POLITICIANS AND FIRMS*
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We present a model of bargaining between politicians and managers that
explains many stylized facts about the behavior of state firms, their commercializa-
tion, and privatization. Subsidies to public enterprises and bribes from managers to
politicians emerge naturally in the model. We use the model and several extensions
to understand why commercialization and privatization might work, and what
forces contribute to effective restructuring of public enterprises. We illustrate the
model using examples from several countries.

1. INTRODUCTION

Economists traditionally view public enterprises as curing
market failures [Atkinson and Stiglitz 1980]. Public enterprises
are controlled by governments maximizing social welfare, and
improve on the decisions of private enterprises when monopoly
power or externalities introduce divergence between private and
social objectives. Public enterprises are productively efficient, and
charge prices that more accurately reflect social marginal costs.

This view of public enterprises is hard to square with a large
body of empirical accounts of such firms, in market, socialist, and
mixed economies (e.g., Vernon and Aharoni [1981] and Donahue
[1989]). Observers of such enterprises stress two features inconsis-
tent with the conventional view: public enterprises are highly
inefficient, and their inefficiency is the result of political pressures
from the politicians who control them. Examples abound. Most
public enterprises are encouraged by politicians seeking votes to
employ too many people. Thus, ‘‘operating costs at Europe’s [state]
airlines are 48% higher than at America’s [private ones],”’ primar-
ily because of excess employment [The Economist, February 5,
1994]. Some plants built by state companies, such as the Italian
state-owned steel giant ILVA near Naples, never produce any goods
and only put people on the payroll [The Economist, January 22,
1994]. Government agencies providing municipal services in the
United States typically employ 20 to 30 percent more people for a
given output level than do private contractors [Donahue 1989].
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The beneficiaries of the excess employment are often political
supporters of the government, who value these jobs because they
pay more than market wages. In Greece all employees and not just
top managers of public enterprises turn over when an opposition
party wins an election. In many American cities, such as Chicago,
most city jobs are patronage jobs [Royko 1971]. Donahue [1989]
presents evidence that government employees in local municipal
services in the United States are both less productive than their
private counterparts and better paid.

Excess employment and wages in public enterprises are not
the only source of political benefits. Public enterprises in many
cases produce goods desired by politicians rather than by consum-
ers. For example, the decision to produce the Concorde rather than
a jetliner with a broader market appeal was made by the French
politicians despite the evidence that the demand for the Concorde
would be low [Anastassopoulos 1981]. Credit Lyonnais, the giant
French state bank, lost billions of dollars making dubious loans to
the friends of the socialist party [The Economist, April 9, 1994].
Public enterprises are also frequently asked to locate their produc-
tion in politically desirable rather than economically attractive
regions. Thus, Italian state firms are told to build production
facilities in the South, the bedrock of support of the ruling
Christian Democrats [Martinelli 1981]. Renault, Airbus Indus-
tries, and Aeroports de Paris all chose locations that pleased
politicians rather than locations that minimized costs [Anastasso-

' poulos]. More generally, a substantial body of empirical evidence
documents both the superior efficiency of private firms relative to
comparable public firms [Lopes de Silanes 1993; Mueller 1989;
Vining and Boardman 1992], and the improvement of efficiency
after privatization [Kikeri, Nellis, and Shirley 1992; Megginson,
Nash, and Van Randenborgh 1994]. The examples presented above
suggest an explanation of this evidence, namely, that public
enterprises pursue political goals.

Nor is it often the case that public enterprises cure market
failures. Far from dealing with externalities from pollution, public
enterprises are often the worst polluters, as the sad experiences of
Russia, Romania, East Germany, and other countries of Eastern
Europe illustrate [Grossman and Krueger 1992]. Some public
enterprises charge prices significantly below marginal cost to win
political support, as underpricing of railroad services in many
European and Latin American countries and cheap food policies in
Africa show [Bates 1981]. In the case of food pricing in Africa, the
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beneficiaries are the relatively rich and politically active city
dwellers, and the losers are the poor and politically inactive farmers
[Bates]. Such pricing policies are strictly regressive, contrary to the
view that public pricing redistributes income to the poor.

In this paper we continue the research started in Boycko,
Shleifer, and Vishny [1993, 1994] and focus on political consider-
ations to study both public enterprises and private enterprises
subject to political influence. We describe a game between the
public, the politicians, and the enterprise managers. We assume
that, because the public is disorganized, politicians cater to interest
groups, such as labor unions, rather than the median voter (see
Olson [1965] and Stigler [1971]). We also assume that the relation-
ship between politicians and managers is governed by incomplete
contracts, so that residual rights of control rather than incentive
contracts become the critical determinant of resource allocation
(see Grossman and Hart [1986]). Under these assumptions we
derive implications of bargaining between politicians and enter-
prise managers over what enterprises do. In particular, we focus on
the role of transfers between the public and private sector,
including subsidies to enterprises and bribes to politicians.

An alternative approach to these issues is to focus on asymmet-
ric information and incentive contracts. This approach has been
pursued by Dewatripont and Maskin [1990], Schmidt [1990],
Laffont and Tirole [1993], and Banerjee [1994]. We believe that
several new and empirically valid insights can be derived by
focusing on the distribution of control rights.

Section II of the paper presents a simple model of a firm that
can deliver political benefits to politicians. We distinguish such
firms based on who owns their cash flows (the Treasury or the
private shareholders) and who has control rights over employment
(the politician or the shareholders). Subsidies to firms from the
Treasury, and bribes between managers and politicians emerge
naturally in our model when politicians and managers bargain over
the allocation of resources.

Section III solves the basic model. It begins with an irrelevance
proposition: with full corruption the allocation of control rights
and cash flow rights between managers and politicians does not
affect either the efficiency of the firm or the transfers it receives.
This result implies, in particular, that with full corruption, neither
commercialization nor privatization matters. The irrelevance propo-
sition raises the basic puzzle: how does private ownership make a
difference? After all, politicians are interested in influencing both
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private and public firms to deliver political benefits and can use
subsidies to convince private firms to deliver these benefits. In
principle, there is no magic line that separates firms from politi-
cians once they are privatized.

Section III begins to address this puzzle by also discussing the
case with no corruption. In this case we establish several empiri-
cally plausible results. First, managerial control leads to more
efficient resource allocation than politician control. Second, corrup-
tion under plausible circumstances improves efficiency. Third, as
long as politicians maintain control over firms through direct
public control or regulation, privatizing cash flows reduces effi-
ciency and increases corruption. Fourth, economic stabilization
can promote restructuring through hardening budget constraints
of all firms.

The assumption of limited corruption does not fully eliminate
the counterintuitive irrelevance results. Even without bribes, the
allocation of cash flow rights remains irrelevant once control is
turned over to the manager. Thus, while corporatization matters
without corruption, the puzzle of how privatization makes a
difference remains. To address this puzzle, in Section IV we
introduce a ‘‘decency’’ constraint that limits subsidies to profitable
firms. We show that, for profitable manager-controlled firms,
increasing the managers’ cash flow rights reduces excess employ-
ment. That is, privatization and not just corporatization stimulates
restructuring. The model implies that potentially profitable firms
are the best candidates for privatization, because they restructure
after privatization, whereas unprofitable firms continue providing
political benefits in exchange for subsidies.

In Section V we ask what determines the government decision
to relinquish control over enterprises or to privatize their cash
flows. In our model, politicians never want to relinquish control
over firms. They also do not like high management ownership of
firms with significant managerial autonomy. However, politicians
in control prefer private to public ownership of cash flows, since
higher private ownership enables them to extract more from
private shareholders through excess employment and bribes. To
explain why some politicians give up control, we need to make
taxpayers’ interests more active, since politicians responsive to
taxpayers are interested in privatization. The model sheds light on
patterns of public and private ownership and control across
countries.

Section VI concludes.
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II. A MoODEL

We begin with a very simple model that enables us to analyze
political influence on firms. There are three players in this model:
the Treasury, the politician, and the manager of the firm. We make
the first player passive, while the second two bargain over the
decisions of the firm. In this model, we do not distinguish between
the manager and the shareholders of the firm, and assume that the
manager serves the interests of shareholders.

Denote by L the unneeded employment of the firm, or
employees in excess of what are needed to efficiently produce its
output. Assume that these extra employees produce nothing. Let w
be the wage of each of these employees. Presumably, w exceeds the
(effort-adjusted) market wage since otherwise being a redundant
worker is of no value to that worker and hence to the politician.

Suppose that the politician derives political benefits from
excess employment L with a dollar value of B(L). The excess
employees may be union members, and the politician may want the
support of the union. The employees may restrain from rioting if
hired by the firm, or even offer their services in suppressing other
rioters. We could more generally assume that the politician bene-
fits both from excess employment and higher wages, and so write
B(L,w). In that model, the wage is endogenously determined. We
could not obtain substantial additional insights from the more
general model.!

We assume that the firm earns profits  before it hires any
extra employees. Fraction a of this firm’s cash flow is owned by the
manager and outside shareholders (who are viewed here as the
same), and fraction (1 — ) is owned by the Treasury. In a publicly
owned firm, a is close to zero; whereas in a private firm, a is close to
one. We treat a as a continuous variable rather than distinguish
sharply between private and public firms.

In the game between the politician and the manager, the
politician generally wants the firm to employ some extra people L
since he derives political benefits B(L) from excess employment. To
persuade the manager to do that, the politician can subsidize the
firm, i.e., make a transfer ¢ from the Treasury to the firm. Such

1. The relevant political variable need not even be employment. For example,
politicians might benefit from low food prices charged to their constituents, as in the
case of African dictators who keep down city dwellers’ food prices to avoid riots
[Bates 1981]. Even more generally, the political variable can be something socially
good, such as low pollution, in which case the model can accommodate social
welfare-maximizing politicians.



