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S in most developing
countries, privatization
is a much debated subject

in Bangladesh. However, while
miiny developing countries
have moved fast, despite such
debates, to privatize state-
owned enterprises, Bangladesh
has been relatively slow in
privatisation. There is some
irony in this for Bangladesh
was one of the pioneers in this
area. Long before Thatcher had
made privatisation a household
word; and long before the
lransitional economies
initiated a massive experiment
with divestiture. Bangladesh
embarked on the path in the
mid seventies, with significant
privatisations in the early
eighties.

The slow speed notwith-
standing. a large number of en-
terprises, across several indus-
tries and of varied sizes, have
indeed been privatized. What
have been the results? There is
now a growing literature on this
subject addressing several key
questions: how have enter-
prises performed after privati-
zation, has efficiency in-
creased, has production gone
up, and what has happened to
the workers? The findings are
mixed: while some enterprises
have done well, others have not.

One could debate the quality
of the studies, the rigor of the
analytic methods used and the
appropriateness of the conclu-
sions drawn. We could argue on
what constitutes appropriate
indicators of performance and
how to evaluate performance
changes when there are im-
provements in some dimen-
sions and deterioration in oth-
ers, Measuring performance is
not easy, interpreting the mea-
sures is even more ditficult.

It is thus no surprise that
different people have read dif-
ferent things in these findings.
Some see the specter of de-in-
dustrialisation in the fact that
some enterprises have actually
closed down after privatization.
But others, noting that the clo-
sure of intrinsicall{ inefficient
enterprises actually benefits
society by stopping the wastage
of valuable resources, see this
as a success of privatisation.
Some look at the poor loan re-
payment performance of some
privatized entlerprises and con-

HE term "financial sector
Tre[‘nrms" s a euphemism

for "financial
liberalisation” which the
Brelton Woods institutions
have been advocating for Third
World economies, and which a
host of them as well as former
socialist countries like Russia
have actually adopted. The
essence of linancial liberalisa-
lion consists in three sels of
measures: [irst. to open up a
country to the [ree flow of in-
ternational finance: secondly,
to remove controls and restric-
tions on the functioning of do-
mestic banks and other finan-
cial institutions so that they
gel properly integrated as par-
ticipanls in the world financial
markets: and thirdly, to pro-
vide autonomy from the gov-
ernment to Lhe central bank so
that its supervisory and regula-
tory role vis-a-vis the banking
seclor is dissociated from the
political process of the country,
and hence from any account-
ability 1o the people. To be sure,
not all these measures are im-
mediately contemplated or de-
manded, bul they represent the
ultimate goal of financial lib-
eralisation, which may be ush-
ered in by stages.

The Bretton Woods institu-
lions contrast financial liber-
alisation with what they call
'financial repression”, that is,
the regime which was erected in
India in the post-Independence
period. What this regime visu-
alised was a subordination of
the financial system to the per-
ceived needs of economic devel-
opment. To this end. interest
rates were kepl low; banks and
financial institutions were re-
quired to hold government se-
curities up to a certain per cent
of their total liabilities (the so-
called statutory liquidity ratio),
permitting the easy sale and
cheap servicing of public debt:
credil was directed to priority
sectors, including especiall
agriculture; the Reserve Ban
was retained as a part of the
government and hence ac-
countable to Parliament for ils
actions; banks were nation-
alised to ensure that they did
not shirk their social obliga-
tions and established branches
all over the country; strict con-
trols were exercised on capital
flows into or oul of the country:
and of course a fixed exchange
rale with no current or capital
account convertibility was
maintained,

There were no doubt prob-
lems with this regime, arising
from the fact that the economy
was experiencing capitalist de-
velugment, and hence the credit
needs of vast masses of small
producers and even small capi-
talists could not be met cheaply
from institutional sources. But

within this overall constraint,
the logic of the regime was to
make the financial sector serve
the needs of development,
which. it was believed, necessi-
tated its three main features,
namely, its being anchored to
the national economy and de-
tached from world financial
flows; its being obliged to give
precedence to production over
speculation for which it also
had to observe controls on the
rice and direction of credit
Fnut that speculation did not
thrive but the objective of the
regime was to control it); and its
being accountable to the people
via the government.
The purpose of financial lib-
eralisation is to reverse all
these features: to detach the fi-

clude that privatisation was
pre-mature; others, noting that
the banks whose loans are de-
faulted are largely state-owned,
argue for more privatization,
encompassing both the real and
the financial sectors. Some
look at the poor tax payment
record of some privatized en-
terprises and question the ra-
tionale for privatisation; oth-
ers see a weak tax administra-
tion as the root problem and ar-
gue for greater privatisation, so
that the government can con-
centrate on- the really core
tasks, such as improving tax
administration.

The fact that some priva-
tized enterprises in Bangladesh
have done well while others
have not should come as no
surprise to those who have
monitored post-privatisation
performance elsewhere. Varia-
tions in performance are com-
mcn, both across and within
countries. Much evidence from
middle- and high-income mar-
ket economies indicates that
the results of privatization are
generally, indeed highly posi-
tive; but such gains are not im-
mediately apparent in a num-
ber of countries, in particular
those that were once part of the
Soviet Union and a number of
other low-income countries.

Here, the changes in owner-
ship per se have not always led
{o the expected improvements,
at least not fast enough. Prob-
lems faced by enterprises after
privatization, and their spill-
over effects on the rest of the
economy, have thus become a
matter of concern and the de-
bate is now focusing on how to
deal with the post-privatization
problems. Should this task be
left to the market? Is there a
role for government and, if so,
what exactly is it? Should gov-
ernments focus on further pol-
icy and legal reforms or should
it also make arrangements for
providing direct support to en-
terprises? In country after
country, especially in the ex-
socialist countries, policy mak-
ers and others are now debating
these issues.

In Bangladesh too, we need
to focus more attention on the
post-privatization problems
faced by enterprises. All this
debate on privatization in
Bangladesh seems to have ne-
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There is now a growing literature on this subject
performed after privatization, has efficiency increas
workers? The findings are mixed: while

addressing several key questions: how have enterprises

ed, has production gone up, and what has happened to the
some enterprises have done well, others have not.

glected one important set of

‘questions. If privatised enter-

prises are not doing well, why is
it so? What is constraining
their performance? What fac-
tors determine post-privatiza-
tion performance? Answers to
these questions will let us eval-
uate better what is needed to
improve post-privatisation per-
formance. Indeed. as many
problems are common to all
private enterprises, privatised
or not, we will understand bet-
ter what is required to improve
performance of the entire pri-
vate sector. Thus, if we are
committed to private sector-led
growth, it is urgent that we ask
these questions,

Enterprises, privatized or
not. often need to bring about
changes in their operations.
Declining demand for tradi-
tional products may require the
elimination of obsolete product
lines and the introduction of
new products. Greater competi-
tion may demand improve-
ments in preduct quality and a
strengthening of marketing
functions. The presence of sur-
plus employees may necessitate
retrenchment. An unsustain-
able financial structure may
warrant financial restructur-
ing, such as debt-equity swaps
or rescheduling of debt, And
improvements may be needed
in the accounting and manage-
ment information systems to
enable better monitoring of en-
terprise operations. In brief,
enterprises often require re-
structuring to remain competi-
tive and survive, il not expand,

This is especially true for
privatised enterprises. State-
owned enterprises are usually
slow at bringing about neces-
sary changes in their opera-
tions; indeed this is a major ar-
gument for privatization. The
result: they are often saddled
with many of the problems
mentioned above, such as ex-
cess workers, obsolete products,
improper financial structures
and lethargic marketing de-
partments. For such enter-
prises, mere ownership changes

will not mean much if it does
not lead to the required restruc-
turing.

As mentioned above, many
privatized enterprises have im-
proved performance, often
through bringing about such
changes, while others have not.
Why do some enterprises
change and others do not? To
answer this question, it is use-
ful to distinguish between three
broad sets of determinants of
enterprise restructuring: sig-
nals, managerial skills and at-
titudes, and the enabling envi-
ronment. For effective restruc-
turing, all three sets of factors
are important; the absence of
one may considerably dilute the
effects of the others.

To initiate changes, enter-
prise managers need to get the
signal that changes are re-
quired. Often competition pro-
vides strong si 8. Increased
competition, whether from im-
ports or from domestic produc-
ers, often lead to reductions in
sales, revenues and profits.
This signals to the manager the
need to do something: e.g.,
change the product mix, im-
prove the product guality,
strengthen marketing efforts or
shed excess workers. If man-
agers know that government
subsidies will not finance
losses, or that enterprise own-
ers will not tolerate large re-
ductions in profits, they will
make an effort to identify the
causes of falling profits and
take remedial actions.

Empirical evidence supporls
this view. A recent study of Rus-
sian manufacturing firms by
John Earl and Saul Estrin
found a positive correlation be-
lween import competition and
several enterprise adjustment
indicators, such as labor pro-
ductivity and introduction of
new product lines during 1992-
94. Similarly, a study of Polish
industries over the period 1991-
93 found that total productivity
growth was faster in industries
subject to greater import com-
petition.

Managers will be much less

induced to change when signals
are absent or contradictory.
This can be the case, for exam-
ple, if state-owned monopolies
or oligopolies are privatized
with no change in the competi-
tive environment. Not subject
to the dlscﬂnh‘ne of cornpetition,
owners and managers of such
privatized enterprises will
maintain business as usual,
They may show good profits--
thanks to their monopoly priv-
ileges — but not necessarily im-
provements in efficiency.

Signals may also contradict
each other. Enterprises facing
competition may survive with-
out improving efficiency if
someone is bailing them out. In
Bulgaria, for example, trade
liberalization in recent years
has intensified the competition
from imports. And, yet, empiri-
cal sludies do not document any
significant impact of import
competition on the perfor-
mance of privatised enterprises.
Why? Because while the
Bulgarian government liberal-
ized trade, it continued to pro-
vide subsidies to privatized
firmms and tolerated tax arrears
and defaults on loan repay-
ments to state-owned banks,
Enterprises could thus survive
despite losses induced by com-
petition.

This is a classic example of
one signal, i.e., increased im-
port competition, being ‘diluted
by another, i.e., the provision of
subsidies. By liberalising trade,
government signaled enter-
prises that, henceforth, they
will no longer enjoy a protected
market and will have to face up
to competition. But, by continu-
ing to provide subsidies, it sij-
multaneously gave the opposite
signal, i.e., "Never mind if you
cannot face up to competition;
if you cannot sell your products
and earn adequate revenues to

ay your taxes and repay your
oans, we won't force you to do
s0". Not surprisingly, Bulgarian
enterprise managers spent little
time on introducing efficiency-
enhancing measures, Why
should they, when it was more

worthwhile lobbying the
ernment for subsidies?
Strong and consistent sig-
nals are thus necessary. But
they are not sufficient. Even
when the signals are strong and
clear, lack of managerial skills
may prevent an enterprise from
doing better, Realizing the need
lo expand markets is one thing,
Effectively searching for new
markets, assessing demand and
aggressively marketing prod-
ucts is a different ball game.
Many managers lack these as
well as other skills, such as the
ability to develop business
plans, adopt and adapt modern
technology, control quality and
put in place modern methods of
accounting and monitoring.

Sometimes the problems are
cultural, arising from deeply-
ingrained attitudes and prac.
tices. This has been a pervasive
problem in the ex-socialist
economies, most of whieh lack
ﬁﬂnplﬂ skilled in managing

rms in a market economy.
The old system obviously did
not help develop market econ-
omy skills and attitudes in
managers. Deprived of deci-
sion-making authority, excepl
in day-to-day technical areas,
managers lacked self-initiative
and entrepreneurial spirit.
Since outpul was sold mostly
through central marketing
agencies, and the emphasis was
on volume of production. not
sales, managers neglected prod-
uct quality. In enterprise visits
In the ex-socialist countries, |
have myself encountered many
managers slill ocbsessed with
trying to exﬂand production
volumes with little clue on
markets for their produects.

Empirical studies are show-
ing that improvements in man-
agerial skills and attitudes do
have a significant impaet on
post-privatisation perfor-
mance. For example, a recent
study by Simeon Djankov and
Gerhard Pohl of the World Bank
has found that, in Slovakia,
firms with changes in top man-
agement performed better than
firms which retained old man-

gov-

The Duily Sker 5

agers. Another World Bank
study of 192 Moldovan enter-
prises shows significant returns
to manager training. Surveys
show that managers attach top
Ertnn‘ty to training in mar-

eting and sales, with account-
ing training and visits to enter-
prises abroad also being cited as
useful.,

Managerial skills are thus
important, as are strong and
clear signals. However, we see
numerous cases where, despite
strong signals and skilled
managers, improvements in en-
terprise performance are in-
significant. This is usually due
to various hurdles in the envi-
ronment in which enterprises

operate. Hurdles may be created '

by residual government con-
trols. such as restrictions on
exports. requirements to
maintain the existing line of
business, and restrictions on
sales of assets, entry of new
businesses, and the hiring and

firing of workers. Even where
outright restrictions are not in
place, government policies may
effectively restrict managerial
discretion. High taxes on pro-
ceeds of asset sales which dis-
courage enterprises from sell-
ing assets is one example.
Unpredictable and poorly
administered government poli-
cies also create problems. More
than high taxes, frequently
changing tax rates, ar itrary
interpretations of tax rules and
other harassment by tax au-
thorities usually raise the cost
of doing business and discour-
age restructuring. Lack of legal
and economic information, in-
cluding market studies and
company diagnostics, could
also be a problem. If enterprises
have inadequate knowle
existing laws and their inter-
pretation, they could become
vulnerable to the whims of gov-
ernment officials and prevented
from implementing appropriate

resiructuring decisions,
Inadequate economic
information, whether cnier-

prise specilic, such as enter-
prise dja%:mstjcs. Or more gen-
eral, such as market studies,
also constrain restructuring.
These problems are com-
puun-::lecF by the fact that, in
many countries, support insti-
tutions, such as the consulting,
accounting and auditing indus-

The Real Face of Financial Liberalisation

nancial sector from its an-
chorage in the domestic econ-
omy and to make it a part of the
international financial sector:
to make it operate according to
the dictates of the market
which means the end of cheap
interest rates, of the regime of
directed credit and of the dis-
tinction between productive
and speculative credit needs:
and 1o remove it from the am-
bit of accountability to the peo-
ple. In short, the purpose of fi-
nancial sector reforms is to
make the financial sector an
aliquot part of “globalised fi-
nance."

This, it is argued, would
serve the development needs of
the country better than the pre-
vious regime did, by attracting
large amounts of foreign capital
into the economy. This argu-
ment, however, fails to draw a
crucial distinction, namely
between capital inflow that
adds to the productive capacity
of the economy, and capital in-
flow that does not. Direct for-
eign investment (DFI), and that
too not all of it but only a part
of it, genuinely adds to the pro-
ductive capacity of the econ-
omy. This is the DFI which lo-
cates production on our soil for
meeting the global market or
which produces goods essential
for us but for which we lack the
technology.

But DFI which produces
goods for the home market that
only supplant what is being al-
ready produced does not add to
our productive capacity: on the
contrary it causes an implicit
form of deindustralisation,
And all capital flows in the
lorm of deposits or portfolio
investments constitute short-
lerm flows that are essentially
speculative in nature which do
not add directly to productive
capacity.

Financial liberalisation is
undertaken in the name of at-
tracting the first kind of capital
inllow, but, for a variety of rea-
sons, it scarcely succeeds in
doing so. First of all, the total
amount of all DFI inflows to the
Third World (other than China
which is in a separate category)
is limited; secondly, even this
limited amount is declining in
the wake of the East Asian cri-
sis; thirdly, productive, that is,
non-deindustralising capital
inflows, are even more meager;
and finally, all "liberalised"
economies are chasing these
meagre inflows, Under these
circumstances, financial liber-
alisation scarcely gives a boost
to productive capital inflows.
What it does, however, is to ex-
pose the economy to the vortex
of speculative capital move-
ments, that is, to the flows of
short-term finance in search of
quick profits.

SUCH exposure of the econ-
omy has at least three very im-
portant consequences. First, it
causes deflationary policies in

eneral and hence slows down

oth the growth rate of the
economy and the magnitude of
increase in social expenditure.
Secondly, it exposes the econ-
omy to severe episodes of crisis,
such as were witnessed in Mex-
ico earlier and in East and
South-East Asia recently, and
these, among other things,
cause "denationalisation” (that
ls, passing into foreign hands)
of key domestic resources and
means of production. Finally, it
abrogates sovereignty and un-
dermines democracy.

Let us look at these issues se-
riatim. In a world where fi-

An economy open to global financial flows tends to get caught in the mire of
stagnation and lower social expenditures, both of which impinge adversely on
the poor. This is what has happened in India. Prabhat Patnaik writes

nance capital is free to move
wherever it likes, the tendency
for it, other things remaining
the same, would be to move to
the advanced capitalist coun-
lries from the backward
economies, In other words, not
only the finance capital origi-
nating from the advanced coun-
tries themselves but even the
[inance capital originating
from the backward economies
would tend to get concentrated
in the metropolitan centres
where capital feels that it en-
joys greater safety, greater so-
cial stability, and less of a
threat to its hegemony.

To counter this, therefore,
the backward economies have
to ensure that "other things do
not remain the same”, that is,
have to offer blandishments to
prevent capital from flowing
oul. These blandishments take
the form, among other things,
of higher real interest rates on
average than those prevailing
in the advanced countries. Fi-
nancial liberalisation there-
fore is inevitably associated
with an increase in interest
rates compared to what pre-
vailed earlier and with higher
interest rates than in the
metropolis. The increase in in-
terest rates has an adverse effect
on pooduclive investment di-
rectly. It also has an adverse ef-
fect indirectly: it makes the
servicing of public debt more
expensive and hence squeezes
the public exchequer, leading to
lower public investment and,
via the demand and supply
constraints it causes, lo lower
private investment as well. The
squeeze on the public exchequer
also affects welfare expendi-
tures adversely.

This squeeze could be
averted if the government could
raise larger tax revenue or could
run a larger fiscal deficit. But
in an economy exposed to free
movements of finance capital,
neither of these options is pos-
sible. Larger taxation of com-
Eanics drives away capital,

oth productive and specula-
live; and larger indirect taxa-
tion is not possible when the
government is committed to
tariff reduction, which implic-
itly curtails the scope for excise
duty increases as well (for oth-
erwise there would be gratuitous
deindustrialisation).

Likewise, larger f{iscal deficit
has to be eschewed because,
apart from violating the in-

junct:ons of the Bretton Woods

institutions, it frightens away
speculators. For all these rea-
sons, an economy open to
global financial flows tends to
get caught in the mire of stagna-
tion and lower social expendi-
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tures, both of which impinge
adversely. on the conditions of
the poor.

THIS is exactly what has
happened in India. Despite the
fact that financial liberalisa-
tion in India is still incom-
plete, the real interest rates in
the post-liberalisation era are
much higher than what pre-
vailed earlier, and this is one of
the major factors accentuating
the fiscal crisis and contribut-
iIng to the cuts in public in-
vestment and social expendi-
ture. The argument is often ad-
vanced that higher real interest
rates encourage larger savings
and hence make possible a
larger investment ratio without
causing higher rates of infla-
tion. In post-liberalisation In-
dian economy, however, the in-
vestment ratio has not in-
creased compared to what pre-
vailed earlier, even as the infla-
tion rate on average is, if any-
thing, higher rather than lower.
And yet the fiscal crisis has
been aggravated, and public in-
vestment and social expendi-
tures have been drastically cut,
which only underscores the
vacuity of the savings arpu-
ment.

But this is not all. An econ-
omy that has undertaken fi-
nancial liberalisation also be-
comes vulnerable to crises.
When short-term funds flow in,
they lend to cause an apprecia-
tion of the exchange rate, the
consequence of which is 1o
make imports cheaper relative
o home production and hence
lead to deindustrialisation. But
if this is avoided through cen-
tral bank intervention which
supports the exchange rate by

holding foreign exchange re-
serves, then that in turn en-
larges liquidity in the economy,
which is typically used either
lor an expansion of luxury con-
sumption or for an expansion
of investment in the domestic
non-tradeables sector such as
real estate, or for financing
speculative booms in asset
markets, especially the stock
market,
When short-term funds be-
gin to flow out, there is both a
ownward pressure on the ex-
change rate and a collapse of
assel prices, which reinforce
one another, and cause an
avalanche of outflow. Efforts by
Lhe central bank to manage the
foreign exchange market by
raising the interest rate to in-
duce short-term funds to stay or
to come back. have very little
effect, or even have the opposite
effect of further enhancing out-
llows by aggravating the asset-
market collapse. On the other
hand, interest rate increases
lead to a contraction of the real
economy. Thus, while the in-
flow of short-term funds, gen-
erally, has little impact by way
of increasing the growth rate of
Lthe real economy, the with-
drawal of short-term funds
does affect the real economy
adversely. And while the inflow
of short-term funds occurs over
a period of time, the outflow can
be sudden, concentrated, and
extremely destabilising, caus-
ing acute misery to the people,
as we have seen in the case of
the East and South-East Asian
countries,
This extreme and acute na-
ture of the crisis, to recapitu-
late, arises for the following

. SUre,

reason: each of the two ecircums-
stances we have mentioned,
that is, the downward pressure
on the exchange rate and
downward pressure on asset
}:]nrir:es. can trigger a capital out-

ow and hence precipitate the
other. They therefore reinforce
one another in unleashing an
avalanche of capital outflow
and adding to the intensity of
the financial crisis. which nec-
essarily spills over to the real
sector. The crisis can be trig-
gered by either sources, bul,
once triggered, incorporales
both foreign exchange and asset
markets which conjointly ag-
gravate it to extreme acuteness.
Opening the economy to the
vortex of international finan-
cial flows, therefore, apart
from generally keeping the
economy deflated, exposes it to
acute crises triggered either in
the foreign exchange or in the
asset market, by the caprices of
speculators.

THIS is exactly what hap-
pened in South-East Asia.
These countries had used short-
term capital inflows for in-
vestment in the non-tradeables
sector. In particular a whole
range of investment projects in
real estate, in office buildings
and in the expansion of finan-
cial services had been financed
b}\; domestic capitalists through
short-term foreign exchange
loans organised throtigh do-
mestic banks, after the onset of
financial liberalisation. But
when short-term funds began to
be withdrawn, there was pres-
sure on the foreign exchange
market, and a rise in interest
rates, under the advice of the In-
ternational Monetary Fund, to
counter that pressure., But this
only resulted in a reduction of
asset prices, an increase in the
incidence of insolvency amnnc%
the capitalists who had use
borrowed foreign funds. and
hence a threat to the banking
system that had organised these
loans: this caused an even
larger outflow. _

Financial liberalisation.
therefore, was at the root of the
South-East Asian crisis. To be
the earlier impressive
growth performance of South-
East Asia could not have been
sustained in any case in the face
of the slowdown in world trade.
But these countries would not
have got into such acute distress
if they had not pursued a policy
of financial liberalisation.
This simple fact is sought to be
obscured in various ways by
writers emanating from the
Bretton Woods institutions,
Twe favourite explanations of
the crisis in these countries ad-
vanced by such writers run

The purpose of financial liberalisation is to reverse all these features: to detach the
financial sector from its anchorage in the domestic economy and to make it a part,
of the international financial sector; to make it operate according to the dictates of
the market which means the end of cheap interest rates, of the regime of directed
credit and of the distinction between productive and speculative credit needs;
and to remove it from the ambit of accountability to the people. In short, the
purpose of financial sector reforms is to make the financial sector an

aliquot part of "globalised finance."
e B e

along the following lines: first,
the crisis was caused because

roper "norms" were not fol-
H:rwed by the banks (this is often
attributed to "crony capital-
ism', forgetting the fact that all
capilalisr i§ crony capitalism];
the second explanation is that
these countries failed to depre-
ctate their exchange rates in
time when their trade deficits
were widening, and relied in-
stead on short-term funds to
finance widening current ac-
count deficits. ;

Both these arguments are
vacuous: if free financial mar-
kets are supposed to be efficient
allocators of resources. then
they should have ensured that
the exchange rate depreciated at
the right time, and that banks
that did not follow the correct
‘norms” did not succeed in ob-
taining funds from abroad. The
fact that the markets did not
ensure these suggests that the
markets are not the efficient
entities they are sugpuaed to be,
which undercuts the argument
advanced in support of finan-
cial liberalisation. -

As a matter of fact, precisely
because of the operation of
speculative forces the markets
are not efficient allocators of
funds. Precisely because of
speculation. the actual move-
ment of funds depends not on
the so-called "fundamentals"
but on short-run expectations
of gains. And there is no way of
knowing, except after the event,
what should have been the cor-
rect price of foreign exchange or
the correct amount of external
funds inflow. The market is in-
trinsically incapable of distin-

guishing between speculation
and enterprise. Hence the root
of the crisis lies in financial
liberalisation which engenders
speculation. When the very
agencies that advocate finan-
cial liberalisation tut-tut about
speculation and pretend as if
that is because of some local
specificities of these countries,
they are being dishonest.

The third important impli-
cation of sing the economy
to the vortex of international
financial flows is that it un-
dermines democracy and
sovereignty. The essence of

democracy is the pursuit of

policies in the interests of the

eople. This of course does not
Eappen in practice in socleties
characterised by class antago-
nisms, but even in such soci-
eties, the existence of demo-
cratic institutions acts as a
check on the extent to which
the people can be squeezed. An
economy exposed to the free
flow of international finance
capital, however, is obsessed
with the need to appease inter-
national financiers. to retain
their "confidence”: the thrust of
policies in such an economy
therefore, even in principle, is
not towards serving the inter-
ests of the people but towards
serving the interests of the
speculators, which represents
an inversion of democracy. The
compulsion to serve the inter-
ests of international financiers
at the nse of the people is
reconciled with the fact of the
existence of democratic institu-
tions such as popular elections
through several mechanisms:
first, various efforts are made
to attenuate democracy, such as
the presidential form of gﬂv-
ernment (under which, in Rus-
sia for example, unprecedented
hardships have been inflicted
on the people}, or the removal
of key decision-making from

ge of

tries are underdeveloped. Where
they exist, they mostly serve
larger clients who can pay, by-
passing small and medium en-
terprises. In many countries,
even larger firms encounter
such problems.

Finally, and this is no sur-

se, lack of financing often

revenis enterprise managers
rom carrying out restructuring
even if they had the incentives
and skills to do so. Lacking
risk-management skills, banks
often resort to excessive risk-
averse behavior, leading to in-
adequate supply of credit even
to credit-worthy enterprises.
Only a few well-known clients
get loans, and credit decisions
are based on the quality of col-
lateral, not that cﬁl the project.
Poor supply .of foreign invest-
menl exacerbates the financing
problems besides depriving en-
terprises of useful technical
know-how.

The above discussion sug-
gests one thing. It is important
that, in Bangladesh, we move
away Irom constantly debating
whether privatized enterprises
have done well or not, to diag-
nosing the reasons for less than
satisiactory performance in
some privatized enterprises. I
these are not doing well. is it be-
cause the environment is not
competitive enough, is it be-
cause government continues to
bail out poor performers, is it
due to lack of managerial
skills, is it due to bottlenecks
Created by government policy
and its implementation, or is it
due to other factors? Once this
diagnosis is done, we would be
in a much better position to
identify policy and other re-
sponses required to address the
constraints.

The fact that some priva-
tized enterprises have not done
well is not enough evidence
against the logic of privatiza-
tion. It is more a signal that fur-
ther reforms might be required
and that, in most cireum-
slances, privatization, espe-

cially pariial privatization. is
not sufficient,

The author is with the Pri-
vate Sector Development De-
partment of the World Bank.
This article is written in his
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necessarily reflect the views of
the World Bank Group,

outside the purview of the polit-
ical process (for example, the
autonomy of the central bank).
Secondly, and more perti-
nently, the objective con-
straints of such an economy
make different political parties
adopt the same economic pro-
gramime,

THE reason for this effective
restriction of choice before the
people in the matter of eco-
nomic policy lies in the objec-
tive situation of an economy
with financial liberalisation,
where losing the "confidence"” of
international speculators does
indeed create massive immedi-
ate problems for the people. In
other words, within the con-
fines of a financially liber-
alised economy, if appeasing
the international speculators
imposes hardships on the Illaen—
ple, then not appeasing them
also imposes. in an immediate
sense owing to capital outflows,
hardships on the people. Since
bourgeois, or even social demo-
cratic, parties lack the political
will to come out of the confines
of such an economy, they have
to choose only between these
alternatives.

Transcending the confines
of such an economy is far more
difficult than not creating such
an ecunomy in the first place,
In countries like India where
financial liberalisation still
has not proceeded very far, it
must be ensured that it goes no
further. The basic argument ad-
vanced in support of it, namel
that it would accelerate growt
through capital inflows, is in-
valid. On the contrary, the type
of capital flow that it does ex-
pose the economy to is such that
democracy is undermined,
growth and sgcial expenditures
are cut, and the threat of specu-
lation-engendered crises be-
comes pervasive. As against
such a regime, the real alterna-
tive to the dirigiste strategy of
the Nehruvian kind lies else-
where.

If land reforms, larger public
investment and socia endi-
ture financed by direct taxes on
the rich, and decentralised de-
cision-making by elecied bod-
les constitute the core of an al-
ternative development strategy,
then the appropriate financial
regime must be one that dove-
tails with this alternative
strategy. Subordination of fi-
nance to the needs of produc-
tion i an essential condition of
growth. This is what underlay
the Asian miracles and this is
also what the Indian dirigiste
strategy brought about. The
problem with the latter was not
this fact of subordination but
the fact that the strategy itself
was at fault. It has to be replaced
by a democratic redistributive
strategy, and the direction of
financial reforms must be such
as to serve such a strategy. In
other words, what is needed is
financial reforms in keeping
with an alternative democratic
strategy, not financial liberali-
sation.

This is based on a paper pre-
sented at a National Seminar
on financial liberalisation or-
ganised in Ernakulam on Jan-
uary 19, 1999 by the Bank Em-
ployees Federation of India
(BEFI) in connection with its
Sth All Inditn Conference.
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