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Abstract 

We study the choice of a maximizing Bureaucrat over privatization policies and their effects on 
consumer welfare in a transition economy. We study a Bureaucrat whose objective function is 
maximizing a surplus budget subject to the constraint of staying in office, and a Bureaucrat 
who maximizes popularity/consumer welfare subject to the constraint of a balanced budget. 
Other things being equal, both types of Bureaucrat will privatize the sector (firms) with the 
least market power and the most subsidy first. This is the "cheapest" way to privatize state- 
owned enterprises. Also, it is shown that it is relatively easier and faster to privatize in a less 
democratic society. 
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1 Introduction 

Because of the universally recognized deficiencies of state-owned enterprises compared to private 
enterprises, there is almost no controversy over the necessity to transform central-planned 
economies into market economies. The controversy lies in how to perform the transition. In 
this paper, we study the impact of privatization policies on consumer welfare, the consumers' 
preferences over different privatization bundles, and hence, what policies will be chosen by 
politicians with different objectives and under different political institutions. In particular, we 
study which kind of enterprises they would choose to privatize first. 

In the past few years, socialist countries have tried different routes of transition from central- 
planned to market economies. There have been two types of transition policies: a "big-bang" 
policy of rapid and thorough privatization through a comprehensive plan, as practiced in most 
of the Eastern European countries and Russia; and an evolutionary policy, chiefly employed 
in China, where economic reform has been introduced step-by-step over the past decade1. 
Both types of policies have had rocky transitions. The transition period is usually marked by 
substantial price increases, imperfect competition and a fluctuation in people's living Standards. 
Most of the time, these characteristics are the result of certain features of the old planned 
economy. Studying the mixed effects of the old and new economic and political institutions 
during this special period reveals the influence of different policies, especially the sequencing 
of policies, which can have a substantial impact on the reform process as well as on people's 
living Standards. 

Debates over privatization policies among economists of socialist countries usually focus on 
the sequencing problem, i.e., how to find the optimal sequence of privatization so as to mini- 
mize the problems charaeterizing the transition period.  The sequence suggested and practiced 
in these countries roughly follows the size of different sectors2: rapid privatization of small 
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of NASA to the Program on Organization Design (PrOD) is greatly appreciated. All remaining errors are my 
own. 

'See John McMillan and Barry Naughton (1992) for a detailed comparison. 
2See Yining Li (1989); Hans Blommesteine and Michael Marrese [ed.],(1991), p.]5 and p.23 
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businesses first; establishment of a social safety net; demonopolization; privatization of medium 
state-owned enterprises; and last, privatization of large state-owned enterprises. 

Despite the heated discussions and various experiments over sequencing, there is virtually 
no theoretical work on sequencing. Most of the privatization literature concentrates on the sale 
mechanisms3, ownership and incentives4, the regulation of privatized firms5, and the problems 
of the transition period6. In particular, there is no formal model in the privatization literature 
that incorporates the influence of politics on privatization policies. We need to remember that 
politicians are the ones that choose the privatization policies. Therefore, it is important to see 
what kind of policies a maximizing politician would choose under different political institutions. 

In this paper, we set up a model to test the rationale of the sequences suggested above 
by economists of central planned economies and to study what kind of sequence a Bureaucrat 
with different objectives would choose. Section 2 introduces the setup and basic assumptions 
of a highly simplified transition economy and a Bureaucrat, a simplified representation of the 
political Institution. In Section 3, we analyse the problem of the consumer, the firm and the 
Bureaucrat respectively. We consider two types of Bureaucrats: one who maximizes the surplus 
budget subject to the constraint of staying in office and one who maximizes popularity/consumer 
welfare subject to the constraint of a balanced budget7. In Section 4, we present the main results 
of the model: other things being equal, both types of Bureaucrat will first privatize the sector(s) 
which have the least market power8 and which receive the largest subsidy. Also, we show that 
it can be relatively easier and faster to privatize in a less democratic society. Finally, in Section 
5, we discuss the limitations and possible extensions of the model and conclude the paper. 
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