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All former communist countries undergoing transi-
tions to market economies have faced the difficult
question of whether or not to compensate those
whose property had been confiscated by the previous,
now deposed, regime. If a country determines that it
will give compensation, it must then decide who will
be eligible, how much compensation will be given,
and what form it will take. In this paper we focus
only on the issue of whether compensation should be
in the form of restitution—the returning of property
to the previous owners—or whether it should be
some form of indemnification—the term we will use
to designate compensation in the form of some asset
(usually financial) other than the actual confiscated

property.

While economists may be divided as to whether
compensation of some form may increase efficiency,
they are nearly unanimously in favor of indemnifica-
tion over restitution. The argument is a simple one.
Transition economies need to privatize quickly. Un-
der a policy of restitution, title to property is not
clear until claims are settled. Privatization must
therefore wait for the resolution of property claims.
Under indemnification the resolution of claims can
proceed independently of the process of privatiza-
tion.

Most transition economies seem to have ignored this
advice. Countries that made up the former Soviet
Union have not given any form of compensation—
perhaps not surprising given the long time period
since confiscation. The countries of Eastern Europe,
however, have compensated previous owners, and the

preferred method—with the notable exception of
Hungary—has been restitution (Travieso-Diaz
1995, Castafieda and Montalvdn 1995). We can
imagine two possibilities why actual practice has de-
viated so much from what has been recommended.
One possibility is that non-efficiency considerations
are dominant. As economists, we do not know how
much we can say about such considerations. In any
case, we have so far not heard non-efficiency explana-
tions we find convincing. A second possibility is that
economists have overlooked ways in which restitu-
tion may actually enhance efficiency. The purpose of

this paper is to put forth just such an argument.

The traditional argument against restitution ignores
the fact that privatization takes place within a politi-
cal context. Privatization creates not only winners,
but also losers. The losers will be those who run state
enterprises, their political bosses, and perhaps part of
the work force. Some of these are politically well con-
nected persons who are likely to lobby to delay or
sabotage privatization, or to skew the process in their
favor at the expense of efficiency. They are a power-
ful special interest group whose interests are the op-
posite of successful privatization. Restitution creates
an opposing special interest group—the previous
owners—whose interests are in speeding up privati-
zation, since they will be its primary beneficiaries. In
serving as a countervailing force against those who
would work to delay privatization, it seems plausible
that they can offset the delays caused by the settling

of claims under restitution.
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It may at first seem that testing such a hypothesis is
straightforward. One need only compare how the
pace and success of privatization has varied across
countries using the two methods of compensation.
We do not know if the necessary data exist. So far we
have not found them, but our research is still in its
preliminary stages. Even if such data exist, however,
there are remaining difficulties. Among them is that
the differences across countries that lead them to
adopt different compensation strategies are also likely
to affect the pace of privatization." To correct for
such “selection bias” we need some sort of model of
the political process as concerns the method of com-
pensation used. Such a model can also be an alterna-
tive, indirect, way of testing the hypothesis that we
have put forth. If it is successful in explaining fea-
tures of the privatization process, including perhaps
which countries have chosen which method, we
would gain confidence in the hypothesis.

In this paper we provide a very simple, “bare bones”
model of the political process concerning compensa-
tion and privatization in a previously centrally
planned economy. The political process will have
two levels. One level is that of general rules of the
game, such as whether restitution or indemnification
should be used. It seems to us that if the work of so-
cial scientists can have any influence, it is at that lev-
el. Once the rules are set, however, we view political
decisions as being completely endogenous, and our
role becomes descriptive and explanatory.

In section one we present our model of privatization
with indemnification as the method of compensa-
tion. The model is based on the work of Becker
(1985) on political influence. We stress that the work
here is very preliminary. Section two introduces resti-
tution and analyzes how it affects the pace of privati-
zation. In section three we look at the political equi-

librium under restitution, and analyze how the pace
of privatization depends on the fraction of the econo-
my that is in private hands before the transition. We
suggest that the larger is the private economy at the
beginning, the more likely indemnification will be
chosen as the method of compensation. We discuss
some standard extensions in section 4, and how we
believe they will affect our results. We briefly discuss
in section five two alternative explanations for why
countries may choose restitution. We conclude with
a proposal for how to utilize the pressure group bene-
fits of restitution in a system of indemnification.

1. A SIMPLE MODEL OF POLITICAL
INFLUENCE IN THE PRIVATIZATION
PROCESS IN THE ABSENCE OF
RESTITUTION

Imagine an economy which has just had a political
transition and wishes to privatize that portion of its
economy which is owned by the government. We as-
sume that when a government owned firm is priva-
tized its productivity automatically rises. Those who
previously ran that government firm, which we will
refer to as managers, lose whatever surplus they were
receiving prior to privatization. The longer it takes to
privatize, T, the more the managers gain. They can
lobby to delay privatization, but lobbying is costly to
them. The surplus going to the managers of any one
government enterprise, S, is given by the following:

Sp=m(T)-¢&,, (1)

where €, is the amount of lobbying done per state
enterprise, and m(T) is the surplus derived by the
managers from the state enterprise between now and
T. It is easy to show that m'(T)>0 and that
m"(T)<0.?

If capital markets work well, the buyers of state enter-
prises will not receive any windfalls.” Who then re-

1. Several other potential problems come to mind. Variables other than the method of compensation used may affect the pace of priva-
tization. The sample sizes are small. We have some first hand accounts which even question whether what in some countries is call

privatization is really that at all.

2. If T, is the instantaneous profit, or surplus, accruing to those who run the state firm, then m(T):f oTe™T, dt, where r is the rate of

discount.

3. In section four we consider some of the implications of imperfect capital markets.
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ceives the gains from privatization? We assume the
beneficiaries are identical worker/consumers who ex-
perience a rise in their real wages.* The surplus of
each of these worker/consumers is given by:

Sy=w(T)-£y, 2)

where €, is the lobbying done by the typical worker/
consumer. Since worker/consumers gain from priva-
tization, w(T) is a decreasing function of T
(w'(T)<0), and it is easy to show that w(T) is convex

(w"(T)>0).

Let O be the fraction of firms that are privately owned
prior to privatization. Historically 6 has been a small
number. If we normalize both the number of firms
and the number of worker/consumers to one, the ag-
gregate lobbying to delay privatization is E = (1-
B)¢,,, and aggregate lobbying to speed it up is E=
€. The time until privatization, T, is determined by

an influence function, I, as
T=I(E,ExX), 3)

where I,,>0 and I,<0. The variable x represents the

institutional framework. It is reasonable to assume
that I, <0 and I,,>0. The former guarantees that
the second order conditions for the maximization
problem of the manager of a state enterprise (see be-
low) are satistfied. The latter is actually required by
the second order conditions for the maximization
problem of a worker/consumer (see below). Since we
have no strong prior on the interaction of E,, and E;
in I, we will make the simplest assumption, which is
that they are independent, i.e. I = 0.

We are ready to state the maximization problem of
the managers and of worker/consumers. For each
state enterprise the managers choose €, so as to max-
imize S, subject to the influence function and to the
level of lobbying by worker/consumers. The first or-
der condition for this problem is:

(1-9)m'(MI,-1=0, 4

The solution of (4) is the reaction function E_=
R, (E,,0x), which relates the level of lobbying by

worker/consumers to the lobbying done by the man-
agers of the state enterprise. Differentiating (4) we

can also obtain:
(1-9)’m" (T)I, L,

Rug, EwBix) = >0, (5)

m" (T) (I,)* + m' (DI,

where R g is the partial derivative of R, with re-
spect to E,,. The function R, is shown in figure 1.
As can be seen, R (E,8;x) is upward sloping with
respect to E, so that the more lobbying that is done

by worker/consumers, the more that is done by the

managers.
Rw (Ew, 0; X)
E *
Rw (EM, 6; X)
E,*
Figure 1
The reaction function for worker/consumers,

R, (E,,,0:x) can be similarly derived. The first order

condition for the worker/consumers is
WML, -1=0 ©)
Differentiating (6) one obtains:

w" (ML,

RipEm(Em05x) = <0. (7)

w' (T) (L,) + w' (T,

4. In reality, of course, workers (and consumers) are not identical. Some are likely to be made worse off by privatization and these

would lobby for its delay.

5. Let W}, and W, be the wage before and after privatization, respectively. Then w(T)H,Te™(W},-W,) dt +[,e™W,dt.
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The reaction function R (E,,0;x), which is down-
ward sloping with respect to E,, is also depicted in

figure 1.°

The intersection of the two reaction functions in fig-
ure 1 determines the equilibrium amount of lobby-
ing for each group, E_,* and E_* which in turn de-

termine how long the privatization process will take,

T=I(E,,*E,*x).

The only exogenous variable we have in the model is
0, the fraction of firms that are in private hands at
the beginning of the transition. We can now explore
how this variable affects the pace of privatization. An
increase in O will shift down the reaction function
R, and shift the reaction function R, to the right.

That is, for any level of lobbying by worker/consum-
ers, managers will lobby less, and for any level of lob-
bying by managers, worker/consumers will lobby
more. This is depicted in figure 2. As can be seen, the
equilibrium level of lobbying by worker/consumers,
E.*, must increase. As shown, the equilibrium level
of lobbying by managers, E_*, declines, but this is
not necessarily so. The increase in lobbying by work-
er/consumers induces managers to lobby more, per-
haps even to the point of compensating for the direct
effect of 0. It seems reasonable to expect, however,
that even if E_* rises, it does not rise so much that it

compensates for the increase in E,* in the influence

function, thereby increasing the time it takes to
privatize. Surprisingly, despite the strong assump-
tions we have made, we have not yet been able to rule
this possibility out. If one assumes the following spe-
cific influence function which satisfies all the condi-
tions we have imposed:

I(E,Ex) =1, + aln(1+E) - Bln(1+E,,) , (8)

where I, 0, and B are non-negative constants, it can
be shown that time to privatize, T, declines as 8 rises.
This is reasonable because the special interest wishing
to delay privatization, the managers, is smaller the
greater is 0.

New Reaction Functions

Figure 2

2. THE EFFECT OF RESTITUTION

We now assume that restitution is the form of com-
pensation used and consider how the previous equi-
librium is altered. Restitution creates a special inter-
est group, the previous owners, whose aggregate
lobbying, E,,, is directed at speeding up privatization.

For now we treat Ep as exogenous.

The influence function, which relates lobbying to the
time it takes to privatize, is now modified as follows:

T= I(Em,Ew,Ep;x) +T, 9)

where T is additional time involved in resolving prop-

erty claims. We assume that the function

I(Em,Ew,EP;x) takes on the same values as before
with Ep= 0. We also assume that Ip< 0, Ipp> 0, and

Lym=Lpy= 0.

Treating E, as exogenous, we can compute the effect
of an increase on E, E, and on T. The comparative

statics are too messy to reproduce here, but we can
show that an increase in Ej, will lead to an increase in

lobbying by both managers and worker/consumers.
The effects of an increase in E, on E, and E,, are

shown by shifts in the reaction functions in figure 3.
Besides the indirect effect on T through E , and E,

E, directly acts to reduce T. The net effect of an in-

crease in Ey is to decrease T. Analytically, the effect

6. The denominator in (7) is negative by the second order conditions for the worker/consumers problem.
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on T of changing from indemnification and restitu-
tion is like increasing in E, from an initial value of
zero, and adding T. The effect on T of lobbying by
the previous owners may or may not exceed the addi-
tional delays in privatization imposed by having to
settle property claims.

New Reaction Functions
E.

Figure 3

3. LOBBYING EQUILIBRIUM UNDER
RESTITUTION

So far we have treated E, as exogenous, which was

fine for the comparative statics exercise of the previ-
ous section. Now we allow lobbying by the previous
owners to be determined like that of managers and
worker/consumers. Using notation analogous to that
used above, the surplus of the previous owners, S, is

given by:
SP =p(T) - i (10)
where p'(T) < 0 and p"(T) > 0.” Aggregate lobbying

by previous owners is given by E = (1-6)€,,. The first

order condition for a maximum for each previous
owner is

p'(MI,-1=0. (11)

The solutions to (4), (6), and (11) are three reaction
Rm(EW,Ep,e;x), RW(Em,Ep,G;X), and

RP(Em,EW,e;x). The solution to these reaction func-

functions,

tions would determine the equilibrium levels of lob-
bying, (E,", Ey,*, E;%). We do not yet have general
comparative static results for changes in 6, nor even
for the specific influence function in (8), suitably ex-
tended to include lobbying by the previous owners.
We have done a few simulations for specific parame-
ters for the influence function (8). A typical result is
that under both restitution and indemnification the
time until privatization is complete, T, declines with
the fraction of firms. T declines more rapidly, how-
ever, with indemnification. If this results holds up
more generally, a prediction of the model would be
that the larger the relative size of the private sector at
the beginning of the transition, the less are the gains
in speeding up the privatization process by restitu-
tion. Since the speed of privatization is likely to be an
important concern in choosing the method of com-
pensation, we would then expect that the larger the
private sector, the less likely a country would choose
restitution as a means of compensation.

4. SOME GENERALIZATIONS

We have purposefully constructed a highly simplified
model. Consequently, several extensions come readi-
ly to mind. One of these is the notion that the effec-
tiveness of special interest groups may be inversely re-
lated to their size, because larger groups find it more
difficult to organize. This could be modelled here by
including 8 directly into the influence function, al-
lowing its value to affect the weights given to lobby-
ing by managers and previous owners. It is not clear,
however, that this is appropriate in our context.
Managers and previous owners are lobbying to delay
or speed up privatization of specific firms. They may
not want to organize to affect the process in general.®

The relative size of the private sector, 8, may affect
the pace of privatization directly if it takes longer to
privatize a larger government owned sector. It is not
evident, however, that this would affect the weights
given to lobbying by the various interest groups in
the influence function. Consequently, this should

7. If the instantaneous profit rate for the previous owner is T, then p(T)=f 1 fe"TT,d.

8. This reasoning calls into question whether aggregate lobbying, or lobbying per firm, should be the arguments of the influence func-

tion.
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not affect the decision of whether to use restitution
or indemnification. By this reasoning, the time add-
ed to the privatization process for settling claims un-
der restitution, T, could also be made a function of 6.
T would be a decreasing function of 6, so T would
decline more rapidly with increasing 0 under restitu-
tion, than if T was constant. This may seem to have
the potential of reversing the simulation results dis-
cussed above, but we believe the basic outcome—
that indemnification is more desirable the larger the
initial size of the private sector—will remain un-
changed, at least for some simple, but reasonable,
functional forms for T.

We have also assumed that the gains and losses to the
various groups from privatizing do not directly de-
pend on 6. This is unlikely to be the case, because the
value of 8 will affect the equilibrium wages and profit
prior to the transition, and therefore affect the mag-
nitude of the changes brought about by privatization.
Specifically, we expect that the larger is 0, the less is
the gain to worker/consumers from privatization,
and the less the loss to managers. Both groups have
less incentives for lobbying. Presumably this would
give greater weight to previous owners. The owners
of private firms at the beginning of the transition,
however, could now be hurt by privatization, and
they would have an incentive to lobby to delay it.
While not denying that these direct effects of 6 on
the surpluses of the various groups, it is our belief
that these are of secondary importance.

5. ALTERNATIVE EXPLANATIONS

It is sometimes suggested that a reason why restitu-
tion may be used by transition economies is that it
places less financial burden on already strapped gov-
ernment budgets. While it is true, of course, that res-
titution saves the government indemnification out-
lays, it also denies in revenue from privatization. In
principle one should be able to design restitution and
indemnification programs that have the same impact
on a government’s budget. We do not see this as a vi-
able explanation.

9. This alternative explanation was made to us by John Devereux.

An alternative explanation has to do with the possi-
bility that capital markets in a transition economy
may be highly imperfect.” With well functioning
capital markets, it should not matter from the point
of view of efficiency, whether government firms are
auctioned off or returned to previous owners. They
will end up in the hands of those who value them
most in either case. This will not necessarily happen
if capital markets are highly imperfect. The best peo-
ple to run the firms, for example, may not be able to
obtain financing to purchase them, and so there will
be an efficiency loss. Under these circumstance re-
turning property to previous owners may result in a
better assignment of ownership and control than
would be achieved through the market. If this expla-
nation is correct, we should see considerable restric-
tions on the return of property. For example, previ-
ous owners may be required to run the firms
returned to them, or make a minimum level of in-
vestment.'’ Previous owners who for health reasons
or obsolescence of knowledge of their industry could
not run their previous firms, would not have them
returned to them. Heirs would presumably not have
claims to property, unless there was some presump-
tion that they would make good owners. We do not
know to what extent these types of restrictions have
been present in transition economies using restitu-
tion.

A related argument involves the resulting distribu-
tion of wealth if capital markets are highly imperfect.
It may be that those who end up purchasing govern-
ment owned firms make windfall gains purely be-
cause of their superior access to financing. These
windfall gains may accrue primarily to foreigners.
Restitution, to the extent it involves nationals, would
avoid this. A problem with this explanation is that
when government assets are sold off, only the wind-
fall gains, and not the entire value of the properties,
go to the purchasers. With restitution, the entire val-
ue normally goes to the recipient. In the case of Cuba
most of the recipients of restituted property would be
expatriates, whose wealth levels on average far ex-

10. In the case of expatriates these would normally involve returning to the country.
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ceeds those of residents of the island. Restitution
would seem to further skew the distribution wealth.

6. CONCLUSION

We have argued that restitution of property in a tran-
sition economy may enhance efficiency by creating a
special interest— the previous owners—who have an
incentive in speeding up the privatization process.
This group serves to balance the pressures exerted by
the losers from privatization to delay the process.
Furthermore, we have taken the first steps in con-
structing a model that could help explain what coun-
tries choose what method of compensation, and that
would eventually allow us test our hypothesis indi-
rectly. An implication we hope to eventually develop,
and which we have given some suggestive arguments
for, is that an economy is more likely to choose resti-
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