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PREFACE

Since the end of World War I, the SOE sector in all market economy coun-
tries has grown in size, increased in relative importance and diversified in
activity. Many of these enterprises have expanded internationally, both by
export operations and by foreign investments. They appear to have grown
because of a shift in public opinion. The trend of establishing SOEs accel-
erated during World War II and mainly in the period after it. With time SOEs
have come to control a large share of the GNP of many countries and are
now to be found in all sorts of industries. They were established to maintain
employment in declining industries, to foster the development of high-tech-
nology industries, to merge weak and diffused local firms, to prevent acqui-
sition of local firms by large MNEs, to invest in industries for which private
capital was not available and, mainly for ideological and political reasons, to
exercise control over the national economy. They were also established to
replace government departments.

The tremendous increase in government activities and its expansion to
areas that may be considered competitive with private enterprise represent a
major change in the operating of the free enterprise system. The state has
become an economic actor in its own right and makes resource allocation
decisions for the good of its citizens—or some of them. One result has been
near-obliteration of the traditional distinction between private and public sec-
tors (see, e.g., Smith, 1975, p. 8). Another has been the burgeoning use of
hybrid organizations, namely, state-owned enterprises (SOEs). For a long
time, the theory behind the creation of many SOEs, at least in English-
speaking countries, has been based on Herbert Morrison’s ideas (1933); these
enterprises were expected to be commercial concerns delivering profits to the
state instead of to capitalists. They were to be not only autonomous from
political interference but also accountable to the public, represented by its
elected officials. The SOE was to have an “arm’s length relationship with
government.” It was to secure “a combination of public ownership, public
accountability, and business management for public ends” (Morrison, 1933,
p. 149). Experience, however, proved an arm’s length relationship to be wish-
ful thinking because ministers were unable to resist intervention. With time
the point of view that the SOE should be used to implement any government
policy has become widely held—less in theory but very much in practice.
Most governments feel that the very fact that the government acts not only as
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a shareholder but also as a banker of SOEs imposes on them obligations
toward the nation. The SOE is considered to be a tool for a variety of govern-
ment policies and even a vehicle for political patronage.

The multiple goals by which an SOE is judged means that accountabil-
ity is lost. Since objectives are unclear and ever changing, management can
always blame losses on the various other policies it was asked to pursue. Man-
agement may also choose to pursue additional objectives, and this variation
from policy is hard to detect. The problems of controlling the SOE are ex-
acerbated, and the relations between managers and government become very
unclear. Often, the results are that SOEs are not responsive to prescribed
goals, and in many cases, the goals are not prescribed at all. Quite often,
SOEs were asked to pursue objectives helpful to a government minister for
political reasons. Carrying out such activities through an SOE has the du-
bious advantage of not subjecting them to rigid parliamentary scrutiny, and
their costs are buried as being a result of ostensibly inefficient operations in
the firm. This state of affairs had led to loss of public money and has weak-
ened initiative and morale within SOEs.

SOEs are one of the many tools used by governments to fulfill their
expanded roles. The definition of SOEs, and their shares in the economy are
discussed in Chapter 1. Since SOEs are owned by the state, they operate in
a political environment. Private shareholders are assumed to want profits.
State shareholders may want different things from different firms, in different
countries or at different times. SOEs are, therefore, heterogeneous. The re-
lationships of SOEs to government and the environment in which they op-
erate and the many preconceived notions about them are discussed in Chapter
2.

The heterogeneity of experience with nationalization or the creation of
SOEs suggests that there were many reasons for state ownership, some of
them peculiar to a certain country. The origins of SOEs and the different
motivations for their creation and continued existence are the topic of Chap-
ter 3. Still, all SOEs appear to have encountered certain common problems
and share certain identifying features, almost irrespective of the causes that
brought them into being. Every SOE is expected to direct its operations on
the basis of two somewhat contradictory orientations: being publicly owned,
it is required to pursue social goals in the public interest. These goals may be
to alter income distribution, to generate employment, to bring in foreign
currency, to be a model employer, to promote new technologies or to create
employment in laggard regions. At the same time, it is expected to be oriented
to the achievement of strict economic goals: to be profitable and to attempt
to achieve efficient operations and allocation of resources. Questions related
to goals are the topic of Chapter 4.

When SOE:s are profitable, they become an important source of capital
accumulation. Whether these funds become available for other enterprises
depends on organization and control procedures. In practice, most SOEs are
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not net providers of funds. Their record, if measured in terms of profitability,
is rather dismal; most SOEs constitute a chronic burden on the public treas-
ury. Profitability is only a partial and inadequate measure of SOEs’ perfor-
mance. After all, they were created to achieve national goals, not profitability.
Many economists believe that “pricing of publicly supplied goods is the pri-
mary vehicle for embedding public enterprises adequately into a market econ-
omy” (Bés, 1981, p. 1). The questions of performance, efficiency and effec-
tiveness and their measurement as well as a comparative analysis of these
variables between SOEs and privately owned enterprises are addressed in
Chapter 5.

Private firms, although they may be constrained by government regula-
tions, are expected to seek profits. The task of state-owned firms is different.
Instead of private gain, SOEs are supposed to seek social reward. A profit-
making SOE need not be performing in the interests of society. How is the
state to ensure that the SOE indeed seeks to improve social welfare?

SOEs, being publicly owned, are expected to be accountable to the pub-
lic, as represented in democratic societies by the legislature. They have, there-
fore, to reconcile the business requirements of operating and financial flexi-
bility and prompt reaction to a changing environment with the need to assure
public accountability and consistency with government policy. These enter-
prises, being publicly owned, are also expected to disclose publicly details of
operations and financial conditions; but, being business enterprises, they
must enjoy the freedom to maintain a minimum degree of business secrecy.
It would seem that all SOE:s strive to achieve a considerable measure of au-
tonomy and make a conscious move to achieve this goal. The central ques-
tion faced by SOE:s is how to preserve the advantages of independent opera-
tion through a distinctive entity, an enterprise, while being responsive to
government and accountable to bodies that represent the state, the taxpayers
and the political process. Some governments have coped with the problem of
multiple goals by denying their validity (e.g., Chile or Pakistan). Others did
not make any attempt to separate ministerial responsibilities from those of
SOEs—often at a high price of efficiency loss and a lack of any sense of
direction, frictions and resentments. The French government attempted to
solve the problem by negotiating program contracts with its SOEs. Others—
Canada, e.g.—attempted commercialization, “thus enabling management of
government-owned business corporations to operate with less reference to
government and with a greater degree of discretion in decision-making”
(Sexty, 1980, p. 377). The relationships between governments and SOEs is a
major determinant of the efficiency of their operations. It is not easy to
achieve trust, continuity, and accountability. Elaborate regulations and de-
tailed controls may choke managerial initiative, hobble activities, impair flex-
ibility and reduce innovation. The challenge, therefore, is to design a method
of social control that ensures adequate accountability, without the detailed
and multiferous controls that may hamper managerial efficiency or cause too



many resources to be diverted either to the controls or to ways to circumvent
them. The manner, scope, character and mode of the interactions between
governments and SOEs are the subjects of Chapter 6.

Parallel with the tremendous growth of SOEs, a major shift is discernible
in the officially proclaimed attitudes of governments toward these enterprises.
In one country after another, laws have been introduced and reports written,
urging these enterprises to earn a return for the taxpayers and behave in a
businesslike fashion. Although these official declarations are not always fol-
lowed in practice, there has been a move toward more aggressive profit-seek-
ing behavior by SOEs, making them direct competitors of private firms. The
more they compete, the more SOE:s are expected to behave like private en-
terprises. Such competition is often perceived as immoral and predatory. The
relationships between SOEs and their counterparts in the private sector as
well as the need for special rules of conduct for SOEs are analyzed in Chapter
7

In discussing the pros and cons of state ownership of enterprises or the
achievement of public goals through nationalization, these enterprises are
usually treated as uniform rational organizational units, attempting to maxi-
mize the achievement of their prescribed goals. The managers who coordi-
nate and direct the pursuit of organizational goals are either ignored or im-
plicitly assumed to be totally committed to these goals. However,
organizations are not monolithic entities, and managers have a strong impact
on the organizational goals actually pursued. The implications of variables
such as managerial recruitment or managers’ attitudes and their quest for
autonomy are discussed in Chapter 8.

Unconstrained government action may result in a significant reduction
of independent decision-makers in the society. Moreover, the total weight of
the government on the economy and on citizens is viewed by many as having
reached threatening proportions. Many economists see SOEs as a necessary
evil, are hesitant to add to the responsibilities of governments and search for
alternatives, including privatization. Problems of privatization are discussed
in Chapter 9.

Since the 1960s, SOEs have been playing an increasing role in inter-
national trade and investment. The world in the 1980s is very different from
that analyzed by Ricardo. In industries such as oil, petrochemicals, metals,
automobiles, airlines, aerospace, shipping, shipbuilding, banking and agri-
culture, a growing percentage of international trade and production is carried
out by SOE:s or in government-to-government deals. As they pursue their
national goals, governments use SOEs in ways that are regarded as injurious
and unfair to the economic interests of other governments. The incidence of
such cases seems to be increasing, generating a potential source of political
friction of some consequence among advanced industrialized societies.

The implications of this new trend are not completely understood, but
some of the contours of a theory to account for the presence of SOEs are



beginning to come into view. The role of SOEs in the international arena
and its implications for a more general analysis of the political economy is
the subject of Chapter 10.

SOEs are a very heterogeneous group, varying both within and across
countries. Some of them behave very much like a private enterprise operating
in the same products and markets. Others, such as the French theater, the
Austrian opera or the Mexican social security administration, share more of
the characteristics of a traditional government unit and are beyond the scope
of this book. Others, like most development banks, are essentially instruments
of the government, transmitting governmentally supplied, subsidized, and
often guaranteed credit to individuals chosen by government and for purposes
determined by the bureaucracy.

In sum, state ownership is neither a panaca nor the only explanatory
variable of behavior. Nationalizing the means of production does not change
the necessity of management and does not necessarily lead to nationalization
of the way managers think. Managing SOE:s in today’s complex world is an
extremely difficult task. This task is more difficult than in private enterprises
because of the necessity for catering to the needs of diverse publics. The
problem of goal multiplicity is not easily solved. Managers must have enough
rewards and discretion to make such a task meaningful rather than impossible.

To understand SOE:s, a contingency theory is needed. In Chapter 11 the
variables that seem to explain managerial behavior in SOEs are discussed.
These firms are an emanation and extension of the state, and their behavior
cannot be understood without understanding the role of the state and the
groups that control its apparatus. Understanding the institutional setting and
the perceptions of the different players will provide, it is hoped, a better pic-
ture of how decisions in the real world are reached and what are the magni-
tudes of different phenomena. This model may also suggest some of the con-
tours of a theory of SOEs.

Yair Aharoni
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CHAPTER 1

An Overview

INTRODUCTION

State-owned enterprises (SOEs) are becoming quantitatively as well as quali-
tatively more important in the economies of developed as well as developing
countries. The state has come to own or participate in an increasingly large
number of trading bodies. The ubiquitous presence of SOEs across a broad
ideological spectrum, their rapid expansion and increased significance, and
the wide-ranging implications of their performance for achieving economic,
political and social objectives have generated a great deal of interest in the
methods they use to set priorities for resource allocation and in the way these
enterprises are managed to achieve their objectives.

SOEs are an ancient phenomenon, with a history that stretches back
thousands of years. In Renaissance times mining and metallurgy in several
countries were dominated by SOEs. France’s Maisons Royales produced
many articles, the most famous of which were Saint Gobain glass, Sévres
porcelain and Gobelin tapestries, and many countries used fiscal monopolies
and operated the postal services. In the nineteenth century SOEs were created
to build railroads, construct canals and run municipal gas and water under-
takings and telephone systems. In countries such as Belgium and Canada,
SOEs have come to play a major role in pursuing nation-building objectives:
forging a unified and integrated nation from the widely dispersed and diverse
peoples and regions was a reason for governmental provision of certain ser-
vices—notably, rail transportation. Nevertheless, SOEs were a minor phenom-
enon until World War L.

Since the 1930s the share of mixed economies controlled by SOEs has
been on the rise and it accelerated after World War II. Until the 1950s, such
enterprises were concentrated mainly in fiscal monopolies, monopolistic
public utility-type industries (such as port authorities, railroads, bus transpor-
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2 The Evolution and Management of State-Owned Enterprises

tation, water or electricity) or in direct services to government (such as a
government printing office), or they were acquired to ensure that the com-
manding heights of the economy remained in public hands and subject to
government direction. In some countries, like Italy, SOEs were also created
to salvage private firms that were going under. In Spain, INI was created in
1941 to help develop the industrial sector. Although Turkey, Japan, Germany
and Mexico also established SOEs in the manufacturing sectors in the 1930s,
the proliferation of SOEs in that sector is a relatively recent phenomenon. In
many developing countries—notably in Africa—industry itself is of recent
origin.

From 1946 to 1970, an increasing number of LDCs (less developed
countries) gained independence, and seventy-five new nations joined the
United Nations, sixty-one of them from Africa, Asia and Latin America.
Some of the LDCs reserved certain sectors exclusively for SOEs, as industrial
policy enunciations show in India, Bangladesh or Trinidad and Tobago. In
the 1950s and 1960s many governments in the developing countries, anxious
to accelerate the rate of growth of their economies, created SOEs as part of
their national programs of import-substituting industrialization. They also
used SOEs to achieve control of major industries, previously owned by for-
eign investors—in particular, when these firms were considered symbols of
political and social repression and economic domination. In the same period,
developed countries created SOEs to promote high-technology industries, to
develop certain regions of the country or to direct long-term credit for pur-
poses deemed of national importance.

In the late 1960s and early 1970s, developing countries (and Canadian
provinces) expropriated foreign-owned properties on a massive scale, espe-
cially in oil and minerals, and developed countries created SOEs to avoid
selling domestic firms to foreign nations. Governments have also created
SOE:s to increase capital formation, to augment the information government
has on private business operations or to influence output and pricing decisions
in crucial sectors of the economy. The share of financial institutions in SOEs’
value added has increased in nearly all countries. SOEs have been used to
protect workers against the risk of unemployment and to save private entre-
preneurs in declining industries who are suffering from losses. Thus the hard
coal industries in the United Kingdom, Canada, France, Italy, Spain and
West Germany were brought under state ownership or control to avoid clo-
sure: three-quarters of the Swedish shipbuilding industry was brought under
government control. In many more cases, governments decided to bail out
firms to avoid the political repercussions of lost jobs, despite the heavy drain
on the public purse.

Existing SOEs, anxious to expand their operations, despite the heavy
drain on the public purse, have created subsidiaries or acquired more business
firms at home or abroad. In France, the Mitterrand government nationalized
in early 1982 thirty-six major private banks, and six large multinational in-
dustrial concerns, and bought control stakes in three other companies.



