case dor tele
communications {Galal 1996, THIE and Abdala 19963 and \‘h't‘lt'il'il) (Heller and
MeCubbing 1996) in Chile and Argenting L'l'hl)(‘('li\l‘]}',

Countries lacking botl commitment mechanisims are not expected 1o secure
sucecssiul privativations in high transaction cosiindustrics unless they ofler rates of
returns So |1ig|1 as to themselves raise concerns rvgdrc]ing the political s‘u.&hlilml)i“l'\ ol
relorms. Most bast and South Asian ceonomies fall in this caregory and have tended 1o
he  characterized |1}' acrimonious :'rm-gnli‘llinn ol contracts with private sector
providers carning what are perceived as supernormal protins thoron in India, the use
A buoild ownetransfer contracts that leave mest ol the non conmercial risk in the
hands ol the governnient (Philippines and Malavsiay or continued state ownership
{Korea and Taiwany.

While the bencfits of privatization have been well chronicled in numeraus
qualitative and quantitarive emipivical works, the appropriate frameswork for vegulators
governance  of industrics with bigh contracting costs remains relatively poors

undersiood. Tevy and Spiller (1996) posit the conrality of jucticial independence while



368  Public Management: an international journal of research and theory

Lteller and MeCubbins (19963 stress |‘vgulalm‘§ cules andd ])l'lu't‘(hll'c'i, The New
Zealand case study olfered here provides additiona] evidence that ar feast two
alternative Imths 10 rvguhilm'y commitment hkely eaist. Countries with relative
.|<|\‘.ml.1gvs' i judicial independence should rely more heavily on competition law while
those institutional environments with more Tormal internal checks and balances on
excoutive diseretion may heneht from (f('\'u‘]npmg Ix‘gllthm'} rules and procedures tha
t'fll'l‘flLli]‘\. delimit the range ol exceutive and Judicial diseretion. In cither case, a
microanalytic locus on the sourees of havards in market r\rlmngr i ru]uirvd [rior to
the ('1';1|'U'ng of a4 public scetor relorm programme that gets the prives, incentives,

property I'ié_{}]l\; aned grvernance mechanisns right.

ACKNOWLEDGEMENTS

Thanks to over [in‘t_\ New Zealand |)t)|ilin'§:u1\., |1(J|il')'llT.]i(l']‘\ and business leaders swho
consented 1o vet another interview discussing Noew Zealand’s reforms. The article has
benehtied  from the comments of Oliver Willlamson, Pablo S’)i]lcr and  seminar
participants at UL l’.t*i‘]«'h'_\, the General Accounting Ofiwe and the Universisy of
Canterbury (N7 Any mistakes ave the responsibilite of the author alone. Funding tor
the project was [)1‘:)\'i||vtl |1) the Institute ol J\'l.nmgvnn-nl‘ Innovation and ()t'gam/a
tion, Ameritech, the Hl'adlm'} Foundation and the Pacilic: Rim Program at the

University of California.

NOTES

| Sew U3 Williamson (19915,

Tor a broader Iu‘!\\]u‘(li\w ot e recent elormes see boans o al (19907

3 Sehwarty o el 01994 make o Josely related araament in claiming that legislitnres wonld wan
o prass highly specitic vules versos more general Jorlations shen el prefercn e are
mtense, Judicial uneeetainty s high or e cost ol reserang the coures is g

i From 1370 o 1966, New Zealand vanked among the top e cownries oo the world i Gl
per capita and was among the top three e most of those vearss By 198480 had tallen o
lourtcentl and wounld continue 1o drop te seventecnth o 1991 st abwad ol Spain, Lreband anid
|'iJI'llII‘:_"‘1.‘ who, ur 1870, Lad P ;Apil.ll inconne |'nu;_lhl_\ halt shat of New Zealand 1 8addison
14945

1 Note that the staie’s balanee sheet l)ll]} i:np!m\'.\ atter g privatization il the SIRARI LR TR TE
mere eilicient nuger of e assets than the public sector, Both an asset and Habalite are being
removed From the government’s accounts. Onbe it the sale price exceeds the discounted
present value of the rents Brone continned state osvnership will privatization aid in delst
reduction

f lebeeom has claimed that 1 contines 1o provide a0 N2 1000 200m Cross subsidy te Loceal aceeas
from business and interwational tofls (Urook 19957,

K Fhe shilv o to o mixed member proportis il svsiein clinninateed e cortially ;umr.ullu-ci \mlx_:l‘

parts majoriey prosided by e Weestminster sostem, ronically the ew Parliomsent, though
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likely amable 1o push trough substantial oo reliarms, will also have

ar dithieulty in undoing

prior reforme leading to an eoshrinenient ot the stats quo
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