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Controlling Insider Control:
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in Transition Economies

Masabiko Aoki

This chapter identifies and discusses some [undamental issues of cor-
porate governance in the transition economy. In the first put we
present an overview of the generic tendency toward tnsider control in
transitional economies. By insider control, we mean the capiure of sub-
stantial control rights by the manager or the workers of a formerly
statc-owned enterprise (SOE) in the process of itts corporatization.
There are variations 1n the degree and scope of insider control across
transitional economies, depending on national conditions. The tendency
is generic, however, in the sense that 1t is an evolutionary outcome of
communist legacies. We argue that the mechanical application of the
neoclassical model of stockholder sovereignty {or corporate governance
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nomic [Policy Research at Stanford University., Bruce Donnell provided
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design 1n the transition s not effective in coping with the isider
control probleny; worse, it may even prolong the transition process.

The second part of the chapter shows that there can be an alterna-
tive model of corporate governance to monitor and control incentive
issues unique to the insider-controlled enterprise. The essential idea
is to rely on the development of banking institutions that can selec-
tively intervene in the insider-controlled enterprise at the time of
financial distress. The model considers the problem of how the bank
is motivated to monitor the insider-controlled enterprise while diversi-
fying lending risk to some extent.

The second part of the chapter is purely theoretical; the precondi-
tions assumed {or the workability of the model do not seem 1o exist in
transition cconomies. The fundamental question of which model s
superior—the model of stockholder sovereignty with competitive capital
markets or the model of the governance in which control rights shift
from the insider to the outsider (the bank), contingent on the financial
state of the enterprise—cannot be answered 1n 1solation from other
institutional characteristics of the cconomy, particularly the mode of
internal organization of enterprises. We argue that the future course
of the transition economy in this respect is too uncertain to predict,
Therelore, we advocate an eclectic approach to corporate governance
in the transition, including the simultaneous development of the capital
markets and banking institutions. They are presumably complementary
in their roles in the development of sound corporate governance in
transitional economies. ,

[t seems certain, however, that sole reliance on the neoclassical
model of stockholder sovereignty will be untenable. With this in mind,
the last part of the chapter discusses banking reform in transition
CCONOMICS.

Setting a Conceptual Framework

[n order 1o discuss issucs of corporate governance in transitional
cconomics, let us {irst make clear what we mean by the transiton:
transition from which regime to which regime? In orthodox neoclas-
sical cconomics, the latter should be something close to the neoclassical
ideal of a regime of perfectly competitive markets. Il all marketable
factors of production are valued in competitive markets, the allocative
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olficiency of the cconomy would be assured by the maximization of re-
sidual alter payments to those marketable factors. If the claimant of
restdual 1s identilied with the stockholders, who do not gain any bene-
fits other than the residual, they would be unanimously interested in
maximizing the stock value of enterprises as reflecting the discounted
sum of expected future flow of residual. Therefore, what ts needed s
1o value enterprises competitively and elfectively correct the manage-
ment of enterprises il their values are lowered. The corporate gover-
nance structure that assures the sovereignty of the stockholders,
combined with the competitive stock market, provides the necessary
and sufficient institutional framework for that purpose. The task of the
rransition is to jump as quickly as possible to the regime i which such
a framework prevails.

This neoclassical paradigm s crystal clear in ws logic and uselul
[or some purposes, but in our opinion its mechantcal application o
transitional policy may not always yield good results because of its
incompatibility with historical constraints. We want to propose more
practical and inclusive definitions of the transition and the posttransi-
ton that allow for more diverse approaches. We believe 1t important
to recognize two central issues in considering corporate governance,

First, the conditions inhersted [rom the communist regime and
those extant at the outset of the transitton constrain the feasible options
for corporate governance design in the transition process both political-
ly and cconomically. Second, the neoclassical stockholder-soverciguty
model of corporate governance may not be the only efficient solution,
Any corporate governance structure may be in complementary relation-
ships with other institutional arrangements of the cconomy—such as
the internal work organization of the enterprise, the labor market and
financial market insututions, and so forth—and the performance of o
povernance structure cannot be judged independenily of how those
other instituttons are arranged. More specifically, the stockholder-
sovereignty model can be effictent when it 1s surrounded by a cluster
ol complementary institutions of a particular kind, such as the hicrar
chical work organization and competitive tabor and capital markets.
\We cannot preclude the possibility that {or another cluster of mstiu-
tons including the team-oriented work orgamization, another type of
corporate governance could be more efficient. Recent results ol compar:
attve institutional analysis indicate that these two systems may not be
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clficiency-rankable independent ol technological parameters ol the
cconomy. Accordingly, the transition path could also be diverse. We
will elaborate these points gradually.

Antcipating the diversity of insuitutional arrangements, we begin
with a less spectfic definition of the time-line, composed of the conimu-
nist regime, the posttvansition regime, and the intermediate transition
process. Because our immediate concern 1s about corporate governance,
we deal only with ownership and management of enterprises as delin-
ing [actors. First, we reler to the communist regime as the period when
the following conditions prevail:

e (C1) All emerprises are owned by the state, and their continu-
ity s at the discretion of the state.

¢ (C2) The managemem (directors) of enterprises are appointed
by the state organ controlled by the Communist Party.

The transition process is defined as the time period characterized by the
following conditions.

e (T1) All enterprises are transformed into corporations (corpo-
ratization or “commercialization”), but their ownership struc-
tures are tn the process of being defined.

* (T2) The state has lost the discretionary power to appoint and
dismiss the management of enterprises, yet no definite power
to do so has emerged.

Finally, the posttransition regime 1s defined as the one sauslying the
following conditions.

e (P1) The corporate governance structure has been well defined
for each enterprise and the share ownership structure has be-
come stable 1n a staustical sense.

e (P2) The management of enterprises is chosen through duc
process, defined by the corporate law. There 1s a credible
mechanism operating to replace poorly performing manage-
ment.

This ume-line construction is purely conceptual and its mechanical
application to any cconomy may eataill some classtlication problems.
For instance, Poland introduced the State Enterprise Law in 1981,
while the Communist Party stuill held political control. It enabled the
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workers to appoint the managing director ol enterprises through demo-
cratically elected workers' councils. At the same tume, the state retamed
the power to create and liquidate enterprises. In China enterprises are
now heing corporatized, and varied ownership structures are being, tried
(see the chapter by Qian in this volume). The selection of the manage-
ment, however, is still placed under the personnel administration of the
Communist Party. According to the above definttions, we cannot say
whether or not Poland in 1981 and China today are in the transition
process. Ad hoc and somewhat inconsistent 1t may be, but we say tha
hoth Poland after 1981 and China today are in the transition process.
We expect that the mass corporatization of enterprises in China will
eventually lead to depoliticization of management appointments.

Note that we do not necessarily idenuly the transition with the
privatization ol enterprises. The majority stocks of a significant num-
ber of corporatized enterprises may remain owned by the state (as
Hungary). Also note that we do not include the market control of cor-
porate governance as a condition for the arrival of the postiransition
regime (for example, we do not observe it in Japan). We intend 1o
include in that regime cases in which the majority or minority blocks
of the stock of enterprises are siably owned by the state or msiders
(workers, managers, enterprise pension [unds, and the like) when there
is a credible mechanism to punish poor management, if not through
takcover. We deem that the existence of such a mechanism 1s impera-
tive [or an economic system to be viable without discretionary state
intervention.

One of the purposes of this chapter is to inquire: If insider control
is likely to evolve in many enterprises in the transition process because
of conditions prevailing at the demise of the communist regime, wli
public policies would be desirable and politically feasible for transiting,
to an cfficient posttransition regime? This inquiry will inevitably cntail
another important question: Is it possible for a posttransition regimie to
include a significant number of enterprises elficiently controlled by

imsicders?

Fmergent Insider Control in the Transition

Insider control (either by the manager or the worker) appears to be a
veneric potential in the transition process, evolving out of inheritances
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of the communist regime. When the stagnation of communist regimes
deepened in the 1970s and 1980s in Central and Eastern Europe, central
planning, burcaucrats tried to cope with the problem by relinquishing
most of the planning instruments to the management of SOEs. The di-
rectors built up an irreversible jurisdictional authority within their own
SOEs. The gradual retrcat ol the central planning authority ended with
its sudden dismantling. The managers of the SOEs who had already
carved out substantial controlling rights from the planning apparatus
[urther enhanced their rights in the vacuum created by the collapse of
the communist state. There seems to be nobody who has obvious legal
or political power 1o dismiss the managers of ex-SOEs while they have
the support of their workers.

The other quality of the communist regime that constrained the
worker's freedom of job choice was their de facto job security. They
were provided with medicare, child care, letsure faciliues, housing,
pensions, and so forth by the employing SOEs or the state. Workers
had strong stakes at the employing enterprise. After the collapse ol
communism and the end of its “cgalitarian” 1deology, the workers were
threatened by the possibility of losing those vested interests. Thetr fear
may be greater the more uncertain the outcome of corporatization of
their enterprises. Their possible opposition to massive privatization
may have to be overcome by virtually giving them a substantial portion
of enterprise assets.

Needless to say, the actualization of the potential of insider control
varies across cconomies. We deline msider control as a majority or
substantial block-holding by the insiders in the case of privauzation,
or strong assertion ol insider interests in strategic enterprise dectsion-
making when the enterprises remain owned by the state. Among, possi-
ble factors conditioning the extent of insider control, the most impor-
tant ones are the degree of management autonomy and the workers'
strength against communist control in the final stage ol the communist
regime, and the political autonomy ol the privatization authorivy
against the various interest groups in the transition process.

At one end of this continuum, there is Poland. As already noted,
even before the fall of the communist regime, the workers councils,
composed of fiftecen members clected by the employees, had attained a
powerful position analogous 1o the board ol directors 1n capitalist
corporations, including the right to appoint the director and approve
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e annual plans of the enterprise. Oncee the transitton phase began,
Qe workers quickly moved to capture control of the assets of the cirer
yrises before any  market-based  privatizauon plan was 1o be put
into offect. The most common form of state property transformation
worked as follows. Rather than corporatizing, the viable SOE was “lig-
vidated™ and a new company, in which the majority of the workers of
the liquidated SOE became stockholders, leased or bought the assets.
The much-publicized massive privatization through state-sponsored in-
vestment funds, an arufact of the neoclassical dogma of stockholder
soverignty, has thus been virtually defeated by the coalition of
workers and managers of the better enterprises.

Russia is a case of strong manager control. The director ol the
SO, who had already built a virtually autonomous empire in the con
munist regime, became almost invincible after the dismnnding ol the
party and 1ts planning apparatus. For any privatuzation plan o
be implemented, 1t would have had to recognize this de facto control
power of the director (see the chapter by Litwack in this volume).
The State Committee on Property Administration (GKI), which was
charged with mass privatization, has become the most politically suc-
cesstul reform authority 1 Russia through its generous accommodation
of insiders' interests.

The details of the scheme are deseribed in the chapter by Akamatsu
in this volume. Simply put, according to the scheme the privatization
of the SOE proceeds through three stages. In the first stage, mandated
by a Yeltsin decree of july 1991, the SOEs were to be corporatized and
made legally autonomous entities, although all the shares were held
initially by the state (the Federal Property Foundation) and admings-
tered by GKL Ta the second stage, the insiders (the workers) chose an
option for thetr privatizauon benefits from three varants specilicd by
GKI, and the local committee of GKI approved an adopted plun. At
this stage, the managers and the workers obtained a large share Trece-ol-
charge, or a majority share purchased at discounted value, depending
on the adopted variant. In the third stage, the rematning shares werc
auctioned for vouchers that had been given to every citizen of Russia,
sold 1 a package to invesument tenders, and kept by state control {or
the nexst several years,

The full imphicauons of the scheme have not been worked oue v,

but so far the msiders have overwhelmingly selected an option vo o



10 Corporate Governance in Transttional Fcononiics

antee them a majority share—that is, the option that gives managers
and workers together individual ownership of 51 percent of the equity
at alow purchase price (at 1.7 times the July 1992 book value ol assets).
The managers can also ncrease their shares by purchasing vouchers
i the market or by buying back shares from their own workers and
markets (the workers are now given incentives o sell their shares tax-
free). At the same time, investment funds that participate in voucher
auctioning are limited initially m their ownership in one privatized
SOE to 10 percent (raised to 25 percent alter January 1994). The board
ol dircctors of the newly privatized SOE, before the first meeting of
shareholders (which has to take place within one year aflter privatiza-
tion), 15 composed exclusively of the general manager and worker
representatives, except for representatives of the local GKI and the
Property Foundation. As a result, the insiders, particularly the
managers, have built solid controlling power in their enterprises. !

At the other end of spectrum is the former German Democratic
Republic (East Germany), whose privatization process under the cen-
tralized privatization authority, the Treubandansialdr (THA), is de-
scribed in detail in the chapter by von Thadden in this volume. Even
ir East Germany, however, asset stripping by the insiders was an immi-
nent danger at the time of the demise of the communist regime. The
only factor that prevented the subsequent development of insider
control was the authority given to the THA. von Thadden shows that
the institutional commitment to complete privatization by the end of
1994 prevented the THA {rom being susceptible 1o influence by the
insiders. The recruitment of professionally capable THA managers from
western Germany 1s also a positive factor unique to East Germany. The

[ In a decree issued by Yeltsin on December 24, 1993 (N2284), some
measures were introduced o curb the tendency toward strong insider control.
Requirements for worker payment lor benefit options were made somewhat
stringent {{or example, the amount of the first installment for stocks bought
with a discount was increased). It was also stipulated that the number of
representatives ol employee-stockholders may not be more than one-third of
the board of directors, and that managers or workers may not sit on the board
representing the interests of the state. That these provisions were thought
necessary may suggest that such practices had been widespread, without check.
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pri\'.uiz;umn of the SOEs was to be completed predomimantly through
the partial or whole acquisiion of assets by West German (former
l‘ederal Republic of Germany) corporations. [n that sense, the privar-
ieavion n Bast Germany may be saud to be comparable to a takcover
in capital markets, although 1t was mediaved by the centralized pri-
vatization agency. Even n this case, however, the end result of the
transivion would be the absorpuon of the SOEs into the West German
COFPOTALC SOVEFNANCE Sructure, which 1s different [rom the neoclassical
model of stockholder sovereignuy. This governance siructure s charac-
erized by insider (worker) participation in the supervisory councils
chrough the legal requirement ol codetermination.

The Crzech Republic and Hungary provide interimediate cases. 'The
insiders were weaker in the era ol the communist regime 1n comp'n'iwm
with Poland or Russta, and the political power ol the state {the pri-
vatizatlon agency) in the transition process 1s weaker in comparison
with East Germany. As a result, the Lcndency toward nsider control
has not been clearly resolved. Privatizauon in the Czech Republic is
widely viewed as an 1deal example of an approxiunation of the neoclas-
sical model of ouwside stockholders' control through “voucher” privac-
ization. The matter does not seem to be so simple, however. The pri-
vatization process 1 inittated with the decentralized submussions of
1 “privatizauon project,” which can be done by anybody. The Minisury
of Privatizaton has the centralized power to select a project. The
Minisiry has a political preference for projects mcluding the compet-
itive bidding of shares for vouchers. Nevertheless, project proposals
for direct sales of assers to a new company formed by a group ol
insiders are also possible. According to data [rom the Minisiry of
Privatization, and quoted 1n Frydman, Rapaczynski, and Earle (1993,
p. 84), only 53 percent of the total book value of privatized emerprises
have gone to vouchers. The first preference of managers who were able
to subinit the most informauve plans 1s said to be buyout (Frydman,
Rapaczynski, and Earle 1993 p. 81). The tendency toward msider
control surely exists, but has been moderated by the centralization of
project selecuon.

[n Hungary, a self-manageinent system similar to the 1981 Polish
scheme was introduced in 1984 (Law on Enterprise Councils), although
the relative authority of managers in relavion of the workers was
stronger. The free-market-ortented postcommunist government adopied
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a decentralized privatization scheme that gave the mitative to privatize
to the enterprise councils, subject to approval of the State Property
Agency (SPA). In contrast to the semicentralized Crzech approach, thus
scheme seems to have provided more room for manecuvering by the
managers to retain control and o fend off “outsider” intervention.
Privatized cnterprises tend to be cross-owned by other enterprises,
banks, and the state (SPA). Unfortunately, because of the unavatlability
of data, the extent of cross-holding s not precisely known, but some-
thing similar to the corporate grouping in Japan may be emergent.

Thus, although there s a variation in wts degree, the tendency
toward insider control is manifested everywhere in Eastern and Central
Europe except for the newly emergent entreprencurtal enterprises and
joint ventures with foreign corporations. This is an evolutionary out-
come of legacies of the communist regime, which can be moderated
only by a strong privatization agency. But an attempt to introduce out-
side stockholder control does not seem to cffectively counteract this
ude. Privatization of SOEs is ex ante constrained by the legacy of
soctalism, and 1n most 1t 1s cases ex post constraned by the weakness
ol the privatization agency in relation o the inside interest groups
(see the chapter by Roland in this volume).

This lesson may be instructive for China, which has now begun ex-
perimenting with various corporate governance structures. Even in
China, where the Communist Party has retained solid control over the
personnel selection and dismissal of management of the SOEs, the
evolutionary tendency toward insider control 1s not unknown. The
chapter by Qian illustrates this point in detail. One commonly ob-
served method {or enhancing tnsider control is the spin-off of sub-
sidiaries by the management of the SOEs and the leasing or sale of
assets to these subsidiaries, created for this purpose. The “non-state-
owned” enterprises thus created, together with smaller township and
village enterprises, constitute the essential carrters of vital entre-
preneurtal ittatves in present-day China. This state asset stripping
by insiders is often regarded as illegitimate by citizens and, unless
placed under a transparent due process, this “privatization” process may
provoke political backlash. The mechanical application ol the neo-
classical paradigm, however, such as voucher privatization by mvest-
ment funds, does not seem 1o be an alternatve solution. We next pre-
sent theoretical reasons for this.
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[nadequacy of the Investment Fund Scheme for the Transition

Many economists have argued that the creation of mnvesument funds
(IFF} that hold a substantial block of shares of the privauzed enterprise
may serve as an cffective external check on insider control. The hope
is that the IF would be interested in capital gains made possible by
clficiency-enhancing restructuring, while at the same time being capable
of exerasing sullicient pressure or control over the management o
implement the restructuring (see the chapter by Akamatsu for a detailed
deseription of the IF in Russia and a comparison with those i the
Crech Republic).

Nevertheless, it generally seems 1o be the case that the effectiveness
of 1Fs in external monitoring has been limited. First of all, facing o
substantial insider holding of shares, even a block of shares held hy
the IF may not be sufficient for effectively controlling the privatized
SOE (as in Russia). To advance the case for the active role of the II' in
corporate governance, a well-known proposition by Shleifer-Vishny,
which points to the importance of a blockholder, is olten mentioned.
What the proposition asserts, however, 1s that the existence of a block-
holder is “necessary” for overcoming [ree-riding by small, passive share-
holders in disciplining inefficient management by a takeover. Differ-
ing {rom the presumption of the Shleifer-Vishny model, the Russtan
situation 1s characterized by the existence of a large body of inside
sharcholders. How can the minority 1F overcome this imbalance of
power at a critical moment when the possible dismissal of the nside
managers (and massive labor shearing) should be placed on the agenda?

Sccond, the IFs were formed as privatization intermediaries and
[unded primarily by vouchers that were entrusted by investors or pur
chased by the IF. They are therelore under pressure to realize reason-
able dividends for investors. If the markets for shares develop, however,
they paradoxically may not be interested in monitoring and restruc-
turing individual enterprises. By investing in the market index, tike
[unds in developed, securities-oriented economues, the [F would be able
to perform at least as well as the market (this possibility 15 also
cmphasized by Phelps and others 1993). To respond to this concern, 1t
has been proposed that the range of portfolio selection of the T be
restricted. But such a move would be inconsistent with the [F function
ol expected profit maximization, and 1t would effectively transtorim the



















































