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1
Introduction: Privatisation and the 
Crisis of Social Europe
The editors

The central themes of this book are the processes of liberalisation and 
 privatisation and their consequences for economic development, social 
cohesion and political democracy in the European Union. The worldwide 
financial meltdown following the sub-prime mortgage crisis in the United 
States has fundamentally called into question the established pattern of glo-
balisation and the dominant neo-liberal framework of economic govern-
ance and policy which was gradually set up in more and more parts of the 
world since the late 1970s. During the last few years it has become increas-
ingly clear that the policies of liberalisation and opening up more areas 
to the market, of deregulation and privatisation, and of establishing the 
rule of competition as the overarching point of reference for economic and 
social reproduction have not fulfilled the promises and expectations which 
accompanied their introduction. Instead, they have unleashed destructive 
dynamics in two directions. On the one hand, they have contributed to the 
enormous social polarisation and growing inequality throughout the world 
and in almost every single society. On the other hand, the liberalisation 
of capital movements and the creation of global capital markets have not 
reduced but exacerbated the inherent instability of the capitalist mode of 
production.

This has, of course, strong consequences for the content and development 
of the so-called European Social Model (ESM). ‘So-called’ because there is 
widespread consensus that there is no such thing as the European Social 
Model as a clearly defined entity, but that there is a range of social models in 
European countries, and that this diversity should not be regarded as a bur-
den but as an asset to Europe and European history and culture. Nevertheless, 
there are certain political and social elements in each of these models which 
together form the normative cornerstones of a specific European framework 
of social and political cohesion. Such basic elements include a relatively 
strong sense of social solidarity instead of competitive individualism, and 
a positive role for the state, which should bear responsibility for the welfare 
of individuals. As a reflection of this role, most European societies were, 
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throughout most of the past century, characterised by the existence of a 
strong public sector, as part of a ‘mixed economy’, and of social cohesion as 
well as of a public cultural and political space. Whereas, in the private sec-
tor, the rules of competition and profit dominate, the public sector is meant 
to be shaped and structured through public discussion of, and decisions 
on, the provision of goods and services to all members of society regardless 
of their income and social status. This is, of course, a much more complex 
qualitative structure than the one imposed by the rule of competition and 
the quest for quantitative profits.

The neo-liberal counter-revolution, which has developed during the last 
30 to 35 years, has severely attacked this co-existence of the private and the 
public sector. The Magna Carta of such attacks was the  so-called ‘Washington 
consensus and its main institutional spearheads – the International Monetary 
Fund (IMF), the World Bank (WB), and the World Trade Organisation (WTO), 
and, particularly with regard to public services, the ‘General Agreement on 
Trade in Services (GATS). As a result of these attacks, the balance between 
the competition-oriented and the welfare- oriented pillars of societal devel-
opment has been shaken and shifted in favour of the former. The number 
and weight of publicly owned corporations have shrunk considerably, and 
the remaining state-owned  corporations – and growing parts of public ser-
vices – are increasingly reshaped according to the logic and rules of markets 
and competition. In this context, it should be emphasised that the concept 
of privatisation covers a much broader scope than just the change of own-
ership from state or otherwise public to private ownership – although the 
latter plays a crucial role. This is particularly true with regard to services: 
the transformation from public to private services occurs in very different 
forms and degrees, which are not always tightly linked to specific own-
ership categories. Privatisation of public services in this sense means the 
transfer of a service from the framework of a politically determined public 
good to a framework of privately provided commodities. Whereas the criter-
ion for the ‘efficiency’ of public services is the fulfilment of a politically and 
socially defined more or less complex task or mission, efficiency of private 
services is measured in the amount or rate of profits which they generate for 
their providers. Privatisation can already start in state-owned enterprises, 
through corporatisation of former departments of ministries, outsourcing 
and other forms of enhancing cost efficiency of a service provided by the 
state. Privatisation can relate to different aspects of a public service, for 
example in terms of who supplies the service (public or private), who pays 
for it (state or individual) and whether some forms of market mechanism are 
used in the provision of the service.

Because of these developments, the tendency has emerged to transform 
the variety of different European social models into one uniform neo- liberal 
pattern corresponding to the interests and benchmarks of international 
financial investors. The ‘European model of society’ often invoked by the 
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proponents of privatisation is that of superior competitiveness as a conse-
quence of liberalisation. The social model is seen as universal commercial-
isation in which the whole world is seen as an accumulation of commodities 
and individual and social activities appear as transactions, concealing the 
underlying structures of inequality, power and ever enhanced exploitation 
of the majority of people through a small but powerful minority.

In the course of the work on these issues, it has become increasingly clear 
that the European Union (EU) has played and continues to play a special 
role in this process of neo-liberalisation of the world. While in the first dec-
ades after World War II the European Economic Community (EEC) and the 
European Communities (EC) did not play an active role in the formation of 
neo-liberalism, this has changed since the mid-1980s. The adoption of the 
Single Market project in 1985, the Treaty of Maastricht (1992), the Stability 
and Growth Pact (1997), the Financial Services Action Plan (FSAP, 1999) 
and the Lisbon Strategy of 2000 and 2005 are all decisive moves towards 
the reshaping of the European construction and the establishment of a neo-
liberal zone of liberalisation and privatisation. This process has been partly 
modified and partly been accelerated by the accession of the new member 
countries from Central and Eastern Europe since 2004. For these new mem-
bers, liberalisation and privatisation were cornerstones of a comprehensive 
economic and political transformation following within a very short time-
span the collapse of the previous system of state socialism. Although the EU 
has no legislative competence in terms of public or private ownership, its 
policies of liberalisation and marketisation work as a powerful propulsion 
engine for privatisation in the comprehensive sense outlined above. Today 
the thesis appears not exaggerated that the EU has taken over from the WTO 
and particularly from the GATS the role of the avant-garde and driving force 
of further liberalisation and privatisation.

However, this process of commodification of the world unfolds neither in 
a straightforward way nor does it remain unchallenged. Two countervailing 
factors must be noted here. The first one is the increasing vulnerability and 
internal instability of a finance-driven development which includes strong 
tendencies for speculations and the build-up of ever larger bubbles. These 
destabilising forces have exploded in the recent world financial crisis and 
this has brought the question of alternatives to a world ruled by markets and 
competition back to the theoretical and political agenda. The second factor 
is the growing dissatisfaction, critique and resistance against the policies 
of liberalisation and privatisation, reflected in the struggle of many trade 
unions as well as in the rising number of social movements – mostly on the 
local, but also on the regional and occasionally on the national level – against 
the further privatisation of public goods like water or public services like 
health care. In some cases privatisation has been prevented through resist-
ance by the population, in others privatised services have been renation-
alised. Even the recent partial nationalisations of the financial sector as a 
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rescue package against the financial crisis – although they certainly do not 
indicate the revitalisation or a new form of modern welfare state – clearly 
demonstrate that markets and competition cannot work as framework for 
economic and social development but need a framework of political rules 
and interventions within which they can generate positive dynamics and 
beneficial effects. In this sense, the official responses to the financial crisis 
confirm the theoretical critique and political resentment against a policy of 
unlimited liberalisation and privatisation of the world.

The present book is the result of the network ‘Liberalisation and Privatisation 
and the European Social Model’ (PRESOM). Sixteen members from 12 EU 
countries participated in this network, which was financed by the EU as 
a ‘Coordination-Action’ (CA) within the Sixth Framework Programme for 
Research and Development. During its lifetime (January 2006 – April 2009), 
the network organized approximately 50 workshops with numerous external 
experts from the scientific community, as well as policymakers and civil soci-
ety groups. The main thrust of the CA was – in spite of differing scientific 
and political positions and assessments amongst the participants – a critical 
approach to the dominant discourse and policies of liberalisation, privatisation 
and the far-reaching destruction and/or deformation of the public sector in 
the EU. Although critiques of the structure, performance and behaviour of the 
traditional public sector in the post-war period are in many cases justified and 
there is no simple way back to past structures, it is one of the common beliefs 
of the authors – and one of the main results of PRESOM – that there is a need 
for a strong and democratic public sector in order to maintain, revitalise and 
strengthen the cornerstones of a European Social Model which improves the 
social welfare and political democracy for the people in Europe.

The book is structured in three parts:
The first part gives an overview of the issues at stake. It summarises the 

process and various aspects – motives, drivers, proceeds – of privatisation 
in Western Europe (Chapter 2) and in the new member states (Chapter 3). In 
this context, special attention is given to finance as an important driver of 
privatisation (Chapter 4). In Chapter 5, main theoretical approaches to the 
question of private and public ownership are addressed and critically exam-
ined. Chapter 6 presents the different streams and connotations in the past 
and current discussion about the content and function of the concept of the 
European Social Model.

The second part contains six case studies on privatisation in Europe. While 
privatisation in manufacturing (Chapter 7) has only affected small parts of 
the Western European economies, it was the main process of transformation 
in the CEECs, and therefore particular emphasis is put on the new mem-
bers. Network services (telecommunication, energy, Chapter 8) were the main 
targets for liberalisation and privatisation in the EU15 during the 1990s, 
and a review of the results shows that the promises and expectations which 
accompanied this process remain far from justified. A particularly complex 
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structure can be observed in the health care sector (Chapter 9) where very 
different forms of liberalisation and privatisation coexist, and the develop-
ment of diverse connections between the public and private sectors, together 
with an increasing role of the private sector, are the two main trends. The 
chapter on pensions (Chapter 10) contains more straightforward arguments 
and results: the increasing threat of old age poverty through the shift from 
public PAYG systems towards private capital funded systems. Education 
(Chapter 11) is again one of the areas where privatisation is a complex pro-
cess which occurs to a considerable extent within state-provided systems. 
In the area of finance (Chapter 12), the privatisation has resulted (with very 
rare exceptions) in the virtual absence of any relevant state-owned bank 
in almost all EU members, and this has deprived the state of an important 
instrument to counter the financial crisis. Chapter 13 summarises this part 
and tries to draw a differentiated and coherent picture of the process of privat-
isation in Europe in the last three decades.

The third part deals with perspectives and alternatives. First, the mostly prob-
lematic impact of liberalisation and privatisation on the economy, social cohe-
sion and political democracy, and thus upon the common cornerstones of the 
European Social Model in the traditional sense, are presented (Chapter 14). 
As an alternative profile, Chapter 15 establishes a number of positive elem-
ents which a progressive ESM would require, and Chapter 16 discusses the 
role of a renewed and reshaped public sector for economic development, social 
cohesion and political democracy in a progressive ESM. Finally, Chapter 17 
deals with the forces and actors which are required and capable of achieving 
a turnaround from the still dominant neo-liberal pattern of development in 
the EU towards a progressive alternative.

The editors want to express their sincere thanks and appreciation to 
Dr. Jacqueline Runje who accompanied PRESOM as managerial assistant. 
Without her patient and persistent work it would have been much more 
difficult to keep the project together and to organise the work for PRESOM 
book.
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2.1 Introduction

This chapter consists of two parts, (1) presenting an overview of  privatisation 
in Western Europe, and (2) going more deeply into the role of EU policy in 
promoting privatisation. Our approach is based on the notion that by the 
time privatisation picked up as an explicit component of the neo-liberal 
project, most Western European states were already members of the EU and 
a certain convergence ensued in terms of policy orientation and prevailing 
ideology. Even though the EU does not take a direct stand in favour of the 
sale of state property, its role in this process should not be underestimated. 
Accordingly, Part 2.1 below presents an overview, while Part 2.2, deals with 
the role of EU policy.

2.2 An overview

2.2.1 Defining privatization

Privatisation is a capsule word. Although it clearly denotes some kind of 
transformation from the public to the private sphere, the actual form it takes 
varies from era to era. Thus, the change in the pattern of ownership from 
public to private is its most basic form. However, like a chameleon, it may 
take other forms. Hence, describing privatisation may lead to limitations 
across time – what was obvious in the 1980s became much more subtle in 
the 1990s and beyond; across sectors – what may be observed in the utilities 
does not necessarily correspond to what is happening in the public services; 
and across regions – what happened in the Central and Eastern European 
economies was quite unique.

Overcoming such limitations leads us to a comprehensive approach that 
focuses on the process of market liberalisation, whereby privatisation is 
embedded in the neo-liberal project, that is, the market-driven reforms of 
the past 30 years. In this sense, privatisation is a means of commodification. 
Thus, for a public good or service to be subjected to market practices and to 

2
Privatisation in Western Europe
Marica Frangakis and Jörg Huffschmid
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be privatised, it has to be treated as a commodity, for example as a “scarce, 
monetised entity subject to the same laws and principles of the market as 
shoes, lampshades or computers” (McDonald and Ruiters, 2005, p. 13). Seen 
in this light, privatisation becomes a moment, a stage in the evolution of 
capitalism. It represents a shift in the relations between the state, the soci-
ety and the economy which is a pervasive process in political, social and 
economic terms.

In the following sections of Part 2.2, we shall review the rationale (2.2.2); 
the timing and phases (2.2.3); the revenues (2.2.4); the sectors (2.2.5); and 
the forms of privatisation and the role of business interests in Western 
European countries (2.2.6).

2.2.2 The rationale of privatization

In the twentieth century, Western European countries witnessed a succes-
sion of nationalisation waves, closely linked to the economic, social and 
political conditions prevalent at the time. The first such wave was related to 
the Great Depression of 1929–1930, the length and intensity of which led to 
the abandonment of traditional, liberal policies and to the adoption of gov-
ernment interventionism in the industrial as well as financial sector. The 
second wave followed the termination of World War II and it was spurred on 
by the need to reconstruct the economy of practically the whole of Europe. 
The third wave occurred after the oil shocks in the 1970s and in view of 
the increasing competition from Japan and other Asian countries, with the 
express aim of rescuing ailing firms and thus sustaining economic growth 
and employment.1

As a result, in the late 1970s, state-owned enterprises in Western European 
countries accounted for a significant share of economic activity, estimated 
at about 10 per cent, as opposed to 7 per cent in the non-European OECD 
countries. However, with the onset of the 1980s and the Reagan and Thatcher 
eras in the US and UK respectively, the dogma of privatisation and market 
deregulation took hold of both politics and economics, spreading to the rest 
of the world at a remarkably fast pace.

The member states of the European Union readily adopted the policy of 
privatisation in the pursuit of a multiplicity of objectives. These included 
(1) promoting efficiency, on the axiomatic assumption that “private com-
panies tend to be more efficient that public ones”, or, more elegantly, that 
“public ownership is ... considered to reduce incentives for efficient resource 
allocation, both in terms of improvements in internal efficiency (cost-
 minimization) and allocative efficiency (pricing according to marginal 
cost)” (Morano, 2005, p. 2 and OECD, 1995, p. 40, respectively); (2) increas-
ing competition in particular sectors and in the economy at large; (3) devel-
oping a national capital market; (4) reducing the public debt, as well as the 
public deficit, especially in view of the adoption of the single currency; and 
(5) last but not least, promoting a culture of equity ownership amongst the 
population in general. In terms of the EU decision-making process, given 
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the official policy agenda, lobbying further influenced privatisation policy 
and its rationale.

More generally, decision-making in the EU institutions is notorious for its 
lack of transparency. Important matters are often discussed in obscure com-
mittees, where industry representatives are usually present, as opposed to 
representatives of labour unions, consumers and other such interest groups, 
which are conspicuous by their absence. Decisions are made on an inter-
governmental basis, with the European, as well as the national parliaments, 
playing a minor, if any role, while the wider public remains uninformed.

In this way, special business interests find their way to the seat of power 
in EU politics and employ various means to influence decision-making in 
their favour. In this respect, the role of the media and their close connec-
tions with large corporations should not be underestimated. Although a dir-
ect link between privatisations and the EU decision-making process is by 
definition difficult to establish, in view of the secrecy of such relations, the 
political legitimacy of the EU has suffered greatly since the 1990s, as docu-
mented by various analysts (see Etzioni, 2008).

Furthermore, the EU follows a more explicitly pro-privatisation policy in 
its relations with third countries and especially with the neighbouring coun-
tries of North Africa and the Middle East. For example, it tries to enforce 
market liberalisation through requests for publicly owned  sectors and enter-
prises (water, electricity) to be opened up under the General Agreement 
on Trade in Services (GATS) process (Hall, 2005), thus paving the way for 
privatisation.

Overall, global pressures, as well as specifically European ones, had a part 
in the rationale of privatisations in the EU. Such pressures reinforced the 
political-ideological configuration of the time, which regarded privatisation 
not only as a means, but also as a goal of policy.

2.2.3 The timing and phases of privatisation

The actual privatisation experience across countries varied, although mov-
ing into the 1990s, the rate of privatisation became more synchronized. 
Roughly, we can distinguish three types of privatisation experience across 
Western Europe in terms of timing – that of a core group, exemplified here 
by the UK, Germany, France and Italy; that of the Nordic countries; and that 
of the southern European countries.

Systematic privatisation, falling within a liberalising political and ideo-
logical framework, is closely associated with the UK and the first Thatcher 
government in 1979. The fact that a conservative government was re-elected 
four times in a row gives the UK experience a rare continuity. Thus, by the 
mid-1990s, all the sectors which had been nationalised during the post-war 
period, as well as by the Heath government in the early 1970s, had been pri-
vatised, reducing the share of the public sector in Gross Domestic Product 
(GDP) from 9 per cent in 1979 to less than 3.5 per cent in 1992. The return 
of Labour to office in 1997 did not reverse the process of privatisation.
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In Germany, another major privatiser, a privatisation programme was 
launched in the 1950s, under Chancellors Adenauer and Erhard. This lasted 
until the mid-1960s and resulted in about 40 privatisations, mostly of minor 
public entities. The first major privatisations were those of Preussag (mining 
company; 1959), Volkswagen (1961; the federal state kept 20 per cent and 
the State of Lower Saxony 20 per cent) and VEBA (1965; the federal state 
retained 40 per cent). In the mid-1960s, the social democrats were elected 
to government, interrupting the process, while the next privatisation wave 
occurred in the mid-1980s. Since the end of the 1990s, privatisation is 
mostly related to the public services.

Box 2.1 The East German privatisation experience

A separate, relatively short but very intensive third phase, albeit within the second 
one, was the complete privatisation of the Eastern German economy, which 
started in 1990 and was largely accomplished by the end of 1994.

Privatisation in East Germany was directed and supervised by the Federal Trust 
Agency (THA), which was established in order to oversee the transition. At the 
end of 1994, 7853 out of 12,000 state-owned enterprises had been fully priva-
tised. Of these, 1600 were returned to their former owners, 261 were transferred 
to the municipalities and 2700 were sold to former employees or managers (MBO). 
Moreover, 3713 formerly state-owned firms were shut. At the end of 1994, the 
THA was dissolved. The cost of the transition was especially high as the THA 
spent over DM 300 billion, while the total privatisation revenues amounted to 
DM 60 billion only. At the same time, millions of jobs were lost.

Source: Huffschmid, J, 2006, Privatization in Germany, unpublished PRESOM working paper, 
Bremen

By contrast to the UK and Germany, state interventionism has tradition-
ally been especially strong in France. The conservative government elected 
in 1986 introduced the first large wave of privatisations. By 1988, 1200 
firms, involving 350,000 employees, had been privatized. After that time, 
the alternative election of socialist and conservative governments led to a 
‘pendulum’ type of phenomenon, whereby the former tended to halt pri-
vatisation (1988–1993) and the latter to promote it (1993–1997). However, 
since the late 1990s such distinctions have become blurred, as both conser-
vative and socialist governments follow a ‘pragmatic approach’, according to 
former prime minister of the Chirac government, Jean Pierre Raffarin.

In Italy too, state participation in the economy was especially strong in as 
late as the early 1990s. This is when privatisation was introduced in a sys-
tematic way, strongly accelerating in absolute and relative terms by the late 
1990s. For example, the Italian privatisation revenues exceeded those of any 
other OECD country between 1995–1999.

The experience of the Nordic countries varies from that of the above 
Western European ones, insofar as there were minor ideological differences 
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between socialist and non-socialist parties with regard to privatisation in the 
1980s. Thus in Sweden, a non-socialist government carried out the national-
isation of the shipyards in 1976–1982. Privatisation received a further push 
from the conservative Carl Bildt government in 1991–1994, promoting ‘com-
petitive ownership structures’. Similarly, in Finland, privatisation appeared 
on the political agenda in the 1980s, when the social democrats were in 
government. Until 1997, three major companies (Enso-Gutzeit; Valmet; 
Outokumpu) had been privatized, while the state became the largest share-
holder (30.4  per cent) of a previously private manufacturing concern in 
mineral products and machinery (Partek). On the other hand, in Denmark, 
few privatisations have taken place, implying that the state continues to 
play a key role in the economy.

The experience of the Southern European periphery is also different to that of 
other Western European countries. In the 1970s, all three countries – Spain, 
Portugal and Greece – were under a dictatorship. By the end of that decade, 
all three had returned to democracy, often associated with the national-
isation of enterprises, of a more or less strategic importance, or simply in 
need of support in view of the economic turmoil of that period. By the mid-
1980s, however, privatisation had become part of official policy. Accession 
of all three to the then European Community appears to have bolstered the 
move towards privatisation.

Thus, in Spain, a large privatisation programme was put into place in the 
mid-1980s by the socialist party in government. Firms which had been 
nationalised during the 1970s were privatized. The privatisation process 
accelerated rapidly after the election of a conservative government in 1996, 
doubling the privatisation proceeds between 1996 and 2001.

In Portugal, privatisations started relatively early, while the socialist party 
elected into government in 1995 increased the rate of privatisations.

In Greece, on the other hand, the first privatisations took place under a 
conservative government, in the early 1990s. The socialist party ruled for 
the next 11 years (1993–2004), further elaborating the privatisation process 
and lifting many of the remaining restrictions to privatisation, while offi-
cial policy laid emphasis on the promotion of equity culture. The return of 
the conservatives to power in 2004 brought privatisations back to the centre 
of economic policymaking on economic efficiency grounds.

Our examination of the timing and phases of privatisation across Western 
European countries has been necessarily selective. Even so, certain generali-
sations may be made. First, privatisations appear to be part of the neo-liberal 
project instituted in the 1980s, although the actual starting point varies from 
country to country. Second, in the early period (late 1970s to late 1980s), pri-
vatisations were more closely linked to the election of conservative govern-
ments. This distinction loses its significance as we move to the 1990s, when 
privatisation was adopted by both socialists and conservatives as a more or 
less central part of their reform agenda. In this sense, privatisations became 
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not just a dogma, but also a means of serving established interest groups 
and power structures. Third, as the privatisation project evolved, new types 
emerged, quickly spreading across the various countries. Lastly, member-
ship of the EU appears to have positively influenced the rate at which pri-
vatisations spread.

2.2.4 Privatisation revenues

The EU is the area most involved in the privatisation process globally, hav-
ing implemented the greatest number of privatisations – approximately one-
third of all deals – and raised about one-half of global revenues since 1977.

Figure 2.1 shows the annual amounts raised by the EU-15 and the new 
member states between 1977 and 2007.2

As we can see, in the EU-15 privatisation activity took off in the late 1980s, 
declined in the early 1990s due to the trough of the period, and then rose 
to spectacular levels in the mid- to late 1990s, feeding, as well as taking 
advantage of, the stock market bubble of the time. The burst of the dotcom 
bubble in the early 2000s was reflected in a significantly reduced volume 
of privatisation proceeds, while privatisation activity resumed its upward 
trend in the mid-2000s. In fact, 2005 has been described as “a record year in 
recent privatisation history” (PB Newsletter No. 4, p. 6). This record is largely 
attributable to the results of a single country, France, which raised almost 
half of total proceeds, implemented the largest Initial Public Offering (IPO) 
(Electricite de France), the largest secondary accelerated sale (France Telecom) 
and three out of the four largest private sales via the complete divestiture of 
the highway sector.
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Figure 2.1 Privatisation proceeds (US $ million)

Note: ‘EU’ includes Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, 
Luxembourg, Netherlands, Portugal, Spain, Sweden and the UK. ‘NMS’ includes Czech Republic, 
Estonia, Hungary, Latvia, Lithuania, Poland and Slovenia.

Source: Privatization Barometer Databank; own calculations 
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Over the period 1977–2007 the privatisation revenues of the member 
states of EU-15 amounted to US $796,517 million, while those of the New 
Member States (NMS) (as defined in Figure 2.1) to US $69,195 million. In 
absolute terms, the top three privatiser countries were France, the UK and 
Germany (Figure 2.2).

However, the order changes in relative terms. Figure 2.3 provides a rough 
indication of the size of privatisation proceeds in relation to GDP over the 
period 1990–2005, a period during which a major privatisation drive took 
place. As we can see, the revenue from privatisations was much more signifi-
cant in relation to GDP in the smaller EU economies than in the larger ones, 
while the Czech Republic, a new member state, heads the list.

2.2.5 Privatisation across sectors

Practically all sectors of economic activity feature in the privatisation experi-
ence of the member states of the EU, albeit with variations as to the extent 
of the sector being privatised, the chronological order, the proceeds and 
the regulation of the sector following its liberalisation and privatisation. 
In particular, the privatisation of state enterprises in the  manufacturing 
sector, which in many cases preceded the privatisation drive of the 1990s, 
occurring in early privatisers such as the UK and Germany, presents the 
greatest variations. It mostly concerned the cement and steel industries and 
shipyards.

On the other hand, the privatisation of the infrastructure and network 
industries – transport, telecommunications, energy – which started in the 
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mid-1980s and is still ongoing appears to follow a more or less similar pat-
tern across regions. These industries were considered to be ideal candidates 
for privatisation, given that they were mostly outside the sphere of inter-
national competition. The more oligopolistic the structure of any particular 
sector, the more it attracted the attention of private investors.

In particular, the telecommunications sector dominated privatisation, 
both on the European and global level. This was largely due to the rapid 
pace of technological progress and the introduction of new products and 
structures, lowering the costs of entry, as well as the liberalisation of the 
sector by government policy. In fact, the extensive and early sale of telecom 
assets was said to serve as “a flagship sale of public utility assets” (OECD, 
2003, p. 30). As a result, telecommunications companies have been partially 
or fully privatised in most European countries over the past 25 years.

The financial services sector has also undergone extensive privatisa-
tion. In the UK mutual building societies and mutual life insurers were 
de- mutualised throughout the 1990s, while in France, the financial and 
banking sectors were heavily privatised. This was further the case in Italy 
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and in the southern European states. Generally, the share of public insti-
tutions in the financial sector and especially in banking was drastically 
reduced across the Western European countries.

Other sectors exposed to the privatisation mania of Western European 
governments include housing (e.g., in Germany and the UK), the prisons 
and the military services (UK), new technology enterprises (Denmark), the 
postal services (Germany), and so on. More recently, privatisation is spread-
ing to the public services sector, which for the most part still remains in 
public hands (Figure 2.4).

2.2.6 Forms of privatisation and business interests

Two important elements of the rationale for privatisations were (1) to pro-
mote an ‘equity culture’ and (2) to boost the capital market. Initially, privat-
isation policy was sold to the wider public as a way of creating what came to 
be called ‘popular capitalism’ or ‘capitalism for the masses’. The target group 
of investors was the retail investor. To this end, the sellers, that is govern-
ments, often provided incentives in order to attract individual investors to 
join the privatisation process.

For example, the Thatcher government’s privatisation programme, espe-
cially in the initial term, emphasised the declared objective of expanding 
and spreading equity ownership. This was achieved through a massive 
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programme of share issue privatisations characterized by substantial under-
pricing, tax incentives, and so on (Bortolotti, 2005). As a result, the percent-
age of shares held by private individuals rose from 7 per cent to 25 per cent 
although it fell back to 20 per cent at a later stage.

The same pattern of temporarily rising equity ownership by retail inves-
tors in the initial stages of the privatisation process has been observed in 
other European countries, too. Thus, in France there were 1.3 million retail 
investors in 1978. By 1987, after tax incentives were given to participate in 
public offerings, their number had increased to 6.2 million, falling there-
after. In Germany, the share of the adult population owning shares (directly 
or indirectly through investment funds) never rose above 20 per cent, while 
it has considerably fallen in the past few years. In Spain, the public largely 
participated in the early stages of the privatisation process.

Indeed, it has been shown that the initial structure of shareholding does 
not appear to be stable over the long run, as the majority of initial investors 
tend to dispose of their holdings to cash the initial discount. The majority 
of shares end up eventually with the financial institutions (Boutchkova and 
Megginson, 2000).

The goal of spreading equity ownership further served a more strategic 
one, that of stimulating the development of the capital market by providing 
profitable opportunities. As the share of retail investors declined, that of the 
institutional investors increased, where these include insurance companies, 
pension funds and investment funds. As shown in Table 2.1, in 2006, before 
the start of the financial crisis, the funds under management by institu-
tional investors exceeded GDP both in the EU25 and in the Eurozone on 
average, while in certain cases – UK, Netherlands – they were significantly 
greater than GDP, thus indicating the growing significance of the financial 
system in the economy as a whole.

Other financial institutions acquiring a significant stake in the financial 
system and in the economy of the European states through the privatisation 
process include the banks and especially Western European banks taking 
over large chunks of the banking sector of Eastern and Central European 
states. Such deals were often carried out outside the capital market, which 
was underdeveloped in the Central and Eastern European countries. As 
a result, the banking sector of the Central and East European Countries 
(CEEs) is today largely foreign owned (Table 2.2).3

More recently, as the privatisation process matured – that is, the stock 
of state-owned assets becomes depleted – new forms of privatisation, such 
as the Private Public Partnerships, have appeared and are gaining ground, 
especially in the core Western European countries.

In the case of public services, the notion of the market has been introduced 
in a variety of ways under the general label of ‘reforms’, promoted by the 
 so-called New Public Management of public services. This term was coined 
by the Thatcher and Major conservative governments in the UK between 
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Table 2.1 Institutional investors in EU25, the Eurozone and in selected countries, 
2006

Total Pension funds
Insurance 
companies

Investment 
funds

UK (€ million) 6,133,617 2,351,452 3,173,492 608,673

% GDP 321.8

France (€ million) 2,446,867 n/a 1,290,591 1,156,276

% GDP 136.6

Germany (€ million) 2,062,446 510 1,033,295 1,028,641

% GDP 89.3

Netherlands (€ million) 1,143,311 696,271 331,923 115,117

% GDP 216.6

Italy (€ million) 916,155 21,016 554,448 340,691

% GDP 62.1

EU25 (€ million) 17,011,150 3,293,728 7,227,498 6,489,924

% GDP 148.8

Eurozone (€ million) 10,229,544 834,812 3,846,401 5,548,331

% GDP 122.1 8.2 37.6 54.2

Source: ECB (2007), Tables 8, 9 & 14 (own calculations)

Table 2.2 Banks in the CEEs

Asset share of foreign-owned 
banks (%)

Asset share of state-owned 
banks (%)

2003 2006 2003 2006

Bulgaria 82.7 80.1 2.5 1.8

Czech Republic 86.3 84.7 3.0 2.2

Estonia 97.5 99.1 0.0 0.0

Hungary 83.5 82.9 7.4 7.4

Lithuania 95.6 91.8 0.0 0.0

Latvia 53.0 62.9 4.1 4.4

Poland 71.5 74.3 25.8 21.1

Romania 54.8 87.9 40.6 5.9

Slovak Republic 96.3 97.0 1.5 1.1

Slovenia 18.9 29.5 12.8 12.6

Sources: EBRD (2007); Structural Indicators
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Box 2.2 About PPPs

Public Private Partnerships (PPPs) have grown rapidly since 1992, when they first 
appeared in the UK. The most common PPP projects are for motorways and water 
and waste disposal projects (particularly in France, Spain, Portugal, Italy, Greece, 
Ireland and the UK), followed by schools and hospitals. A variety of PPP projects 
are at different stages of design and procurement in Eastern Europe. The European 
Investment Bank is a primary or secondary funder in many types of projects. 
European PPP and construction companies such as Skanska (Sweden), Ferrovial 
(Spain), Hochtief (Germany) and Vinci, Bouygues and SITA (France) have many 
projects in the UK, whilst British PPP financial, legal and technical consultants 
and construction companies have expanded across Europe. The elements of dif-
ferent PPP schemes are shown in the table below.

Out-
sourcing

Private 
finance 

initiative Concession Lease

BOT (build-
operate-
transfer)

Operation Operation of 
service

X X X X X

Finance Capital 
investment 
financed 
by private 
operator

X X X

Recouped by 
user charges

X X

Recouped by 
contract 
from 
municipality

X X X

Construction Construction 
of asset 
by private 
company

X X X

Ownership Public during 
and after 
contract

X X X X

Private during 
contract, 
public after

X X

 Private 
indefinitely

     

Source: D. Hall (2004), PPPs: A Critique of the Green Paper, PSIRU on behalf of the European 
Federation of Public Service Unions (EPSU)

1979 and 1997, deeply transforming the parameters of public service pro-
vision. It encompasses the privatisation and disaggregation of government 
service provision, the use of competition, performance measurement and 
tighter cost control (Needham, 2005).
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Privatisation has also favoured European multinational companies, which 
have expanded their activities both in sectors previously owned by the state 
and in new areas.

For example, in the electricity sector market liberalisation in the EU has 
led to a growing concentration of electricity operations under a few dom-
inant companies, notably RWE and E.oN (Germany) and EdF (France). 
Furthermore, some of the EU companies are taking advantage of the liberal-
isation and privatisation in neighbouring countries encouraged by the EU, 
expanding their operations in these areas (Hall, 2005).

Overall, the privatisation process served neo-liberal objectives pursued by 
many European governments, while enhancing the power of financial insti-
tutions and other private businesses. Although the party in government 
promoting privatisation was often of a conservative orientation, especially 
in the early stages of the process, this was by no means the rule. As privatisa-
tion spread to increasingly wider areas in the 1990s, social democratic gov-
ernments continued the policies instituted by the conservative ones, while 
in some cases (e.g., Spain) they actually introduced them. The winners were 
the business interests that took advantage of the privatisation process in 
order to gain entry into new areas and to strengthen their position vis-à-vis 
their competitors on the national and on the international level.

2.3 The role of EU policy

Privatisation is not specific to Europe but is a worldwide phenomenon. 
Nor have the European Economic Communities and later the European 
Communities played a leading role in triggering the wave of privatisations 
which began in the late 1970s. The EU has never had any competence in the 
area of privatisation. Article 222 of the Treaty of Rome of 1957 states: “This 
Treaty shall in no way prejudice the rules in Member States governing the 
system of property ownership”; and this formulation has survived all subse-
quent treaties, including the current Treaty of Nice, the failed draft consti-
tution and the equally failed Lisbon Treaty’.

In spite of this original lack of enthusiasm and the continuing lack of 
formal competence in the European institutions, especially the European 
Commission (EC) and the European Court of Justice (ECJ), have become 
major driving forces of privatisation. It may be argued that in the first 
 decade of this century, the EU has taken the lead in opening markets and 
privatising public services, and it has thus replaced the GATS on the World 
Trade Organisation (WTO) level as the most powerful privatisation forum 
in the world.

How could this happen? The answer to this question lies in the develop-
ment of the concepts of liberalisation, market opening and competition. 
The increasing emphasis on markets and competition as central parts of 
the worldwide conservative roll-back strategy against the intervention-
ist policies of post-war welfare states captured the European concept of a 
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Common Market and transformed it from an instrument to achieve eco-
nomic and social objectives into an overarching and comprehensive social 
objective. The creation and impact of this privatisation-friendly framework 
are the themes of this part of Chapter 2. First we introduce the main cor-
nerstones for the increasingly competition-dominated European legal and 
political framework (Section 2.3.1). Then we present two areas where EU 
legislation either generated extensive liberalisation and privatisation (net-
work services) or where the EU is heading in this direction (social services)
(Section 2.3.2).

2.3.1 Cornerstones of the legal and political framework 
for liberalisation and privatization

The completion of the single European market. The first and perhaps the 
most important milestone of liberalisation in the EU is the adoption of the 
Single European Act (SEA) of 1987, following the Commission’s “White paper 
on the completion of the Single Market” of 1985 (see EC, 1985). It marks 
the transition from a ‘positive’ to a ‘negative’ integration strategy. In the 
former, the method of integration is to harmonise the different legal and 
 institutional frameworks for markets in the member states and to create a 
space of common rules as a framework for competition. A negative integra-
tion strategy concentrates almost exclusively on the removal of market bar-
riers with only very few common rules. The transition from the positive to 
the negative integration strategy replaces the principle of harmonisation by 
the principle of ‘mutual recognition’ which postulates that a good or service 
produced or offered in one member country according to the rules of this 
country should automatically get a ‘European passport’, that is, it should be 
admitted to the markets of every other member country even if the rules 
in this other country were different from those of the first country. This 
‘country of origin principle’ triggered the ‘biggest push of deregulation in eco-
nomic history’ as one former commissioner put it. The result was that eco-
nomic competition between firms within a framework of common political and 
social rules – relating, for instance, to work protection, taxation or product 
safety – was increasingly complemented and transformed into competition of 
rules between countries, or locational competition. This is the background 
for tax competition, social dumping and so on.

The liberalisation of financial markets: Open doors for financial investors. The 
SEA had also called for the liberalisation of capital movements ‘to the extent 
necessary to ensure the proper functioning of the common market’. This 
objective required far-reaching legislative measures because financial mar-
kets were densely regulated in the European Communities and capital con-
trols were not only allowed but also rather extensively practised in most 
countries of the European Economic Community (EEC) and the EC until 
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the early 1970s (see Bakker, 1996). The legislative framework for the liberal-
isation of financial markets was created in four steps:

In 1988 the directive on the  ● liberalisation of capital markets (88/361/EEC) was 
adopted which foresaw the complete liberalisation of capital movements 
until 1 July 1990, with longer transition periods for some  countries.
In 1989 the  ● second banking coordination directive (89/646/EEC) created the 
‘European passport’ for banks in the EC on the basis of several agreed 
common standards.
The  ● Treaty of Maastricht of 1992 extended the provisions of the SEA consid-
erably insofar as it abolished the clause which linked the freedom of capital 
movement to the proper functioning of the common market. It called for 
the abolishment of all restrictions of capital movements between member 
states and between member states and third countries. At the same time, 
the treaty provided (in Articles 73c to 73g) a number of exemptions.
The  ● Financial Services Action Plan (FSAP) was adopted in 1999 as the 
response to the sluggish and incomplete implementation of the liberalisa-
tion imperative in most member states. It envisaged the adoption of some 
40 measures to further open up financial markets until 2005 and put par-
ticular emphasis on the securities sector. By 2005 most of these measures 
had been adopted by the EU and many were implemented by the member 
states (see EC, 2005).

The services directive The aim of the famous ‘Bolkestein-directive’ was to 
generate a new thrust for the implementation of the single market pro-
gram in the area of services where the implementation had in the view of 
the Commission remained too sluggish. The draft, which was published 
in January 2004, covered a very comprehensive range of services (includ-
ing social and health services) and contained the explicit confirmation of 
the country of origin principle (see EC, 2004). However, this orientation 
remained not unchallenged and was met with a wave of critique, protest and 
mobilisation in several member countries, notably in France and Germany. 
Even the European Parliament did not accept the neo-liberal thrust and 
requested changes. As a result the Commission formulated a second ver-
sion of the directive, in which the term ‘country of origin’ had disappeared 
and from which several areas of services (social and health services, labour 
regulation) had been removed. This version was accepted by the majority of 
the EP and adopted in the spring of 2006. It has been in force since January 
2007. Although the critique had some impact on the final version of the dir-
ective it should not be overlooked that the basic deregulatory content was 
maintained.

The Lisbon strategy It was first adopted at the summit in March 2000, at the 
peak of the new economy boom and financial speculative bubble – which 
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burst a few weeks after the summit. In spite of obvious failures with regard to 
declared objectives, the strategy was reconfirmed at the summit in Brussels 
in spring 2005. It contains the essence of the deregulation and competition-
oriented strategy of the EU. The three main pillars are:

Structural reforms1. , meaning mostly further market opening and deregu-
lation, that is more deregulation of labour markets under the logo of 
 flexicurity.
Macroeconomic discipline2. , concretised in a uniquely narrow mission, on 
the one hand, for monetary policy in the European Monetary Union 
(EMU), focussing exclusively on price stability and, on the other hand, 
for fiscal policies concentrating on tight restrictions for public budget 
deficits and public debts.
The ‘3. modernisation’ of social systems, which aims at the complementation 
and at least partial replacement of public PAYGO pension systems by pri-
vate capital funded pension systems.

2.3.2 Liberalisation and privatisation in the new framework

Liberalisation and privatisation of network services. One particular area 
of liberalisation during the last two decades has been network and infra-
structure sectors (see Chapter 8). These particular liberalisation directives 
have been adopted, complemented and modified on the European level. 
They relate to telecommunication, postal services, energy (electricity and 
gas) and transport (air traffic, railways and local and regional public trans-
port). These areas were dominated by large state-owned monopolies in most 
member countries. The liberalisation directives did not require privatisa-
tion. Their main thrust was to generate and ensure ‘undistorted’ compe-
tition in the hitherto closed markets. For these purposes, provisions were 
adopted to prohibit or heavily constrain state subsidies (or, where these were 
thought necessary to uphold a service to grant them indiscriminately to 
all providers) to abolish cross-subsidies, to unbundle accounting, separate 
different activities and so on. To monitor and ensure the implementation 
of the internal market and competition, rules liberalisation was regularly 
accompanied by the set-up of new regulatory provisions and authorities in 
the member states.

The guarantee of public service functions was usually not part of the lib-
eralisation directives in the network industries. It was implicitly assumed, 
and sometimes explicitly formulated, that a well-working market would 
best serve the public service objectives, which were seen in universal access, 
affordable prices and high quality of the service. Only in the fields of tel-
ecommunications and postal services were these ‘universal service’ require-
ments explicitly formulated and concretised in the liberalisation directives. 
For electricity services a special directive imposed particular investment for 
reserve capacities.
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While the liberalisation directives in network industries did not – with 
the two exceptions mentioned – contain any particular public service pro-
visions, the member states were free to declare these services as of public 
interest and to impose legal provisions to fulfil the public purpose. Such 
provisions could, according to Article 86.2 ECT, limit the applicability of 
and create exemptions from the competition rules, if this was necessary to 
fulfil the public interest mission.

Finance as a driver of privatisation The liberalisation of financial markets 
through EU policies corresponded to the increasing pressures from finan-
cial investors, which had become more and more central and influential 
actors in contemporary capitalism. Under the new legislative framework 
financial investors have developed rapidly in the EU. This applies not only 
to the traditional institutional investors but also to new so-called ‘alter-
native investors’, private equity firms and hedge funds. The consequences 
have been a strong thrust towards privatisation of public goods and ser-
vices, more shareholder orientation in the management of private and pub-
lic firms and increased pressure on governments to shape the economy and 
society according to the interests of financial investors (see Chapter 5). In 
this context the EU has exerted considerable pressure for pension reforms, 
through which the traditional public pay-as-you-go-pension (PAYG) sys-
tems in several member states have been complemented and partly replaced 
through private capital funded schemes (see Chapter 10). The directive on 
“institutions for occupational retirement provision” (IORP) (EC, 2003) has 
explicitly opened a broad range of speculative investment opportunities for 
private pension funds including shares, hedge funds and currencies.4

Social services Immediately after social services had been exempted from 
the coverage of the services directive the Commission announced in an 
official communication in April 2006 the way in which it envisages to pro-
ceed in this area (see EC, 2006), not without emphasizing the role of these 
services as “pillars of European Society and the European Economy”. The 
decisive point is that if a service is provided for money – regardless of the 
appropriateness of the price and of the ultimate source of finance – it is 
regarded as an economic activity and must be subordinated to the internal 
market and competition rules (see Box 2.3). Therefore, an entity providing a 
social service for money has to behave as if it were a private firm in a private 
market. It seems logical that under such circumstances there is no reason 
why it should not be privatised.

In a communication of November 2007 (EC, 2007, p. 5) this approach was  re-iterated 
and concretized:

For a given service to qualify as an economic activity under the internal 
market rules (free movement of services and freedom of establishment), 
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the essential characteristic of a service is that it must be provided for 
remuneration. The service does not, however, necessarily have to be paid 
by those benefiting from it. The economic nature of a service does not 
depend on the legal status of the service provider (such as a non-profit 
making body) or on the nature of service, but rather on the way a given 
activity is actually provided, organised and financed. In practice, apart 
from activities in relation to the exercise of public authority, to which 
internal market rules do not apply by virtue of Article 45 of the EC Treaty, 
it follows that the vast majority of services can be considered as “eco-
nomic activities” within the meaning of EC Treaty rules on the internal 
market (Articles 43 and 49).

While this competition-oriented view has always been the position of the 
Commission with regard to network, utilities and other infrastructure ser-
vices of general interest (which were qualified from the beginning as being 

Box 2.3 The European Commission on social services

In general, the case law of the Court of Justice (‘the Court’) indicates that the EC 
Treaty gives member states the freedom to define missions of general interest and 
to establish the organisational principles of the services intended to accomplish 
them.

However, this freedom must be exercised transparently and without misusing 
the notion of general interest, and the members must take account of Community 
law when fixing the arrangements for implementing the objectives and prin-
ciples they have laid down. For example, they must respect the principle of 
non- discrimination and the Community legislation on public contracts and con-
cession when organising a public service.

Moreover, when it comes to services of an economic nature, the compatibility 
of their organisational arrangements with other areas of Community law must be 
ensured (in particular freedom to provide services and freedom of establishment, 
and competition law).

In the field of competition law, the Court has established that any activity con-
sisting of supplying goods and services in a given market by an undertaking con-
stitutes an economic activity, regardless of the legal status of the undertaking and 
the way in which it is financed.*

With regard to the freedom to provide services and freedom of establishment, 
the Court has ruled that services provided generally for payment must be con-
sidered as economic activities within the meaning of the Treaty. However, the 
Treaty does not require the service to be paid for directly by those benefiting from 
it.** It therefore follows that almost all services offered in the social field can be 
considered ‘economic activities’ within the meaning of Articles 43 and 49 of the 
EC Treaty.

*See, for example, cases C-180/98 to C-184/98, Pavlov and others.
**Case C-253/85, Bond van Adverteerders

Source: EC (2006), p. 6
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of general economic interest), the reach of this approach has recently been 
extended and now includes health care (see Chapter 9) and social services. 
For the latter, the main argument is the modernisation of such services, which 
previously may have been of a non-economic nature but which through 
this modernisation are transformed into economic services: “The combined 
effect of these changes is that an increasing number of activities performed 
daily by social services are now falling under the scope of EC law to the 
extent they are considered as economic in nature” (EC, 2007, p. 8).

If the diagnosis that public services contain increasingly economic elem-
ents including remuneration to providers (whether publicly financed or 
not) is correct – and there is no reason to believe that this is not the case –, 
the allegedly large room for discretion for national, regional and local actors 
and authorities to organise and shape public services according to their 
needs and preferences for which the internal market framework does not 
apply, becomes increasingly fictitious and a more and more rhetoric shell. 
The reasoning of the Commission is a strange combination of limitation 
and extension of the internal market rules. Limitation: Only services of an 
economic character are within the reach of the Commission. Extension: 
Almost all services are of an economic character.

Overall, the approach of the EU to social services can be summarized as 
follows:

First, services of general economic interest fall in principle into the 
framework of internal market and competition rules, but may be granted 
exceptions from these rules under certain circumstances and conditions; 
non-economic Services of General Interest (SGI) fall outside the reach of the 
treaty and thus of European legislation. Second, modernisation and other 
changes transform more and more previously non-economic services of 
general interest into economic ones, so that in a long-term perspective all 
public services fall under the rules of the treaty. Third, the way of preserving 
(or even, if there is a political will, extending) public interest provisions goes 
via exceptions and exemptions from the internal market and competition 
rules. Even if this option is extensively used and political forces and social 
movements fighting for public interests become stronger and enforce a wide 
range of exceptions, the – implicitly or explicitly – acknowledged frame of 
reference remains the internal market and competition rules.

2.4 Summary

The economy of the Western European countries, which constituted the 
EU-15 by the mid-2000s,5 was deeply transformed by the liberalisation and 
privatisation policies of the past 30 years. The role of the state as the pro-
vider of welfare was diminished, to the detriment of European society and 
of the public interest. While the actual process followed from one region 
to another was not identical, in terms of chronological order, sectors and 
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methods involved, and so on, there was a common thrust. In fact, start-
ing from the 1990s onwards, privatisation policy became increasingly for-
malised, as well as central, within the overall EU policy orientation. The 
2007–2008 crisis, which threatens to engulf more and more sectors of 
the European economy, may well lead to a new wave of nationalisations. 
Whether this signifies a reversal of privatisation policy or a temporary break 
depends on the perception of the role of the state in the new conjuncture.

The EU, though formally not competent to recommend or impose pri-
vatisation, has in fact played a major role in the privatisation process in 
the EU, particularly in the ongoing process of the privatisation of public 
services. The reason for this is the increasingly dominant conception of lib-
eralisation and competition which has been implemented in several steps 
as an overarching framework for economic and social activities. It forces 
all public service providers to behave as if they were private profit-seeking 
entities. This has led to the privatisation of almost all network services, and 
currently the focus of the stampede for privatisation is on social services 
and health care.

Notes

1. Following the credit crunch of 2007 and the financial crisis of 2008, which is 
quickly turning into an economic crisis of global proportions in 2009, the bail 
out of large financial and industrial concerns by the state in the USA and in other 
major economies confirms the view that nationalisation is most often employed 
as a rescue policy at times of economic and social hardship, as opposed to pri-
vatisation, which is a deliberate type of policy in terms of design and execution, 
promoted by particular corporate group interests.

2. The Privatisation Barometer data includes only privatisation revenues from public 
share offerings and private sales. In view of the different forms privatisation may 
take, such data understates the size of privatisation proceeds.

3. See also Table 12.4 in Chapter 12.
4. Par. 33 of the introduction to this directive: “As very long-term investors with 

low liquidity risks, institutions for occupational retirement provision are in a 
position to invest in non-liquid assets such as shares as well as in risk capital 
markets within prudential limits. They can also benefit from the advantages of 
international diversification. Investments in shares, risk capital markets and cur-
rencies other than those of the liabilities should therefore not be restricted except 
on prudential grounds.”

5. In 2004, ten new member states joined the EU and in 2007, two more, bringing 
total EU membership to 27 and encompassing the largest part of Europe.
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3
Privatisation in the Central and East 
European Countries
Károly Lóránt

3.1 Introduction

The newer EU member states (except for Cyprus and Malta) became either 
part of the Soviet Union or in its zone of influence following World War II. 
As a result, these countries were obliged to follow communist ideas regard-
ing the political system and the economy. The people of these countries 
made continuous efforts to rid themselves of the system of a centralised 
political power and attempted to develop a more flexible economic system. 
These attempts were mirrored in the Hungarian uprising in 1956, in the 
‘Prague’s spring’ during 1968 and also in the fighting of the Solidarnost in 
Poland in the early 1980s. In Hungary, the reform of the economic system 
in 1968 led to the establishment of a better functioning economy. However, 
these attempts either failed or were not sufficient to accomplish an effect-
ive economy and by the late 1980s a wide strata of the leading intelligent-
sia, even members of the Communist Party, thought that the system itself 
needed to be changed. With the weakening of the Soviet Union, the time 
for change arrived. The Baltic countries achieved their independence and 
a democratic multiparty political system was established in the region. The 
next step of the transformation was the establishment of a market econ-
omy. In the framework of this transformation of the previously state-owned 
companies were privatised; the markets (labour and capital market), the 
price system, and foreign trade were liberalised; and restrictions on busi-
ness and individuals were removed, reduced, or simplified with the inten-
tion of encouraging the efficient operation of markets. In this way, the 
former centrally planned economies were transformed into market econ-
omies dominated by private property. The intent of this chapter is to give 
an overview of these processes, focusing on privatisation and its economic 
and social impacts.
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3.2 Systemic change and the philosophy 
behind privatisation

Systemic change in the Central and East European Countries (CEE) began 
in the era when neoliberal ideas about state property were on the zenith in 
the West. Mainstream economists of the socialist countries adopted the new 
ideology not least because these ideas were strongly recommended by the 
World Bank and International Monetary Fund (IMF). The so-called struc-
tural adjustment policies suggested by the World Bank also included pro-
posals for privatisation. The influence of these organisations was especially 
strong in indebted countries like Poland and Hungary who were obliged to 
borrow from them.

Proponents of the neoliberal-style economic reforms also supported the 
large scale privatisation of state properties ‘at once’. These theorists argued 
that state property is inefficient, and an inefficient system should not be 
allowed to survive. It was also supposed that new, market-oriented owners 
would tackle the necessary modernisation of enterprises after property 
rights were transferred.

Supported by international organisations and economic theorists, almost 
all political parties, established in the course of the systemic change, not 
surprisingly were in favour of privatisation. The reasoning for privatisation 
was somewhat different in the individual countries; however, these ideas 
had some common features. For instance, it was taken for granted every-
where that private property and private enterprises would be more efficient 
than the state-owned ones. New political parties everywhere wanted to pro-
vide some kind of historical justice for the pains caused by communism. 
And it was supposed that through privatisation a new middle class (‘the 
citizens’) would come into existence and provide the backbone of the new 
democratic political system.

3.3 Privatisation methods

Following the systemic change for the new political forces one thing was 
clear: the radical change in the structure of ownership of privatisation was 
indispensable. The main question was how to carry out privatisation when 
there were no investment funds or corporations to purchase the state proper-
ties and the citizens did not have enough savings to buy state enterprises.

In the absence of investors CEE countries had to find a completely new 
solution in order to make state property private. From this point of view, 
privatisation methods can be divided into two main groups:

Conventional methods which were also applied in the West, like direct 1. 
selling, initial public offering (IPO) and tender.
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Innovative, nontraditional methods like self-privatisation, auction, cou-2. 
pon system (vouchers), management and employee buy-out (MEBO) and 
restitution. With these methods, mostly the former managers of the pri-
vatised companies were able to acquire the state property.

The main legal framework for privatisation was established between 1988–
1991. In all the CEE countries, parliaments approved laws about economic 
associations (the basis for establishing private enterprises), about the process 
of transforming state property into private property and also about the pos-
sibilities for foreign investors to participate in this privatisation.

The very process of privatisation was conducted either directly by the state 
(through the ministries) and by special agencies established specifically for 
this purpose (for example State Property Agencies) or indirectly, with the 
help of numerous agencies for which the ownership rights were conferred 
until the state-owned enterprises were sold by them.

Privatisation was facilitated by different institutions such as schemes that 
helped managers and employees to buy the privatised enterprises or special 
investment funds for buying up the vouchers and property agencies which 
actually carried out the owner’s duty.

Naturally, the methods would depend upon the size of the state enter-
prise in question. Public auctions were generally used in the case of small 
businesses, medium-sized enterprises were privatized by the management 
or done by agencies, while larger enterprises were more often transformed 
into joint-stock companies and later their shares were sold to specific profes-
sional investors or were introduced into equity markets.

Table 3.1 shows the dominant privatisation methods in the individual 
countries with these general features.

Table 3.1 Dominant privatisation methods

 Primary method Secondary method

Bulgaria direct sales vouchers

Czech Republic vouchers direct sales

Estonia direct sales vouchers

Hungary direct sales MEBO

Latvia direct sales vouchers

Lithuania vouchers direct sales

Poland direct sales MEBO

Romania MEBO direct sales

Slovak Republic direct sales vouchers

Slovenia MEBO vouchers

Source: Bennett et al. (2004)
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3.4 The impact of privatisation on 
ownership structures

The different methods of privatisation played a determinant role in the post-
privatisation structure of the CEE countries. Auctions for the privatisation 
of smaller companies created a relatively wide strata of owners; however, 
with not too many perspectives. Following the liberalisation of foreign trade 
these small businesses were obliged to compete with large multinational 
companies (especially in the field of retail trade) and, naturally, could only 
reach a very limited level of success. Other methods, which produced big-
ger domestic private companies, also had limited success in reaching strong 
national private ‘champions’. The reason was the same: privatised state com-
panies had limited resources to improve their technology and compete on 
the European single market. As it turned out from a study carried out in 
the Czech Republic (Kocenda and Svejnar, 2003), a significant improvement 
in profitability and sales occurred only in cases where the state property 
was privatised to foreign strategic investors who financed and carried out 
large-scale restructuring. In cases where private owners were in fact domes-
tic ones, the economic performance hardly improved, but if it did, it was a 
consequence of reduction in labour costs.

The first wave of mass privatisation originally resulted in a rather unstable 
ownership structure. Namely, many new ‘voucher capitalists’ sold their shares 
soon after a two-year embargo period, preferring cash to equity, which also 
affected newly emerging capital markets by creating a predominance of the 
secondary over primary market, and by converting savings into consump-
tion rather than financial assets. In countries where the coupon privatisa-
tion was the dominant method, large stakes in privatised companies ended 
up in the hands of quasi-governmental funds and private investment funds. 
These funds became the new majority owners of the economy.

With the Management and Employee Buy-Out (MEBO) method in Slovenia, 
workers and managers obtained a majority in 802 companies (61.3 per cent 
of all of companies), but these accounted for only 22.9 per cent of total cap-
ital, while in 150 companies (11.5 per cent), accounting for 45 per cent of 
the total, capital insiders acquired less than 20 per cent of shares.

Since a great part of shares sold on public auctions finally landed in the 
hands of state-owned funds in Slovenia, state ownership exceeds 25 per cent 
in 10 of 28 most important companies listed on Ljubljana’s Stock Exchange. 
The real dominance of the state in the economy has been further enhanced 
by the weakness of dispersed small shareholders and by the state-controlled 
shareholders (that is, state-owned banks and other state-owned companies). 
Thus, the state, the shareholders owned by the state and the state-controlled 
shareholders own around half of the shares in the biggest companies.

In Romania, all the important types of owners are present in the post-
 privatisation ownership structure. The State Ownership Fund, represent-
ing the state, has been, and it still is, an influential owner of many firms. 
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The five Private Ownership Funds’ portfolio and name changed after the 
voucher privatisation, but the identity of their real owners is still an open 
question: it is certain that the citizens are not among them (Filip Codruta-
Liliana, 2007). Besides the above-mentioned state and private investment 
funds, a complete set of real private owners emerged because of MEBO, mass 
privatisation and case-by-case sales. MEBO, being the most popular in the 
first years of transition (1993–1995), gave space for insiders and a large num-
ber of domestic individuals received tiny fractions of ownership. The last 
method, direct sale of shares, was mostly used after the Mass Privatisation 
Program (1996–2000) and was the most important method to involve for-
eign investors and give way to foreign ownership. 

In Hungary, the main beneficiaries of the privatisation were the multi-
national companies. Around two thirds of the privatised wealth went into 
foreign hands. And foreign participation increased further when foreign 
owners increased capital and bought shares or in other ways bought the 
assets of Hungarian owners. The main foreign owners by country of origin 
are the EU (mainly Germany and France) and the United States.

3.5 Privatisation of the banking sector

Privatisation of the banking sector in the CEE countries was carried out in 
two stages. In the first stage, a two-level banking system was established 
where the commercial banking activity was separated from the activity of 
the central bank activity, which had been incorporated in one hand (one 
central bank) during the socialist epoch. These changes were carried out 
in the late 1980s and early 1990s. As a second step, individual commercial 
banks were privatised usually either by open sale of their shares on the 
stock exchange (initial public offering – IPO) or by selling the majority of 
the shares to strategic (professional) investors who actually were the leading 
banks of the “old” Europe, like ING bank, ABN-AMRO, KBC, Uni-Credito, or 
American banks like Citigroup or GE Electric. By the end of the 1990s, bank 
privatisation was practically completed in all of the new member states. As a 
result, in most CEE countries a great majority (50–100 per cent) of the bank-
ing and insurance sector went over to big multinational financial actors, the 
only exception being Slovenia where the banking and insurance sector was 
returned to the hands of national owners (Štiblar, 2007).

3.6 Privatisation of the network industries

3.6.1 Energy

In the new member states, during the period of state socialism, the three 
segments of the electricity sector – production, transmission and distribu-
tion (sales) – were operated within the same state-owned company. Thus, 
the first step of privatisation (usually during the 1990s) was the separation 
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of the power plants from transmission greed and the distribution networks. 
In the second step, these separated parts were transformed into joint-stock 
companies; and finally, certain packages of stocks were offered to profes-
sional investors and another part was sold on the stock exchange, while 
some part of the stake remained in state hands.

The declared objectives of privatisation were the reconstruction of the 
old power plants and the strengthening of their capital, management skills 
and the quality of their portfolio. Improving the quality of the services 
and increasing the competitiveness were also among the expected goals. 
However, sometimes the financing of the state budget was also a high pri-
ority. Privatisation was carried out in successive steps and during different 
time periods in different countries. In several countries, such as Hungary, 
the majority of the process of privatisation took place in the middle of the 
1990s, while in other countries it began only in recent years (for instance, in 
Poland and Romania). In certain countries, progress was rather slow or did 
not happen at all (for instance, Slovenia). Privatisation was also influenced 
by the obligation to comply with EU legislation, namely with the Electricity 
Directives, (96/92/EC) and (2003/54/EC). Through these directives, the elec-
tricity market of the new member states has been gradually opened for com-
petition. Due to the lack of domestic capital privatisation gave ground to big 
multinationals. Today a great part of the energy market of the CEE countries 
is in the hands of large West European companies like EdF (France), Enel 
(Italy) and RWE (Germany).

3.6.2 The gas and oil industry

In the gas and oil industry privatisation was carried out in the form of estab-
lishing joint-stock companies. The minority shares were sold on stock mar-
kets, while state or domestic investors retained the majority share, as – for 
instance – in the case of the Polish PGNiG and Hungarian MOL.

3.6.3 Telecommunications

In the domain of telecommunication the privatisation process followed a 
similar pattern. In the first step, the state-owned enterprises were trans-
formed into joint-stock companies and then a part of the shares was sold 
on the stock market, but the bulk of the stake went to professional inves-
tors. Since in almost all CEE countries the telecommunications supply was 
underdeveloped (for instance in Poland the number of telephone lines 
per 100 people was 7 in 1989 while the same data for West Germany was 
43), the main goal of privatisation was to increase the quality of service 
by involving professional Western telecom companies. Currently, the big 
Western telecommunication firms like Deutsche Telekom, France Telecom, 
Vodafon, Cosmote and Telenor dominate the telecommunication markets 
of the CEE countries.
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3.6.4 Railways

Railway privatisation started only in recent years along with the EU’s direct-
ives to establish a common market for the transport industries. The imple-
mentation of the first railway package (Directives 2001/12/EC, 2001/13/EC 
and 2001/14/EC adopted in February 2001) made it obligatory for  member 
states to provide free access to the national railway network. For this pur-
pose, the originally state-owned railway monopolies were split up into parts 
with the aim of separating the network (railway track) from the personal 
and freight transport operators. Since personal rail transport usually pro-
duces losses, while freight transport make profits, the former remained in 
state ownership while the latter became the target of privatisation. Just 
recently (2008) the Austrian Rail Cargo acquired the Hungarian MÁV Cargo 
and ÖBB (Austrian Federal Railways) acquired minority share of Slovak 
Rail-Cargo enterprise. Railway privatisations were accompanied by massive 
strikes, especially in Poland and Hungary.

3.6.5 Water resources

Water privatisation led to strong resistance in the CEE countries. In May 
2002, the city council of Poznan, Poland (with a population of 650,000) 
unanimously rejected a water privatisation proposal. The city council of 
Szeged, Hungary decided to terminate the concession to Vivendi’s subsid-
iary and take back the operation of the water company in house. In spite 
of strong resistance, the privatisation process is slowly advancing and the 
main investors are the Western water and sewage companies like Vivendi, 
Suez Lyonnaise and SAUR (all French companies).

3.7 Privatisation of health care

Prior to systemic change, the CEE countries shared similar health systems 
based on the ‘Semashko1 model’ developed in the Soviet Union in the early 
1920s. The ‘Semashko model’ financed health services entirely through 
the state budget; the health care facilities were in state ownership; doctors 
and employees were civil servants; and health care was provided free to 
the whole population. However, following the oil price crisis in the 1970s 
the financing of health care services couldn’t keep pace with fast-growing 
expenditures. Health care became underfinanced. This was mirrored in the 
salary of personnel, the shortage of nurses, the long waiting lists and in the 
poor provision of equipment. In this situation, reform of the whole system 
was seen as the solution.

Health care reform in the CEE countries was a gradual process. In some 
countries, such as Hungary, it began in the late 1980s when the social secur-
ity system was separated from the overall budget and a Social Insurance 
Fund was established, this was later divided into a Health Insurance and a 
Pension Insurance Fund. In the next step, the ownership of primary care 
surgeries, polyclinics and hospitals was devolved from the national to local 
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government along with the responsibility to ensure the supply of health 
care services to the local population. The new owners became responsible 
for the costs of maintenance and investment. However, they were supported 
by the central government with a system of ‘earmarked and target subsid-
ies’. In the framework of the reforms a family doctor system was established 
when citizens were allowed to choose their family physicians. Family doc-
tors were financed by the Health Insurance Fund according their clients by 
a system of capitation payments. In addition, family doctors were encour-
aged to become private and contract with the local government for the pro-
vision of primary care services, while surgeries and equipment remained in 
the ownership of the local authorities.

The real privatisation of health care began with dental services, which 
was followed by the privatisation of hospitals and insurance. In fact, while 
the privatisation of dental services was more or less accepted by the public, 
the privatisation of the hospitals and insurance encountered fierce resist-
ance from both the physicians and the population. For instance, when the 
Hungarian Parliament adopted an act in May 2003 giving the green light to 
the privatisation of health care institutions and hospitals the bill met with 
strong opposition from both the Hungarian Chamber of Physicians and the 
Democratic Union of Health and Social Care Employees, the two largest 
interest representation organisations in the sector. In a referendum held on 
5 December 2004, the vast majority of voters rejected the health care privat-
isation. However, against this result, and many demonstrations since then, 
the socialist government has continued its efforts to carry out privatisation 
in both the fields of hospitals and insurance.

The situation is the same in Poland, where in November 2008 the  liberal 
government pushed through the Sejm and the Senate a reform  package 
which gave free way to the privatisation of health care. Trade unions objected 
to the bill and those on the right wing of the political system also rejected 
it. The emphasis was that human health (that is a sick person) is not to be 
viewed as merchandise and cannot be turned into such.

In the Czech Republic similar reforms were carried out to those in Hungary 
and the trade unions also reacted in a similar way.

In Slovenia, the tension is moderate because the privatisation of health 
care infrastructure and management has so far been limited.

Summing up, the privatisation of health care is in progress in the CEE 
countries; however, social resistance against it is also growing.

3.8 Economic impact

Unlike the practice in the ‘old’ member states where privatisation was 
more or less an autonomous process, in the CEE countries it became part 
of the transition, when not only the ownership of the production means 
changed but also the economic and the political systems. For this reason, 
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in economic and social development, the impact of political changes and 
of the liberalisation and privatisation process are simultaneously mirrored. 
The deregulation of economic life, the collapse of the earlier COMECON 
system and, naturally, the impact of the accession to the European Union 
should also be considered.

3.8.1 The initial fallback and the emerging dual economy

The transition, with its liberalisation, privatisation and deregulation in 
most of the CEE countries, led to a 3- or 4-year fallback in terms of economic 
output. In some countries, the contraction of the Gross Domestic Product 
(GDP) reached 30 to 50 per cent and it took 7 years (sometimes more) until 
the output could reach its pre-transition level (Figure 3.1).

Foreign capital often forms an enclave in the economies of the CEE coun-
tries and constitutes a special sector from where the production goes almost 
entirely to exports and the material input comes from imports. The host 
country contributes to the production only with cheap and educated labour 
and some services. There is no real integration between the local  economy 
and the multinational companies. From this point of view, we can say 
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that the economies of the CEE countries have a dual character. This dual 
character explains why against the high economic and export growth, the 
budget and the current account of these countries tend to deteriorate: the 
foreign companies contribute significantly to the GDP growth. However, 
their profit-repatriation draws the income out of the country, while the 
 domestic economy lacks the necessary resources to catch up with its Western 
competitors.

3.8.2 The impact of foreign direct investment

Following liberalisation and privatisation, foreign ownership became dom-
inant or at least significant in the majority of the CEE countries. The yearly 
net foreign direct investment in the CEE countries rose tenfold between 
1993 and 2006 from US $5.4 billion to US $58 billion.2 The ratio of Foreign 
Direct Investment (FDI) stock in GDP, which was practically zero at the 
beginning of the systemic change, reached 57 per cent in 2007(Eurostat, 
2009). Table 3.2 shows the ratio of the inward FDI stock in the GDP, which 
was negligible at the time of the systemic change. In 2007 it already exceeded 
one third of GDP in almost all the CEE countries and in several countries 
(Hungary, Bulgaria and Estonia) it is extremely high. At the same time, the 
high negative balance between the inward and outward flow of FDI shows 
that it is not integration as in the case of the old member states, where the 
FDI stock in the GDP is also high but it is mutually balanced. In the case of 
the CEE countries, the high ratio of FDI causes a one-sided dependence on 
the activity of the multinational companies.

Foreign direct investment has had a decisive role on the economic growth 
of the CEE countries, although its calculation is surrounded by some uncer-
tainties. However, it is undeniable that the fast-growing industrial produc-
tion in the CEE countries since the middle of the 1990s is mainly due to 
the multinational companies which took part in the privatisation or were 
engaged in green field investments.

Foreign direct investment went primarily to those countries that were 
most developed at the beginning of the transformation process, offered the 
best economic environment at an early stage and were the first candidates 
for EU accession. However, the same foreign direct investment put obstacles 
to the development of the domestic industries and caused the deterioration 
of the current account balance in countries like Poland and Hungary, where 
foreign ownership became dominant.

3.8.3 The current account problem

In the past few years (2005–2007 average), as compared to the 1995–1997 
period in four countries (Bulgaria, Estonia, Latvia and Romania), the current 
account deficit increased substantially, sometimes reaching 10–20 per cent 
of the GDP, while in Lithuania it did not change; however it was high also 
in the previous period (Table 3.3). In Hungary, though the current account 
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Table 3.2 Foreign direct investment stocks as per cent of the GDP

1990 2007

Outward Inward Difference Outward Inward Difference

EU-15
  (unweighted 

average)

11.5 10.9 0.6 40.0 34.2 5.8

United 
 Kingdom

23.2 20.6 2.6 61.2 42.0 19.2

Netherlands 36.3 23.3 13.0 105.0 86.7 18.3

France 9.0 7.1 1.9 52.5 38.9 13.6

Finland 8.2 3.7 4.5 43.2 33.5 9.7

Sweden 21.1 5.3 15.8 66.6 57.9 8.7

Germany 9.1 6.7 2.4 35.0 28.1 6.9

Italy 5.5 5.4 0.1 23.0 16.1 6.9

Denmark 5.5 6.9 –1.4 54.0 47.4 6.6

Spain 3.0 12.5 –9.5 38.1 39.0 –0.9

Austria 2.9 6.6 –3.7 31.2(b) 32.8(b) –1.6(b)

Greece 3.4 6.8 –3.4 9.4 15.9 –6.5

Slovenia 1.5 3.8 –2.3 14.2 27.7 –13.5

Ireland 36.4 119.5 –83.1 52.0 68.9 –16.9

Belgium 19.4 27.8 –8.4 103.8(a) 132.3(a) –28.5(a)

Lithuania – – 0.0 3.8 36.2 –32.4

Latvia – – 0.0 3.1 37.1 –34.0

Poland 0.6 0.2 0.4 4.3 38.6 –34.3

Romania – – 0.0 0.7 35.2 –34.5

Cyprus – – 0.0 38.7 76.8 –38.1

Estonia – – 0.0 26.7 74.2 –47.5

Hungary 0.5 1.6 –1.1 73.3 121.1 –47.8

Slovak Republic 0.0 0.5 –0.5 2.0 50.5 –48.5

Czech Republic 0.0 3.7 –3.7 3.3 58.8 –55.5

Bulgaria –  0.0 1.4 87.9 –86.5

Malta 0.0 18.6 –18.6 15.5 103.6 –88.1

10 CEECs 
 (unweighted 
 average)

13.3 56.7 –43.5

(a)���2005, (b)���2006

Source: UNCTAD (2006), p. 307 and Eurostat (Direct investment stocks as % of GDP, 28 January 
2009)
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Table 3.3 Balance of payments and general government deficit of the CEE countries

 
 

Goods Services Income Transfers
Current 
account

Current 
account 
in GDP

GDP 
growth 

rate

Gen gov 
deficit in 
% of the 

GDP
Yearly 

inflation

euro, billion per cent

1995–1997 average

Bulgaria 0.2 0.1 –0.3 0.1 0.2 1.7 –4.0 –2.6 92.6

Czech Rep. –3.9 1.5 –0.5 0.3 –2.5 –5.2 3.3 –2.2 8.6

Estonia –0.8 0.4 0.0 0.1 –0.3 –8.1 6.6 0.6 20.5

Latvia –0.7 0.4 0.0 0.1 –0.2 –3.7 3.7 –0.9 16.9

Lithuania –0.7 0.1 –0.1 0.1 –0.7 –9.4 5.0 –6.7 24.8

Hungary –1.9 1.7 –1.3 0.1 –1.3 –3.8 2.5 –4.8 23.4

Poland –5.2 2.7 –1.1 1.3 –2.3 –1.7 6.8 –3.8 20.4

Romania –1.7 –0.3 –0.2 0.4 –1.8 0.0 7.1 –3.7 75.3

Slovenia –0.7 0.5 0.1 0.1 0.0 0.1 4.2 –1.8 10.6

Slovakia –1.3 0.2 0.0 0.2 –1.0 –5.7 5.9 –8.1 7.2

CEEC –16.6 7.4 –3.4 2.8 –9.9 –4.0 4.1 –3.4 30.0

CEEC 
weighted

     –2.8 5.0 –3.8 26.8

2005–2007 average

Bulgaria –5.8 0.9 –0.2 0.6 –4.5 –17.2 6.2 1.7 7.0

Czech Rep. 2.6 1.6 –7.2 0.0 –3.0 –2.6 6.4 –2.4 2.2

Estonia –2.1 0.9 –0.7 0.1 –2.0 –14.3 8.6 2.4 5.1

Latvia –3.8 0.6 –0.4 0.4 –3.3 –19.3 10.9 –0.2 7.9

Lithuania –0.5 0.8 –0.8 0.6 –2.6 –10.6 8.2 –0.7 4.1

Hungary –0.3 1.2 –6.6 0.3 –5.5 –5.9 3.1 –7.4 5.1

Poland –6.3 1.4 –7.4 5.1 –7.3 –2.5 5.5 –3.4 2.0

Romania –12.4 0.0 –3.4 4.4 –11.4 –11.1 6.1 –2.0 6.9

Slovenia –1.3 0.9 –0.5 –0.2 –1.0 –3.2 5.7 –0.7 2.9

Slovakia –1.7 0.4 –1.9 –0.1 –3.3 –7.4 8.5 –2.7 3.0

CEEC –31.8 8.5 –29.1 11.2 –43.8 –9.4 6.9 –1.5 4.6

CEEC 
weighted

 
    –5.6 5.8 –3.0 3.5

Source: Eurostat (Balance of payments – International transactions, 28 January 2009)
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deficit is not extremely high, the accumulated foreign debt causes difficul-
ties in financing of the current account. The deteriorating current account 
is due mainly to the fact that these countries with the privatisation and 
liberalisation of their economies lost substantial part of their domestic and 
foreign markets. It is mirrored in the deteriorating balance of trade. Even 
when the trade balance did not deteriorate because the established multi-
nationals produced a significant export surplus (as in the case of Hungary) 
their growing profit-repatriation made the current account even worse off 
(see Table 3.3).

Bulgaria, Estonia, Latvia and Romania can be grouped together since their 
current account deficit comes first from the lost market share causing the 
deteriorating balance in trade of goods. However, these countries – thanks 
to the activity of multinationals settled there – enjoy a high growth rate 
and their general government expenditures are more or less in balance. This 
shows that the current account deficit is not in every case the outcome of 
the general government overspending but it may stem from imbalanced for-
eign economic connections.

Hungary is in a separate category, this is because the country’s trade 
improved due to the huge export surplus of the multinationals established 
there, but since these firms repatriate their income, the current account 
deficit is growing. What is more, the current account deficit is accom-
panied by huge general government imbalances and very slow economic 
growth. Having a high current account and a general government deficit at 
the same time, Hungary was a typical example of the twin deficit between 
2005–2007.

Poland is a special case too. While the balance of trade did not deteri-
orate significantly, the growing negative balance of the repatriated profit 
and other income is offset by the transfers the Polish migrant workers send 
home. In this way, the current account deficit can be kept within moderate 
limits.

The Czech Republic, Slovakia and Slovenia are countries that were doing 
well until the economic crisis that began in 2008. They enjoyed high 
growth rates and modest current account and general government deficit. 
In the case of Slovakia, the current account deficit was relatively high, but 
it had an improving tendency, while the country’s economic growth was 
prominent.

The high current account deficit pushed Hungary and Latvia to the 
brink of bankruptcy in the autumn of 2008 when, as a consequence of 
the world financial crisis, the fresh loans dried up and these countries 
were unable to finance their current account deficit from the money mar-
ket. The International Monetary Fund, the World Bank and the European 
Union  hurried to provide loans to prevent Hungary and Latvia from going 
bankrupt.
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3.9 Social impact

One of the expectations of the political forces that carried out the  systemic 
change was that privatisation would establish a strong middle class. Contrary 
to this expectation, privatisation benefited only a rather narrow strata of 
society. The increasing social inequalities not only did not lead to the emer-
gence of a broader middle class, but also contributed to the dwindling of 
the existing one. During the transition process a substantial part of the 
workforce lost their jobs and only a fraction of them were able to come back 
to the labour market. For instance, in Hungary one third of the jobs were 
liquidated and the employment rate has hardly improved since then. The 
situation is not much better in the other countries either. From Table 3.5 it 
can be seen that in seven of the ten CEE countries the employment rate is 
lower than the EU-15 average.

In the wake of the transition, unemployment soared and especially long-
term unemployment remained high. In six CEE countries it is higher than 
the EU-15 average (see Table 3.5).

The privatisation of public utilities (electrical energy, water, gas supply) 
resulted in dynamic price increases considerably above the average infla-
tion, contributing to the impoverishment of those who were unable to 
increase their income at a similar pace.

Table 3.4 Unemployment rates (total unemployment)

 CZ EE HU LV LT PL SK SI EU15

1990 0.3 – 0.8 – – 6.1 0.6 – –

1995 3.0 1.8 10.4 6.4 6.1 14.9 13.8 7.4 –

1998 6.4 9.2 8.4 14.3 13.2 10.2 n/a 7.4 9.3

1999 8.6 11.3 6.9 14 13.7 13.4 16.7 7.2 8.5

2000 8.7 12.5 6.3 13.7 16.4 16.4 18.7 6.6 7.6

2001 8.0 11.8 5.6 12.9 16.4 18.5 19.4 5.8 7.2

2002 7.3 10.3 5.8 12.2 13.5 19.9 18.7 6.3 7.6

2003 7.8 10.0 5.9 10.5 12.4 19.6 17.6 6.7 7.9

2004 8.3 9.7 6.1 10.4 11.4 19.0 18.2 6.3 8.0

2005 7.9 7.9 7.2 8.9 8.3 17.7 16.3 6.5 8.1

2006 7.1 5.9 7.5 6.8 5.6 13.8 13.4 6.0 7.7

2007 5.3 4.7 7.4 6.0 4.3 9.6 11.1 4.9 7.0

2008 4.4 6.0 7.9 7.3 5.7 7.1 9.6 4.5 7.1

Source: 1999 World Development Indicators CD-ROM and Eurostat (Unemployment 
rate by gender 28 January 2009)
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The GINI coefficient clearly shows the growth of income inequality in 
all the CEE countries; the increase was especially strong in Estonia, Latvia, 
Poland, Slovenia, Slovakia and Bulgaria, while it remained relatively modest 
in the Czech Republic and Hungary (Figure 3.2).

Table 3.5 Harmonised long-term unemployment and activity rate (2007)

Country
Long term 

unemployment rate Country Employment rate

Slovakia 8.3 Denmark 77.1

Poland 4.9 Netherlands 76.0

Germany 4.7 Sweden 74.2

Bulgaria 4.1 United Kingdom 71.5

Greece 4.1 Austria 71.4

Belgium 3.8 Cyprus 71.0

Portugal 3.8 Finland 70.3

Hungary 3.4 Estonia 69.4

France 3.3 Germany 69.4

Romania 3.2 Ireland 69.1

Italy 2.9 Latvia 68.3

Czech Republic 2.8 Portugal 67.8

EU15 2.8 Slovenia 67.8

Malta 2.7 EU15 67.0

Estonia 2.3 Czech Republic 66.1

Slovenia 2.2 Spain 65.6

Spain 1.7 Lithuania 64.9

Finland 1.6 France 64.6

Latvia 1.6 Luxembourg 64.2

Ireland 1.4 Belgium 62.0

Lithuania 1.4 Bulgaria 61.7

Netherlands 1.3 Greece 61.4

United Kingdom 1.3 Slovakia 60.7

Austria 1.2 Romania 58.8

Luxembourg 1.2 Italy 58.7

Sweden 0.9 Hungary 57.3

Cyprus 0.7 Poland 57.0

Denmark 0.6 Malta 54.6

Source: Eurostat (Long-term unemployment rate by gender, 28 January 2009); Eurostat 
(Employment rate by gender, 28 January 2009)
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Undoubtedly, there have been substantial improvements in the provision 
of consumer goods to the broad strata of the population in the CEE coun-
tries. The possession of a high-quality private car became a prestige symbol; 
a majority of car owners in the CEE countries replaced their Eastern origin 
cars with Western cars. Market liberalisation also helped consumers to pur-
chase state-of-the-art equipment and the privatisation of telecommunica-
tions considerably improved the volume and quality of this service.

In general, one can say that the winners of transition were those who were 
young, well educated, well connected and entrepreneurial; especially those 
privileged enough to grasp the assets of the state-owned firms. On the other 
hand, the losers were more numerous and diverse and comprised the old, 
the pensioners in general, the less educated, women, those with little or no 
skill, rural people living in remote regions or in small towns, and in some 
countries (mainly in Slovakia, Hungary and Romania) the roma population 
whose jobs were mostly in the collapsed metal and building industries.

3.10 How transition influenced the Eastern 
European Social Model

As Western Europe has no unified social model, the East European  countries 
also have had their specialities; however, there are some similarities. For 
instance, full employment was seen as an obligatory task of the state, every-
body could and should be employed. The compressed income satisfied a mod-
est living standard, which actually improved during the 1950s and 1960s. 
Supported by the fast economic growth (which was the result of the industrial 
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development within the framework of COMECON cooperation) the social 
security system widened. Health care was gradually extended to the whole of 
society: free health care became a citizen’s right. The pension system improved 
as well. By the 1970s, everybody over the pension age could get some kind of 
pension or some kind of government support. These were supplemented with 
a social benefit system which – for instance –  supported families with chil-
dren, provided accommodation to young couples and so on.

However, in the individual counties the practice was different. Probably 
in the best position – at least in the 1970s – was Hungary where – as a con-
sequence of the economic reform in 1968 – the supply of products was rela-
tively abundant and citizens were allowed to travel to the West, which was a 
privilege in the Warsaw Pact countries at that time. In other countries one of 
these components was sometimes lacking. For instance, there were problems 
with the supply of goods (Poland, Romania) or with the right to travel (East 
Germany). Even the guaranteed rights were sometimes difficult to reach. For 
example, young couples entitled to new flats had to wait a long time (some-
times ten years or more) until they were able to move into their new homes.

By the 1980s, the basis of these social provisions deteriorated. Economic 
growth slowed down and some countries (like Hungary, Poland and Romania) 
ran into severe foreign debt. The society began aging, the number of pensioners 
increased and the number of people of working age decreased. Social provisions 
became more costly, especially in the field of health care where new innova-
tions multiplied the expenses.

When the systemic change began the social model was already under 
great economic pressure and this pressure increased with the liberalisation 
and privatisation of the economy with the impact that the old economic 
structure collapsed, producing a tremendous loss in jobs and social contri-
butions. The dual character of most of the CEE economies is also a source 
of uncertainty, because the relocation of the big multinational firms, or the 
repatriation of their income, might influence the host country’s economy 
in a substantial measure.

There is another social phenomenon which is also a consequence of the 
breakdown of local industries and this is the disintegration of the local com-
munities. The workplace is not only for earning income; it is also a place 
where people meet each other and establish social connections. With the 
diminishing number of jobs and the smaller and smaller production units 
these kinds of social connections have also dwindled giving room for the 
emergence of a deprived debris society.

3.11 Summary

By the late 1980s the ideological strength of communism had faded; suc-
cessive economic crises strengthened the feeling in the CEE countries that 
something was wrong with the system and that substantial changes were 



Privatisation in Central & East European Countries 47

needed. With the weakening of the Soviet Union, the time came for change. 
The systemic change in all of the CEE countries was carried out with the aim 
of establishing a democratic (multiparty) political system and of replacing 
the planned economy with an economy based on market principles. To reach 
this goal the CEE countries liberalised and deregulated their economies 
and privatised the companies that had previously been in state ownership. 
Although there are substantial differences among countries, as a general 
phenomenon it can still be said that the economic reforms –  influenced by 
the ruling neoliberal economic ideas – have produced controversial results. 
On the one hand, the economy of the CEE countries, after a severe fall-
back, began to grow at a rather high rate, much above the EU average, and 
its effectiveness improved. On the other hand, it was mostly the impact 
of multinational companies which bought up the privatised companies or 
relocated their production in these countries. Local industries lost ground 
and as multinationals and other investors began to draw out their profit or 
income the current account balance of these countries started to deteriorate 
further, which – accompanied with the world financial crises – pushed some 
countries (Hungary, Latvia) to the brink of insolvency by the end of 2008.

Most of the people in these countries thought that the systemic change, 
the democratic political system and the market economy would result in a 
fast catching up with the living standard of the Western European coun-
tries. However, this hope became a reality only for a limited number of 
people, mainly for those who were the winners in the privatisation. For a 
large part of the society the systemic change – against the improvement 
in supply of goods or the free movement of labour – brought uncertainties 
and deteriorating life conditions, which is especially true for the central 
European roma population who were the greatest losers in the collapse of 
the traditional industries.

Against the fact that the direct goals of the systemic change – democ-
racy, market economy, private ownership of production means – has been 
realised, twenty years after the systemic changes most of the CEE countries 
have to face economic disturbances and the hope of catching up with the 
Western world is postponed to the distant future.

Notes

1. Nikolai Aleksandrovich Semashko was a Russian communist who was the People’s 
Commissar of Public Health between 1918 and 1930.

2. World Bank database, http://devdata.worldbank.org/data-query/ (Accessed 28 January 
2009).
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4
Finance as Driver of Privatisation
Jörg Huffschmid

4.1 Introduction

This chapter deals with the particular role which finance plays as a driver 
of privatisation. The thesis is that during the last two decades private and 
public finances have moved in opposite directions and generated specific 
pressures, for which privatisation of public goods and services appears as a 
solution. The accumulation of private financial assets creates pressure to find 
more investment opportunities, and the political bias for balanced budgets 
and tax competition leads to pressure to cut expenditure in public services, 
which appear increasingly unaffordable. Privatisation offers both relief for 
public budgets and opportunities for private asset owners. In the course 
of this development, individual entrepreneurs and the production-oriented 
management are gradually replaced by financial investors as key actors of 
capitalism which can therefore be characterised as finance-led capitalism.

The chapter is organised as follows: Section 4.2 presents empirical data for 
the accumulation and internationalisation of financial assets, the historical 
causes for this development and a very brief outline of the framework for 
finance-led capitalism. Section 4.3 deals with the main groups of financial 
investors and section 4.4 with pressures on public budgets. In section 4.5 
the role of financial investors in privatisation in the narrow sense of own-
ership change and in the broader sense of commercialisation of public ser-
vices are discussed. Section 4.6 concludes with some deliberations about 
the consequences of the recent financial crisis for finance-led capitalism in 
general and the prospect of privatisation in particular.

4.2 Accumulation and internationalisation of financial 
assets and the emergence of finance-led capitalism1

Mega-trends Two mega-trends have shaped global financial markets during 
the last three decades. The first is the extraordinary growth of worldwide 
financial stocks (WFS) – equities, corporate and government debt securities 
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and bank deposits. They rose from $12 trillion in 1980 to $167 trillion in 
2006, that is, by a factor of 14. During the same time global gross domestic 
product (GDP) grew only from $10 trillion to $48 trillion, a factor of 4.8. 
In 1980 nominal GDP and WFS were of about the same size; by 2006 the 
latter had become three and a half times larger than the former (see Farrell, 
Fölster and Lund, 2008, p. 3). Since financial assets are held with the claim 
to generate profits for their owners, the fact that these claims grew much 
stronger than worldwide GDP – as the ultimate basis for profits – poses an 
obvious problem.

The second mega-trend is the internationalisation of financial assets, which 
also developed much faster than global GDP. During the 1970s the amount 
of internationally invested financial stocks corresponded to 50–70 per cent 
of worldwide GDP; at the beginning of the 2000s this ratio had risen to about 
320 per cent for industrial countries and to about 150 per cent for developing 
countries and emerging markets (see Lane and Milesi-Ferretti, 2006, p. 35).

Causes There are mainly four causes for these mega-trends. The first and 
probably most important one is the long-term redistribution of income and 
wealth from the bottom to the top, clearly reflected in the falling wage share 
in the three centres of capitalism: from 1975 to 2008 it fell by four percent-
age points (from 70.4 per cent to 66.5 per cent in the USA, by 11 percentage 
points (from 76.3 per cent to 65.3 per cent) in the EU-15 and by 14.3 per-
centage points (from 80.1 per cent to 65.8 per cent) in Japan (see European 
Commission, 2002, Statistical Annex, table 32, European Commission, 
2007a, table 32). This increase in inequality is a trend prevailing since the 
1970s almost everywhere in the world (see for example Atkinson and Piketty, 
2007; OECD, 2008).

The second cause is the trend towards capital-funded pension systems, 
which channelled a larger part of pension contributions to the capital mar-
kets, where they are managed by pension funds and insurance companies. 
At the end of 2007, assets in pension funds ($28.2 trillion) were almost six 
times higher than in 1992 ($4.8 trillion) (see IFSL, 2008a, p. 8).

A third cause for the build-up of financial assets was the relatively generous 
loan policies of banks. Although credit developed in clear waves along the 
business cycles, its overall extension was stronger than the overall growth of 
GDP – and it played a very propelling role in times of financial exuberance 
and the build-up of financial bubbles like the one of 2007–2008.

The fourth factor was the liberalisation of capital movements after the 
end of the Bretton Woods system in the mid-1970s (see Eichengreen, 1996, 
chapter 5).

These four factors were not a reflection of the ‘iron laws’ and an inevitable 
‘logic of capital’. Rather they were the result of changing social power rela-
tions (wage share) and political decisions (pension reform and liberalisation 
of capital accounts), which in turn were responses to economic and political 
pressures.
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Finance-led capitalism The extraordinary long-term accumulation and 
internationalisation of private financial assets has changed the quantitative 
proportions between the financial and the productive sectors of the econ-
omies and has led to a shift of the main driving actors and bottlenecks of 
capitalist development towards a more finance-driven pattern.

Until the 1970s, the driving actors in capitalist development were indi-
vidual entrepreneurs or managers whose work was concentrated on the pro-
duction and sales side of their companies. External finance was a bottleneck 
for corporate investment and economic development. This bottleneck was 
overcome through household savings and credit creation by the banking 
sector which was politically supported by the central banks.

By contrast, in mature capitalist economies there is an abundance of 
financial assets for which profitable investment opportunities are becom-
ing increasingly scarce, while at the same time credit creation continues on 
a large scale as the source of profits for the banking sector. Under these cir-
cumstances, financial investors replace individual or corporate entrepreneurs 
as leading actors in development. They collect and centralise large amounts 
of money from the ultimate asset owners and invest them in a broad 
range of activities of which production of goods and services is only one 
option – speculation, mergers, privatisation and so on are others. Capitalism 
becomes finance-led capitalism, at least in the developed centres.

The transition to this pattern of finance-led capitalism is a gradual process 
which started 30 years ago and it is not yet terminated. In a narrow eco-
nomic perspective, it is the way capital deals with a new pattern of financial 
over-accumulation different from the traditional one (underutilisation of 
existing capacities). In a broader political perspective, it should be regarded 
as a rollback against the success and achievements of progressive reform-
policies in the two decades after World War II.

4.3 Financial investors

Financial assets under professional management amounted to $110 trillion 
at the end of 2007. More than two thirds of these ($74 trillion) were man-
aged by institutional investors, one fourth ($27 trillion) by banks, endow-
ments, foundations and so on and 7 per cent ($8 trillion) by ‘alternative’ 
investments, that is, hedge funds, private equity and sovereign wealth funds 
(IFSL, 2008a, p. 7).

4.3.1 Institutional investors

Institutional investors are subdivided into three large groups: investment (or 
mutual) funds ($26 trillion), insurance ($20 trillion) and pension funds ($28 
trillion). Their structures differ strongly across countries: While in France only 
3.8 per cent of all conventionally managed funds were in pension funds, this 
category covered 62.2 per cent in the Netherlands. In Germany more than 
two thirds of assets (66.8 per cent) are managed by insurance companies, 
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which in the USA account for less than one fifth (17.8 per cent) (see Table 4.1). 
About half of the assets under institutional management come from the USA, 
slightly more than one tenth from the UK (see IFSL, 2008a, p. 7).

Institutional investors have developed steadily until the end of the last 
century, and their assets have massively increased during the last years. 
This growth has made it more difficult to generate the attractive returns 
necessary to retain their customers (the ultimate money-owners) and main-
tain or enhance their competitive position in the markets. Such difficulties 
have created space for financial innovations and innovators, which have 
started to change the reach and impact of financial investors, with consid-
erable consequences for the thrust for privatisation – in the narrow sense 
of change of ownership and in the broader sense of transfer of services into 
a framework of competition. Most prominent are private equity firms who 
open up new areas for financial investment and hedge funds who introduce 
new strategies and benchmarks in corporate governance.

4.3.2 Private equity

Private equity firms are undertakings who collect money from banks, pen-
sion funds and ‘high net worth individuals’ (HNWI), borrow additional 
resources from banks, use the money to buy firms, restructure them and sell 
them with high profits either on the stock exchange, or to strategic investors 
or to other private equity firms.

Worldwide private equity investment developed in an unsteady way dur-
ing the last ten years: it rose steadily from $60 billion in 1996 to $200 billion 
in 2000, then dropped sharply to less then $100 billion in 2001, and picked 

Table 4.1 Sources of global assets under conventional management, end of 2007

 
 

Pension funds Insurance assets Mutual funds Total

trns $ % trns $ % trns $ % trns $ % % of total

US 17,205 48.4 6,324 17.8 12,012 33.8 35,514 100 47.9

Japan 1,083 23.4 2,839 61.2 0,714 15.4 4,636 100 7.5

UK 3,161 45.4 2,862 41.1 0,945 13.6 6,968 100 11.3

France 0,167 3.8 2,230 50.8 1,990 45.4 4,387 100 7.1

Germany 0,563 20.0 1,880 66.8 0,372 13.2 2,814 100 4.6

Netherlands 0,999 62.2 0,493 30.7 0,114 7.1 1,606 100 2.6

Switzerland 0,491 46.3 0,395 37.2 0,176 16.6 1,061 100 1.7

Other 4,463 26.0 2,813 16.4 9,877 57.6 17,153 100 27.8

Total 28,132 37.9 19,836 26.8 26,200 35.3 74,139 100 100

Source: IFSL (2008), p. 8; own calculations
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up slowly from 2002 to 2005. In 2006 and 2007 it virtually exploded and 
reached $686 billion, this is three times the value of the last peak in 2000 
(see IFSL, 2008c, p. 1). Assets managed by private equity firms rose to $2 tril-
lion in 2007 (see IFSL, 2008a, p. 7). Only in 2008 the worldwide financial 
crisis made itself in the private equity sector: funds raised and investment 
fell dramatically.

The extraordinary rise of private equity investment during 2006 and 2007 
is partly because these years saw a number of mega-deals which have until 
then been rather the exception. Of the 10 largest transactions since the end 
of the 1980s, eight were carried out in 2006 or 2007 (see IFSL, 2008c, p. 4) 
during the build-up of the recent speculative bubble, when credit was cheap. 
Although the large majority of private equity firms is of US origin Europe is 
catching up, increasing its share of funds raised from 21 per cent to 24 per 
cent and of investment from 21 per cent to 24 per cent between 2000 and 
2006 (IFSL, 2007, p. 6).

4.3.3 Hedge funds

Hedge funds are assets which come from HNWI and banks, and increasingly 
also from institutional investors (particularly pension funds), and they 
are invested in high-profit – high-risk securities (financial speculation) or 
in quoted stocks where they develop shareholder activism to generate high 
dividend payments or to enhance market capitalisation or to boost takeover 
prices. It is estimated that currently there are about 11,000 hedge funds with 
about $2.25 trillion of private money (see IFSL, 2008b, p. 9). This figure 
appears small in comparison to the $74 trillion managed by ‘traditional’ 
institutional investors. But hedge funds operate on a highly leveraged 
basis and with $225 trillion private capital can invest about ten times this 
amount, that is, about $225 trillion. This is about the same size as each of 
the three groups of institutional investors represents.

The majority of hedge fund assets is still of US origin. However the US 
share declined from more than four-fifths (82 per cent) to just over two-
thirds (67 per cent) between 2002 and 2007. Europe is rapidly catching up, 
with an increase of its hedge funds asset share from 12 per cent to 22 per cent 
during these five years (see IFSL, 2008b, p. 1). More than half of all hedge 
funds (57 per cent) worldwide have their legal domicile offshore (mostly on 
the Cayman Islands) and of those domiciled onshore about one-half (48 per 
cent) is registered in the US (mostly in Delaware).

4.4 Pressures upon public finances

In contrast to the pressures of abundant private financial assets to find prof-
itable investment opportunities, we observe on the public side increasing 
pressure on budgets and public expenditure. This is mainly the result of two 
developments.
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The first is the persistently high unemployment, together with low wages 
and increasing precariousness and poverty. These lead to lower public rev-
enues from income taxes and social contributions, and to higher needs for 
social expenditure for unemployment and welfare benefits. Such pressures 
would normally result in higher public expenditure, which could be financed 
either through higher taxes on non-labour income or through public defi-
cits. The reason why this did not happen and the second  factor of budgetary 
pressures in the EU is the specifically narrow and fundamentalist macroeco-
nomic policy position of the EU institutions, with the 3 per cent limit on 
public deficits codified in the Maastricht Treaty of 1992 and reinforced in 
the Treaty of Amsterdam and the Stability and Growth Pact in 1997. At the 
same time, under pressure of neo-liberal tax competition between member 
states, corporate tax rates were considerably lowered. Although the full effect 
of this was partly compensated by the broadening of the tax base so that the 
weight of corporate tax revenue in total revenue remained constant, this 
amounted to a considerably lower taxation of profits, because their weight 
in total incomes had risen considerably during the last decade.

The result of this constellation in the EU-15 was a fairly constant share of 
public revenue, and a decreasing share of public expenditure, resulting in 
a reduction of public deficit from an EU-15 average of 5 per cent in 1995 to 
1 per cent in 2008 (see European Commission, 2007a, tables 70, 73, 74).

Ironically, the obsessive reduction of public deficit has at the same time 
narrowed an important and safe channel of absorption for private financial 
assets, in the first place for pension funds and other institutional investors 
who are looking for safe investment opportunities like government bonds.

4.5 Financial investors and privatisation

In the framework of growing private financial assets seeking investment 
opportunities and at the same time growing pressures upon public finances, 
privatisation appears as a solution to the problems of both the wealthy and 
the state: It gives the former a new area for investment and relaxes the finan-
cial burden for the latter. On the one hand, governments can no longer 
afford to maintain the level of public services because tax reductions on 
profits and on high incomes diminish public revenue and the Stability and 
Growth Pact restricts public debt and deficits. On the other hand, the same 
tax reductions raise the net incomes of the beneficiaries at the top of the 
social pyramid. They use the additional money to take over from the gov-
ernment public services to transform them into a source of private profits. In 
a net calculation the procedure amounts to a gift to the top: Governments 
provide financial resources to financial investors and then sell them public 
assets in exchange for these resources. The result is the transformation of 
public welfare into private wealth.
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However, it remains an open question whether this privatisation of public 
services under fiscal pressures fulfils its purpose to reduce the fiscal burden 
for the state. This is obviously the case when together with privatisation 
public responsibility for the maintenance of the previously public service 
is abandoned – with the accepted consequence of a deterioration in the 
quality, affordability, accessibility and so on of such services. In cases where 
governments privatise services but maintain the commitment to provide 
them as public mission (organised via public regulation or Private Public 
Partnerships – PPPs) the costs of regulation or of buying or leasing facilities 
and services from the private sector will, in a long-term perspective, often 
be higher than public provision financed through public loans (see Shaoul, 
Stafford and Stapleton, 2008).

4.5.1 Private equity and privatisation

Until the beginning of the current decade private equity funds were not 
particularly active on the buyer side of privatisations. Reasons for their 
reluctance were ‘government scepticism towards privatisation’ and ‘regu-
latory constraints imposed in many privatisations’, among others. This is 
particularly true for the privatisation of large state-owned corporations in 
tariff-regulated industries or in ‘sectors with stringent employment level con-
straints’ (like utilities or former municipalities) (Levantini, 2007, pp. 20–21). 
Only when the regulatory framework was relaxed in the EU, private equity 
became strongly involved in privatisation.

In 2006 this involvement reached its peak: In 5 out of 59 large transac-
tions with a total value of €40.4 billion, private equity firms (PEF) were on 
the buyers side, paying a total amount of €10.4 billion, that is 25 per cent of 
all privatisation revenues (see Table 4.2 and Levantini, 2007, p. 9).

Table 4.2 PEF in privatisations in 2006

Country Company % Sold Price €bn Buyer

Germany Deutsche Telecom 4.5 2.68 Blackstone 

Woba Dresden 100 1.63 Fortress

HSH Nordbank 24.1 1.27 Christopher Flowers

France Pages Jaunes 
(France Télécom)

54.0 3.31 KKR

Netherlands AVR Bedrijven
(City of Rotterdam)

100 1.41 CVC Capital Partners

Total   10.3  

Source: Privatization Barometer (2006, 2007)
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4.5.2 Hedge funds and commercialisation

Shareholder activism by hedge funds with the aim of quick and large cash 
flows has severe consequences for privatisation in the broader sense of 
imposing a commercial framework and profit orientation upon service pro-
viders, privatised or not. These consequences do not only relate to the firms 
immediately affected through hedge funds pressure. At least as important 
and overall much more dangerous is the threat of systemic contagion. It is 
the proliferation of the aggressive strategies of hedge funds to traditional 
institutional investors which are the main pillars of the management of 
financial assets.

This mechanism of contagion is because institutional investors are private 
firms which compete for the money of their clients as ultimate asset owners. 
A fund which has invested the assets in a stock company with a long-term 
perspective sees the profits (and its own earnings) rise when hedge funds 
invest in the same company and force the management to generate and 
distribute more short-term cash flow to the shareholders. The fund as one 
of these shareholders benefits from this aggressive strategy although it did 
not apply it itself. Higher returns for this fund exert pressure on all other 
institutional investors to generate equally large and quick cash flows. Thus, 
aggressive strategies of a minority of investors establish standards and 
benchmarks for all institutional investors and via spillover effects on the 
economy at large.

This has severe consequences for the management of privatised service 
providers. In sectors like utilities and telecom, it becomes increasingly 
difficult to fulfil the universal service obligations under the pressure of 
financial investors to maximise short-term returns. The balance between 
profits and public service commitment – which regulatory authorities try 
to  maintain – will be heavily pushed towards the profit side. If regulation 
prevents this by strict intervention shareholders will quit and market capit-
alisation will dramatically fall. In such an emergency case it will normally 
be the employees who have to pay the price first for keeping the company 
in business. The conception that high service quality and high profits in 
network industries can permanently coexist – that is the core official ration-
ale for privatisation of public network services – will be undermined and 
destroyed under the enhanced pressure of a new generation of financial 
investors to generate maximum profits in minimum time.

4.5.3 Financial investors and the privatisation 
of pension systems

A particularly problematic link exists between financial investors and the 
increasing privatisation of pension systems during the last two decades. Two 
points are of importance here.

First, the financial industry – supported by international institutions like 
World Bank and OECD – has exerted strong pressure for ‘pension reform’ 
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that is the partial or complete transformation of public PAYG into private 
capital funded systems. The strong growth of pension funds during the last 
decade is the result of this trend.

The theoretical and political justification for a shift from public PAYG to 
private capital funded systems has been the ongoing demographic change 
towards societies with a larger part of retired persons. These changes alleg-
edly make it impossible to maintain the traditional systems and require 
additional individual savings. It has been shown that such arguments 
are untenable (see for example Baker and Weisbrot, 2000; Eatwell, 2003; 
Minns, 2001). An increase of the share of elderly persons in the population 
requires – if their relative living standard is to be maintained – that a larger 
share of goods and services produced at the time of their retirement must go 
to the pensioners, regardless of how this is organised – through rising con-
tributions of the active part of the population or through more individual 
savings by the pensioners before their retirement. Comparisons between 
the two – theoretically equivalent – systems have also shown that capital 
funded systems are less reliable (because of their linkage to the risks of 
financial markets), less comprehensive (because they do not cover periods 
of sickness or parental leave and so on) and much more expensive (because 
of the marketing costs and profit claims of competing pension funds).

If in spite of these facts the propaganda and thrust for further privatisa-
tion of pension systems continues, this is a strong indicator not only for 
the interests of the benefiting financial investors but also for their power 
to impose this interest upon society (see Wehlau, 2009). The reason for this 
interest was not the lack of financial assets in general but the endeavour 
from the part of the financial corporations to collect ever-larger amounts of 
capital to establish strong and dominant positions on the financial markets. 
Pension funds as the largest single group of institutional investors do not get 
their money from millionaires but from employees, but they are  managed – in 
Europe more than in the US – by off-springs of large financial corporations 
like Barclays, ING, Allianz, Axa, Deutsche Bank, UBS and so on.

The second point is the alarming fact that during the last decade pen-
sion funds have been increasingly dragged into high-risk financial specu-
lation. Already the dot.com crisis of 2001/2002 destroyed the income and 
living standards of employees of Enron and WorldCom. In the meantime, 
the momentum of speculative investment has increased. It should be alarm-
ing that the share of assets which pension funds invest in hedge funds to 
enhance their returns has risen from 10 per cent to 14 per cent during the 
last decade (see IFSL, 2008b, p. 2). On the one hand, this exposes the pen-
sions of employees increasingly to the risks of financial markets. On the 
other hand, it enhances the pressure from the part of pension funds upon 
the management of the firms in which they invest to generate greater prof-
its; and this translates into greater pressure on the employees of these firms 
to work more for less money and on the state to cut social expenditures.
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The recent financial crisis has clearly demonstrated the insecurity of pen-
sions which are dependent on financial markets. In the UK, the Netherlands 
and Sweden heavy losses have been reported in the assets of pension funds. 
For instance ‘employees investing for retirement through defined contribu-
tion pension arrangements have seen the value of their assets fall by £157 
bn (€194 bn) or over 28 per cent in the last 12 months’ and “it will now 
take ‘a long time’ to bring investments back to the level of investments and 
returns seen last year” (IPE, 2008, p. 1).

4.6 Outlook: The impact of the financial crash 
on financial investors and privatisation

What are the perspectives for privatisation after the financial crisis which 
started in 2007 and its impact on financial investors? On the one hand, 
these have been seriously affected by the fall in equity prices and banking 
crisis. The value of their investments has drastically fallen and caused large 
losses to institutional investors. This is a big problem for pension funds, par-
ticularly for the employees who are entering or approaching retirement age 
and whose living standard will be directly reduced. Furthermore, the mar-
ket for credit to finance large takeovers has practically dried up. The time 
of big leveraged deals seems to be over. This is a market correction which is 
appropriate for the economy, harmless for institutional investors, but it is 
painful for private equity and hedge funds and their clients. Without the 
credit lever the rate of return of capital would fall considerably. Finally, if 
the declared intentions of governments and international institutions to 
regulate financial markets in a much tighter framework materialises – which 
is not sure – it would become more difficult for hedge funds to engage in 
speculative activities like short selling or trade in loan packages. This all will 
exert a dampening effect on financial speculation.

On the other hand, experience shows that the deep financial crisis of 
2001 was followed – after two years of slow-down – by a new recovery of 
financial investment which exploded into new record volumes and record 
leverage in the years 2006 and 2007. The same could happen again. Low 
asset prices are an incentive to those who still have money to buy cheap 
shares, which would in the end lead to a higher degree of concentration 
of asset ownership – and of economic and power and political influence of 
the winners of the crisis. Investment banking has not disappeared with the 
demise of the US investment banks; rather it has been integrated into uni-
versal commercial banks which could create new dangers for the ordinary 
retail business of these banks.

Thus, the financial crisis does not lead to the end of finance-led capital-
ism. As long as the underlying causes of the over-accumulation of financial 
assets is not addressed, the pressure will remain to organise ever higher prof-
its for these assets. New financial market regulations will possibly have the 
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positive effect of containing financial speculation. At the same time it will 
drive financial investors into other directions of investment. In this con-
text the pressure for privatisation opportunities may even become sharper 
than before. It is well conceivable that the usual short-term horizon of the 
new financial investors is extended and prolonged, for instance through 
the growth of infrastructure funds (see Hall, 2006). As long as the trend 
for upwards redistribution of income and wealth, and the thrust for shift-
ing pension systems towards capital-based systems are not stopped and 
reversed, public services will remain an object of desire on the part of finan-
cial investors.

Note

1. For a more detailed analysis, see Huffschmid 2008.
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5
Theoretical Approaches to Explaining 
and Understanding Privatisation
Malcolm Sawyer

5.1 Introduction

The central purpose of this chapter is to review a number of distinct theor-
etical perspectives which come from the economics and political economy 
literatures on issues of privatisation and liberalisation. The chapter begins 
by a consideration of the Austrian approach and the property rights litera-
ture and their approaches to markets, private property and competition. 
This broad approach is the one which most unambiguously promotes the 
roles of private ownership, competition and unfettered markets, and this 
is followed by an examination of the neoclassical approach. The neoclas-
sical economics approach is broadly interpreted here and agency theory 
is encompassed within that approach. The manner in which the neoclas-
sical economics approach addresses issues of competition and privatisation 
are evaluated. The widespread shift from public ownership to privatisation 
in the past three decades or so (in, for example, public utilities) raises the 
question of whether there are convincing explanations based on economic 
analysis for that shift. The contribution of the Austrian and neoclassical 
approaches to possible explanations are explored. The notion of efficiency 
involved in the discussion of privatisation is briefly considered particularly 
since privatisation is often advocated for its claimed favourable effects on 
efficiency. The last main section outlines the political economy of privatisa-
tion and liberalisation, with an emphasis on the roles of profits, accumula-
tion and finance in the promotion of privatisation.

5.2 The Austrian approach and property rights

The Austrian approach amongst others has long stressed the significance of 
private property for the pursuit of profits, but within the context of compe-
tition and rivalry, and argued that efficiency of production comes from that 
pursuit of profits.1 The Austrian approach views competition as a dynamic 
process taking place against a background of change and uncertainty. The 
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pursuit of profits by entrepreneurs, it is argued, will lead on the one side 
for the entrepreneurs to press for lower costs in their production processes 
and on the other side for them to seek out new markets and to provide the 
consumers with what they want (or at least are prepared to pay for). Greater 
revenues and lower costs would, of course, increase profits. But being able to 
charge high prices would be constrained by competition. Hence the exist-
ence of profits, particularly high profits, is seen as an indicator that the 
firms concerned are particularly efficient both in terms of productive effi-
ciency and of producing goods which consumers wish to buy. In particular, 
high profits are not seen as associated with market power, though there may 
be an association between high market shares and profits. But the link is not 
from high market share indicating monopoly to high profits, but rather that 
above-average efficiency generates a high market share and large profits.

It is the threat of new entry into an industry which keeps the incumbent 
firms on their toes. This leads to an emphasis on the importance of entry 
conditions into an industry, rather than the number of firms in the indus-
try. One firm in an industry may appear to be a situation of monopoly, but if 
there are a number of firms ready to enter that industry if the existing firm 
allows its prices to rise above their level of costs then the incumbent firm is 
highly constrained in its pricing.

An important element of the Austrian approach is the importance of prop-
erty rights and the role of the entrepreneur in exploiting profit opportunities. 
If the entrepreneur is to seek after profits, then he or she must have the claim 
to the profits generated, and hence, it is argued, the property rights to the 
profits must be assigned to the entrepreneur. The single entrepreneur is seen 
to be willing to take risks, to strive for lower costs and so on, because he or 
she will be the beneficiary of any resulting profits. In an organization with a 
large number of owners, the link between effort and profits is much diluted. 
The essential difficulty of nationalised industries, workers’ co- operatives and 
also of large manager-controlled corporations is seen to be that ownership is 
dispersed amongst a very large number of individuals.

The Austrian approach places great emphasis on the role of the entrepre-
neur in a market situation seeking out new opportunities and undertaking 
innovations. The market process is viewed as one of discovery, as entrepre-
neurs compete against one another. The outcome of the competitive process 
cannot be predicted. This raises difficulties for regulation of public utilities. 
“Many commentators ... have asserted that the purpose of utility regulation, 
and of price caps in particular, is to mimic the operation of the competitive 
market. I myself have never claimed that. I agree with Mises about the dif-
ficulty of predicting what a competitive market price could be, particularly 
in markets characterised by heavy capital investments that are location-
 specific and have long asset lives” (Littlechild, 2000, p. 13).

The Austrian approach would strongly support private ownership over 
public ownership on the grounds of the allocation of property rights which 
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leads to owners having incentives to pursue profit opportunities. It also 
plays down the need for any regulation of an apparent monopoly position 
or industry operating with economies of scale. A leading exponent of the 
Austrian view (and one closely involved with UK privatisation and subse-
quently regulation) wrote in the following vein:

what are we to make of the Austrian view of utility regulation? There 
seems to be a general consensus that monopoly is not as widespread or 
permanent or problematic as generally believed; that such  monopoly as 
does exist is most likely attributable to government restrictions; that regu-
lation of potentially competitive markets is likely to produce shortages or 
be counter-productive; and that a little intervention is likely to breed 
more. ... Government ownership of utilities is considered to be undesir-
able because it is likely to be loss-making or too powerful, and likely to 
prolong the monopoly (Littlechild, 2000, p. 15).

The role of competition is stressed, for example: “Competition is the most 
important mechanism for maximising consumer benefits, and for limiting 
monopoly power. Its essence is rivalry and freedom to enter a market. What 
counts is the existence of competitive threats, from potential as well as 
existing competitors. The aim is not so-called ‘perfect’ competition; rather, 
one looks for some practical means to introduce or increase rivalry” (Beesley 
and Littlechild in Beesley, 1997, p. 29). The implication to be drawn from 
statements such as this is that any restraints by government on competi-
tion and on firms entering an industry should be reduced or removed. The 
link between privatisation and liberalisation is then made by arguing that 
competition can be more readily generated when there is private ownership 
rather than public ownership. For example, “some have argued that owner-
ship is largely irrelevant. But could the benefits of privatization be obtained 
without the change in ownership? We have already argued that ownership 
does matter because consumers in general will be better served. Also, for 
political reasons, privatization may be a necessary accompaniment to com-
petition. ... Furthermore, competition policy is (or certainly could be) more 
effective against a private company than against a nationalized industry” 
(Beesley and Littlechild in Beesley, 1997, p. 29).

The general line of argument which comes from the Austrian approach can 
be linked with the literature on property rights. The economics of property 
rights argues for the importance of well-defined and objectively enforceable 
property rights to make contracting possible without which exchange and 
trade would be difficult. Contracts are necessarily incomplete because of 
uncertainty about the future and the inability of individuals to envisage all 
possible futures and to process information (‘bounded rationality’). Actors 
aim at minimising the risks of post-contractual opportunism and the the-
ory of property rights then explains that the owner of the rights has control 



64 Malcolm Sawyer

over the way how the incompleteness is filled in at a later stage. The ways in 
which property rights are allocated becomes crucial for the ways in which 
trade and exchange are conducted and for the incentives which prevail. 
The allocation of property rights largely determines the incentives struc-
ture. The owners can have the right to use, to manage and to alienate the 
property. Property rights can be different from decision rights: the owner 
can give decisions rights to another party (in the case of leasing, or renting), 
or the decision rights can be limited through laws and regulation.

With respect to the issue of privatisation the theory of property 
rights focuses on the incentives related to the type of property rights. Private 
property rights are generally considered to be efficient because individuals 
negotiate in contracting processes on the exchange of property rights and 
individuals seek to pursue their own interests. In case of state-owned prop-
erty the theory predicts large bureaucratic inefficiencies as the state acquires 
the property rights but those exercising decisions do not have property 
rights specifically with regard to benefits and profits generated by their deci-
sions. In case of common property (the so-called ‘tragedy of the commons’) 
each individual will maximise her or his profits by letting more sheep graze 
on the common, or fishing more fish out of the sea. By maximising individ-
ual profit the ‘common’ is destroyed. So in that case the theory of property 
rights explains the necessity of a set of rules that preserve the common.

It is argued that it is individuals who pursue their own interests in the 
context of property rights. In the case of collective property rights, since an 
individual member of the collective would receive little if any reward from 
the pursuit of the profits of the collective, there is little incentive to pursue 
those profits. Many of the arguments for privatisation are based on the the-
ory of property rights on the basis that under privatisation property rights 
will be allocated to individuals who will pursue the highest rewards to the 
property. But under privatisation, the property rights remain collectively 
owned, now by numerous shareholders.

The general case for privatisation from this general perspective is well 
summarised in the following:

Privatization will generate benefits for consumers because privately 
owned companies have a greater incentive to produce goods and  services 
in the quantity and variety which consumers prefer. Companies which 
succeed in discovering and meeting consumer needs make profits and 
grow; the less successful wither and die. The discipline of the capital 
market accentuates the process: access to additional resources for growth 
depends on previously demonstrated ability. Selling a nationalized indus-
try substitutes market discipline for public influence. Resources tend to 
be used as consumers dictate, rather than according to the wishes of gov-
ernment, which must necessarily reflect short-term political pressures 



Explaining and Understanding Privatisation 65

and  problems of managing the public sector’s overall demand for capital 
(Beesley and Littlechild in Beesley, 1997, p. 28).

The Austrian approach has always championed private ownership over pub-
lic ownership (and more generally any forms of social ownership), and viewed 
barriers to competition as arising from government intervention rather 
than from economies of scale and activities of incumbent firms. In the 
Austrian view, private ownership is inherently more efficient than  public 
ownership: the key argument in their approach is the identification of a 
‘residual claimant’ who has the interest of maximising the residual (that is 
profits). In seeking to maximise the residual, costs are minimised, and in 
that sense efficiency is pursued. In the Austrian view any firm which does 
not have a well identified residual claimant will not operate in an efficient 
manner. The natural monopoly argument is not given a great deal of weight 
as a rationale for government intervention. Even if economies of scale are 
strong enough leading to a dominant firm in the industry concerned, the 
Austrian approach stresses the competitive pressures which arise from the 
possibility of other firms entering the industry if the incumbent becomes 
inefficient.

Government policy should then be focused on ensuring that no impedi-
ments are placed in the way of new entrants. The public ownership of nat-
ural monopolies often includes the exclusive rights to operate in the industry 
concerned. The Austrian approach would stress the change of ownership 
from public to private and also the removal of any barriers to entry. The 
Austrian approach would also stress the difficulties involved in regulation 
of utilities arising from problems of ‘agency capture’ (regulator operating in 
the interests of the producers), issues of information and ‘government fail-
ure’, the subjective nature of costs and the inherent difficulties of replicat-
ing a competitive market. One summary of this position is given by “when 
technical conditions make monopoly the natural outcome of competitive 
market forces, there are only three alternatives: private monopoly, public 
monopoly, or public regulation [of private monopoly]. ... All three are bad so 
we must choose among evils ... I reluctantly conclude that, if tolerable, pri-
vate monopoly be the least of the evils” (Friedman, 1962, p. 28).

The Austrian approach would seek to explain the shift to privatisation in 
the past quarter of a century in terms of the ‘triumph of ideas’. The advo-
cacy of privatisation by that approach has been unchanging and not related 
to the economic, political or material circumstances. For the form of pri-
vatisation, the shift to private ownership would be seen as the key element 
with little need for regulation of the private industry (other than ensuring 
that there are not limits on entry of firms into the industry concerned). Any 
regulation (notably over prices) should be limited in time until the barriers 
to entry can be removed.
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5.3 Neoclassical economics and privatisation2

At one level neoclassical economics could be viewed as taking a neutral 
stance on the issue of ownership whether public, social or private. The 
objectives pursued by a firm would impact on the decisions which it made 
with regard to price, output, employment, investment and so on. But the 
objectives set for say managers of a publicly owned firm could, if required, 
mimic those of managers of privately owned firms, leading to essentially 
similar outcome. Indeed, neoclassical economic analysis has been used to 
devise rules for the operation of utilities owned by the state and operating 
on a natural monopoly basis, for example through ideas of marginal cost 
pricing or investment decision rules. Within that framework, it is argued 
that the managers of the public utility could be instructed to follow those 
rules which are deemed to lead to beneficial outcomes.

Neoclassical economic analysis has long pointed to the conclusion that a 
situation of monopoly and the pursuit of monopoly profits leads to higher 
prices and lower output as compared with a comparable situation under 
a regime of perfect competition. Public utilities appeared as a situation of 
‘natural monopoly’, that is industries where there were extensive economies 
of scale such that low-cost production would lead to a single dominant firm. 
Hence a situation of perfect competition (or even oligopoly) would involve 
more producers, smaller scale of production for each firm and hence much 
higher costs (as benefits of economies of scale were lost) and indeed perfect 
competition would be unsustainable as larger firms with lower costs drove 
out smaller firms. From a neoclassical perspective, public ownership is a 
possible solution to the ‘natural monopoly’ problem. Under public own-
ership the managers of the utility could be instructed to avoid monopoly 
pricing, and could price according to marginal cost; alternatively if profits 
maximisation was pursued the monopoly profits would accrue to the state.

From the neoclassical perspective, the arguments for public ownership 
of utilities and other natural monopolies were undermined in a number of 
ways. First, doubt was cast on the extent to which there were economies of 
scale and the degree to which there was an issue of ‘natural monopoly’ 
which required solution. This was linked to the second line, namely that 
even where part of a production process was subject to economies of scale, 
other parts were not, and those which were not could be operated separately 
from the other. Hence competition and private ownership could (should) be 
injected into those parts of the production process which were not subject 
to economies of scale. This would involve vertical disintegration with dif-
ferent firms being responsible for different stages of the production process. 
Third, there was perceived to be a strong link between a guaranteed pos-
ition of monopoly and public ownership. Publicly owned companies were 
often granted exclusive rights to operate in a particular industry, and hence 
protected from entry from other firms. The threat of competition for these 
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publicly owned companies would then be removed leading to such com-
panies being in a soft monopoly position and not needing to pay attention 
to their cost structures and their productive efficiency.

Neoclassical economics incorporates the notion of ‘market failure’, which 
is a rather specific notion of what constitutes failure – in effect a failure of an 
actual market to mimic perfect competition. The propositions of (neoclas-
sical) welfare economics includes the proposition that a situation of overall 
perfect competition (which would include price of each product equal to 
marginal cost) would be Pareto efficient (that is a situation in which there 
is no way to rearrange things to make at least one person better off without 
making anyone worse off). One implication of that view is that a monopoly 
(or more generally oligopoly) situation is one of ‘market failure’, and the pro-
posed remedy is often along the lines of regulation of the industry’s prices 
in order to mimic the competitive outcome. But a limit on this argument 
comes from the ‘theory of second best’ (Lipsey and Lancaster, 1956) which 
argued that if the ‘first best’ outcome of price equals marginal cost cannot 
be attained in one industry, it is not, in general, optimal to seek that out-
come in another industry. Hence price regulation of an industry faces the 
difficulty that following simple rules such as price equal marginal cost may 
not be desirable in the face of monopolistic and oligopolistic elements in 
other industries. The implications of the second best arguments are further 
developed in Chapter 8.

Neoclassical economic analysis had been firmly based on the assumption 
of technical efficiency, that the technical maximum output was achieved 
from the factor inputs, and then focused attention on questions of alloca-
tive efficiency, that is, the degree to which resources are allocated between 
different activities in a socially desirable manner. The notion that firms 
did not typically operate with technical efficiency and that the degree of 
technical inefficiency varied (Leibenstein, 1966) changed that perspective 
(though as always it could be questioned whether incorporating technical 
inefficiency and its causes was consistent with neoclassical economics). This 
chimed with the frequent popular accusation that publicly owned enter-
prises were inefficient. Leibenstein did not discuss technical inefficiency 
with regard to different forms of ownership but he did with respect to com-
petition versus monopoly. The possible link between public ownership and 
monopoly alluded to above would point towards the relative inefficiency 
of public ownership. Indeed a number of neoclassical economists have 
argued that public ownership per se does not lead to inefficiency, but a 
monopoly position does, leading to the argument that private ownership 
may be required to enable the break down of a monopoly situation. But it 
would also point to competition rather than ownership as being the rele-
vant consideration.

Neoclassical economics assumes that (perfect) competition in markets 
will result in efficient outcomes. When producers are put under competitive 
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pressure they are then forced to produce at minimum costs (technical 
efficiency), to produce what consumers want (allocative efficiency) and 
to innovate new products and production processes whenever possible 
(dynamic efficiency). If not, they will not survive in the market place.

This is the world of fully rational actors who have sufficient information 
to calculate ex ante the minimum efficient scale of production. The firm is 
then a production function and the insight provided to management is ‘get 
the scale of production right’.

From this perspective, markets do not spontaneously result in efficient 
performance when there are market failures and/or market imperfections. 
Market failures refer to public goods that is goods where one person’s use 
cannot be prevented (non excludability) and that person’s use does not come 
at the expense of others (non rivalry), to natural monopolies (decreasing 
marginal costs) and externalities. Imperfection results from abuse of market 
power. In both cases the recommendation is that government should inter-
vene to correct the failures (produce collective goods, nationalize or regulate 
natural monopolies and correct externalities that are not corrected by the 
market itself) and imperfections (competition policies).

The principal-agent problem or agency dilemma arises whenever there 
is a situation in which one person (agent) is contracted to act on behalf of 
another (principal) under conditions of incomplete and asymmetric infor-
mation. The principal wishes the agent to act and behave in the interests 
of the principal, but finds it costly to specify how the agent should act in 
a range of circumstances and also finds difficulty in monitoring what the 
agent does. In the context of private or public ownership, there are many 
significant principal-agent relations including those involving government 
(ministry) and state-owned enterprise (and its managers), government (in 
form of regulatory agency) and private firms, shareholders and managers, 
managers and employees. Differences in the operations of firms under pub-
lic ownership and under private ownership then arise from differences in 
the principal (for example, whether a government department or share-
holders) and the objectives of the principal, differences in the relationship 
between principal and agents and the ability and willingness of the prin-
cipal to monitor the agents’ behaviour and performance.

The neoclassical approach has generally seen public ownership as a 
response to the ‘natural monopoly’ problem. It was always recognised that 
regulation (of prices, profits) of private ‘natural monopoly’ was an alterna-
tive to public ownership. As indicated above the neoclassical approach only 
favours private ownership over public ownership in so far as the objectives 
pursued are more conducive to the achievement of allocative efficiency. The 
neoclassical approach may be able to explain privatisation through the idea 
that technological changes have changed the extent of ‘natural monopoly’ 
(telecommunications may be an example) and hence the need for public 
ownership as a form of regulation. Another route, which may be debatable 
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as to whether it would be a neoclassical explanation, would involve chan-
ging perceptions of the objectives of public versus private corporations 
and the effects of those objectives on technical efficiency. The notion of 
X-inefficiency permitted the discussion within neoclassical economics of 
the factors which may influence the degree of technical inefficiency, and 
a favoured line was the role of competition in this regard. The absence of 
competition in the natural monopoly setting could then be viewed as a 
cause of technical inefficiency (and hence higher costs).

The neoclassical approach can be seen to have influenced the form of 
privatisation in two particular respects. First, the structure- conduct-
 performance paradigm (from industrial economics which can be associated 
with a neoclassical approach) postulates the relevance of industrial structure 
including barriers to entry and exit for industrial performance. Second, the 
nature and form of regulation has been strongly influenced by the neoclas-
sical perspective. The ‘natural monopoly’ perspective suggested the need for 
regulation of prices and profits of privatised utilities, at least with regard to 
those parts of the production process where economies of scale prevailed. 
The neoclassical approach has generally informed the approach to the pre-
cise regulation of prices and costs and the allocation of costs between activ-
ities (in contrast the Austrian approach stresses the subjective nature of 
costs which raises some obvious difficulties for regulation). The focus on 
regulation of price rather than say investment, research and development, 
may also reflect the essentially static nature of neoclassical economics.

The agency theory and transactions costs economics approaches could 
then explain the occurrence of privatisation through some combination 
of changes in perceptions of the principal-agent issues and changes in the 
structure of transactions costs. This would though leave unexplained how 
and why the perceptions of the role of property rights and of principal-
agent issues changed. It is rather debatable as to whether the principal-agent 
issue and transactions costs have had much effect on the nature and forms 
of privatisation. Some utilities have been privatised in a vertically disinte-
grated form (the British railway system is a well-known example) and the 
ways in which principal-agent matters arise and the transactions costs (in 
a broad sense) arise in a disintegrated industry do not appear to have had 
much impact on the way in which privatisation has been structured.

5.4 Efficiency

Private ownership versus public ownership is often discussed in terms of 
the relative efficiency of the different forms of ownership. The Austrian 
approach most clearly postulates that private ownership will be more effi-
cient than public ownership and in effect judges efficiency in terms of 
profitability. Survival in the market becomes the test of efficiency. The 
neoclassical approach has clear notions of efficiency in terms of allocative 
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and technical efficiency, where the latter refers to the degree to which 
the output of a productive process is the maximum which is technically 
possible given the inputs, and the former to whether the right balance of 
inputs is chosen and whether there is the optimal allocation of resources 
between different activities. It is relevant to note the shortcomings of such 
an approach to efficiency. First, it is well known that the efficiency criteria 
of neoclassical welfare economics pay no attention to issues of distribu-
tion. Privatisation may well lead to a different structure of prices (as com-
pared with public ownership) which has a differential impact on income 
groups. It is often seen that the pricing structure post-privatisation favours 
the rich rather than the poor. Second, little attention is paid to wages and 
conditions of labour. If cost efficiency is increased through the payment 
of lower wages and/or the intensification of labour, it would be doubted 
as to whether that can be considered as improving social welfare. Third, 
the neoclassical approach adopts a rather static approach and does not pay 
sufficient attention to issues of investment and technical progress. The 
impact which privatisation has on the extent of investment particularly 
in the public utilities has been little considered but it is of considerable 
importance for the secure supply of essentials such as water and electricity. 
Fourth, the nature and ‘quality’ of the product is liable to change under pri-
vatisation and liberalisation. Regulation of privatised utilities has focused 
on price and has found difficulty in ensuring quality. Liberalisation in the 
form of ‘contracting out’ of public services has faced problems of writing 
and monitoring the contracts in a way to ensure good quality services are 
provided.

This brief discussion points to the conclusion that privatisation cannot be 
adequately assessed using the narrow concept of efficiency associated with 
neoclassical economics. Social welfare cannot be narrowly aligned with 
costs of production or profitability. A broader range of considerations, some 
of which have been indicated above, have to be brought into the picture.

5.5 The political economy of privatisation

The big push towards privatisation can be dated as starting in the early 
1980s, and gathering pace from the late 1980s, though there were some 
previous examples of privatisation in market economies alongside some 
extensions of public ownership. This push towards privatisation has clearly 
gone on alongside the rise and dominance of neoliberalism at the national 
and international levels. Privatisation epitomises neoliberalism in terms of 
the further expansion of markets and competition in economic life, the 
entry of capital into new areas and the greater importance of the financial 
sector and of profits and the pursuit of profits at the expense of all other 
considerations.
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In Western European countries private ownership has been the norm,and 
this leads to looking for reasons, rationales and pressures for public own-
ership as exceptions to that norm. In some cases, the extension of  public 
ownership was seen by those advocating it as a step on the road to a socialist 
economy. But in others, especially when undertaken by right of centre gov-
ernments, as an unfortunate necessity in order to rescue a failing firm.

Public ownership has also quite often arisen in response to failures of 
private companies and the threat of bankruptcy for companies that are 
deemed ‘too important to fail’. Inefficiency and bankruptcy per se clearly 
do not lead to public ownership – after all many companies are inefficient 
and some go bankrupt. It is often combined with the strategic importance 
of the firm concerned and the employment and other consequences of its 
demise. In other cases, nationalization was undertaken to facilitate greater 
industrial efficiency (for example through exploitation of economies of 
scale), rationalization (often in the face of industrial decline) and modern-
isation. Public ownership was also used to foster economic development (for 
example IRI in Italy).

5.5.1 Opportunities for profits and accumulation

Privatisation shifts assets and productive processes undertaken by the state 
into the hands of private companies. The assets are often sold at a price which 
does not reflect their profit potential. Clearly privatisation involves enhanced 
prospects for profits and accumulation within the private sector. Privatisation 
offered new markets for private capital accumulation at a time when there 
was insufficient aggregate demand and profits had been squeezed. This was 
especially the case in European countries after the 1970s when restrictive 
macroeconomic policies became predominant. Profitability was restored by 
the end of the second half of the 1980s, but without durable recovery of the 
rate of accumulation at the macroeconomic level due to the insufficiency of 
demand, but also, presumably, to the impact of the financial liberalisation 
which favoured more financial accumulation. In this environment large and 
secure markets, mainly in public utilities and pensions systems, and to a less 
extent in the health system, were made accessible for private capital accu-
mulation thanks to the privatisation process. Profitable activities were easily 
privatised while activities with deficits remained in the public sector.

Privatisation in the form of the contracting out of public services to pri-
vate contractors, and the gradual incursion of private companies into the 
provision of public services which had traditionally been provided by public 
employees are clearly to be seen as part of the extension of the market econ-
omy. This not only accorded with ideas that all economic activities should 
be undertaken through the market, but also enabled activities which had 
previously been removed from the pursuit of profits now coming into the 
orbit of profits and private accumulation.
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5.5.2 Role of the financial sector

The interests of the financial sector in the promotion of privatisation are 
perhaps self-evident. There are substantial fees, commissions and income 
generated by the processes of privatisation. The underwriting fees of the 
share issues, the income from dealing in the shares in the privatised com-
panies and so on, come immediately to mind. Public private partnerships 
are also lucrative for the financial sector when that is taken to also include 
accountancy firms and economic consultants. Deals have to be arranged, 
finance provided, consultancy advice provided at a price and so on, and 
both private companies and the public sector draw on the consultancy firms 
for advice with regard to public private partnerships and the involvement 
of the private sector in provision of public services. “Some financial institu-
tion can make enormous amounts of money by arranging the sale of assets 
including their commissions. Their political advisors also benefit, specific-
ally in terms of their salary as directors of previously publicly owned com-
panies” (Tatahi, 2006, pp. 5–6).

In varying ways, one of the objectives of privatisation reflected in the 
way in which the privatisation was undertaken has often been the devel-
opment of equity markets and the spread of share ownership. Privatisation 
has also been promoted on the grounds of developing the stock exchange 
(for example in terms of breadth and liquidity) especially in the context of 
emerging markets. This argument in turn has rested on the view that finan-
cial development (particularly with regard to the stock market) is a stimulus 
to economic growth.

The financialisation, “the increasing role of financial motives,  financial 
 markets, financial actors and financial institutions in the operation of the 
domestic and international economies” (Epstein, 2005, p. 3) is a widely 
observed phenomenon. Privatisation is clearly making a significant contribu-
tion to that process of financialisation. But a much more significant element 
comes from the increased role of financial motives and financial institutions 
in the operation of large public utilities. Further, privatisation serves to inject 
financial motives into the provision of a range of public services.

The sale of shares in the privatised utilities were also undertaken at a sig-
nificant discount with small individual shareholders as the target group. 
These policies not only indicate the intentions of these privatisation in 
terms of changing ownership patterns, but also that the financial benefits 
of privatisation are concentrated on a relatively small number. In contrast, 
the financial and others costs are spread and diffuse. The financial benefits 
of privatisation of utilities arose for those who were able to purchase shares, 
whereas the losses were spread over the whole community.

5.5.3 Privatisation and the public finances

The pressures on government finance with a perceived need to reduce budget 
deficits have frequently been mentioned as significant in the drive towards 
privatisation. The budget deficit, that is the balance between revenue and 
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expenditure, has (nearly) always been the centre of attention in debates 
over public finances. It is rarely the case that attention is given to the gov-
ernment’s balance sheet in terms of assets and liabilities, and where it is a 
concern over liabilities and not assets. The sale of public assets is generally 
recorded as negative expenditure, which not only reduces the budget deficit 
but also appears to reduce the scale (for that year) of public expenditure. 
However, if the sale of public assets were treated as a transaction on the cap-
ital account, it becomes another way of financing a budget deficit. In effect 
the sale of public assets goes alongside sale of bonds as a means of deficit 
funding. As bonds have a cost in terms of future interest payments so the 
sale of public assets has a cost in terms of the financial and other benefits 
from the public operation of those assets. If it were the case that the pri-
vate sector was unwilling or unable to fund a budget deficit, then the use 
of an ‘accounting trick’ is unlikely to make much difference. The funding 
requirements placed on the private sector are the same, though the finan-
cial instruments used are different.

Public assets can for this purpose be conveniently divided into two. There 
are firstly those assets which help to provide public goods and services 
but which do not directly generate a financial flow (for example profits). 
Secondly, there are assets (typically operated by public corporations) which 
help to produce goods and services which are sold to the public and on 
which profits could be said to be earned.

Privatisation with regard to the first type of asset has essentially involved 
a leasing back arrangement whereby the asset is owned and operated by the 
private sector in exchange for a leasing and service fee. The private finance 
initiative (PFI) and public private partnerships fall in this category. The imme-
diate impact of the use of a PFI (as compared with a conventional finance cap-
ital project by government) is to reduce government borrowing requirement. 
However, the longer term effect on budget deficit is likely to be negative: the 
future stream of leasing payments under PFI will in general exceed the stream 
of interest payments (which would arise under conventional finance).

A similar argument applies in the case of state-owned enterprises. In pub-
lic ownership, those enterprises would yield a future stream of profits which 
are now lost to the public sector following privatisation. It could be argued 
that state-owned enterprises are often loss-making, but if so that makes 
them an unattractive proposition for private investors.

The loss to the public sector is amplified by the general underpricing of 
privatised companies. There does not seem any doubt that there has been 
underpricing in general, though the question can be asked as to how the 
degree of underpricing compares with that which occurs with share float-
ation of private companies.

5.5.4 Privatisation and globalisation

Public ownership generally involves ownership by the nation state, but 
not at the supra-national level. Ownership at regional or local government 
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level can also be involved and some similar arguments to those developed 
here would apply at that level. Public ownership has been undertaken for 
a  variety of reasons and has often involved control over and development 
of production within the country concerned. Publicly owned utilities 
could often have sole rights to produce the product concerned. The link-
ages between privatisation and globalisation may then be self-evident. In 
one direction, public ownership may place limits on the enterprise con-
cerned from expansion outside its national market and to enable entry into 
strategic alliances with foreign partners (see Andre, 2006, p. 7). “[I]t has 
been argued that private companies have more direct and faster access to 
the international capital market than public companies do” (Tatahi, 2006, 
p. 3). In the other direction, entry of foreign companies into the domes-
tic market would be eased through privatisation. As indicated above, some 
proponents of privatisation linked liberalisation with privatisation, and spe-
cifically removal of entry barriers, and the removal of those barriers permits 
foreign entry into the domestic market. Although privatisation sometimes 
involved the retention of some ‘golden share’ by the government, in general 
there were few limitations over the eventual ownership of shares in the pri-
vatised companies. “The sizable penetration of foreign capital into British 
companies occurred as a result of a combination of circumstances, not all 
of them attributable to privatization. The macroeconomic and monetary 
conditions surrounding privatization certainly played an important role, 
but divestitures offered welcome opportunities to international investors” 
(Florio, 2004, p. 144). Florio (2004) Chapter 5 provides an indication for 
British privatisations of the extent to which shares in privatised companies 
were acquired by foreign owners and the acquisitions of privatised firms by 
foreign companies.

Privatisation is then related with globalisation both in terms of shifts 
from in effect guaranteed national ownership of a range of production facil-
ities to facilities for foreign ownership, and facilitating the expansion of 
multinational operations by enterprises.

5.5.5 Privatisation and labour market flexibility

The search for more flexibility of the wage relation was regarded as a key 
issue since the 1980s as it was supposed to help to reduce costs and improve 
profitability. In most cases trade unions were in relatively strong positions in 
the public sector as compared with much of the private sector. Consequently 
privatisation weakened trade unions’ positions and helped indirectly to 
promote more flexible wage relations. More generally it changed the rules 
in the privatised sectors and introduced more competition, notably in the 
wage relation. The reduction of trade union power was a major theme of the 
Thatcher government in the UK in the 1980s, with many changes in indus-
trial relations law designed to diminish the role of the trade unions. This 
went along side the major privatisation programme, and indeed the use of 
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privatisation to constrain trade union power is frequently mentioned as a 
major motive for privatisation in the UK during the 1980s. Tatahi concludes 
that “the implementation of the privatisation process involves reorganisa-
tion and restructuring of the balance between these two parties. As a result, 
the balance has shifted between these two parties. ... Privatisation and its 
effects cannot be ignored in enhancing the flexibility of the labour market, 
shifting the balance in favour of capital and resulting in significantly weak-
ening labour” (Tatahi, 2006, p. 7).

5.5.6 ‘Technical matters’

The criteria used to justify public intervention and ownership have changed 
under the effect of technical evolutions. Some activities, like telecommu-
nications, formerly with increasing returns, have turned into activities 
with decreasing returns thanks to technical innovations, thus rendering 
the monopolistic situation obsolete. The segmentation of activities, like in 
railways or electricity, has been developed and allowed the division of com-
panies into several segments which could partly be submitted to compe-
tition. Consequently, traditional criteria (increasing returns, externalities) 
tended to disappear in favour of the nature of the information which could 
be easily manipulated or not. Conversely, the difficulties involved in the 
contracting out of an activity arising from asymmetric information, costs 
of writing and monitoring contracts justified maintaining a public operator. 
It is argued that

a major factor behind privatisation is to be found in developments associ-
ated with new technology. These have had the effect of breaking down 
the traditional boundaries that divide one sector of the economy from 
another. New technology has been generally applicable, adaptable and 
cheap, with potential use in production, management and marketing. 
Accordingly, the economy is going through a particularly intense period 
of reorganisation along the lines of vertical and horizontal integration, 
especially where new technology is concerned (Fine, 1990, p. 139).

5.6 Concluding comments

In this chapter we have sought to lay out a range of ideas coming from eco-
nomic and political economy analysis which have fed into policies on pri-
vatisation and liberalisation and which have also informed the debates over 
the effects of privatisation.

Notes

1. The Austrian approach dates back to the late nineteenth century, taking its name 
from the nationality of a number of its founders including Carl Menger, Eugen 
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von Böhm-Bawerk and Friedrich Hayek. A key feature of its approach is adherence 
to methodological individualism – analyzing human action from the perspective 
of individual agents. See Littlechild (1990) for a collection of major papers on 
Austrian economics and Littlechild (1986) for application of ideas to the mixed 
economy.

2. Neoclassical economic analysis is the dominant school in economics though it 
is difficult to define with precision. It is often seen to involve a methodological 
individualism approach and revolve around utility and profit maximisation and 
the interaction of demand and supply. For readings see Ricketts (1989).
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6
The European Social Models: 
Contours of the Discussion
Christoph Hermann

6.1 Introduction

The term European Social Model (ESM) has become a catchword in political, 
and increasingly academic, discourses. This chapter attempts to map out the 
contours of the discussion on the ESM. It does so by devoting the first part 
of the chapter to the changing political meaning of the ESM with a special 
focus on its role in the European integration process and the maintenance 
of a hegemonic European project. In contrast, the second part refers to aca-
demic discourses on the ESM. More concretely, it engages with quantita-
tive approaches attempting to measure the ESM, and institutional concepts 
searching for a common institutional tradition shared by the great variety of 
EU member states. The chapter argues that widespread public ownership is a 
common feature shared by many countries in Western and Eastern Europe 
during the post-war decades and distinguishing Europe from the social 
model of the United States. The chapter ends with a brief conclusion.

6.2 The politics of the ESM

The invention of the term ‘European Social Model’ is commonly  attributed 
to the former president of the European Commission, Jacques Delors. 
Delors was a supporter of a social democratic vision of a unified Europe in 
a globalised world. As finance minister he had first-hand experiences with 
the failure of President Francois Mitterrand’s recourse to Keynesianism in 
France in the early 1980s. The social democratic lesson was that after the fall 
of the Bretton Woods agreement, the subsequent abolition of capital con-
trols and the internationalisation of money markets, the national level was 
no longer viable to establish a progressive economic policy. Instead, social 
democratic forces, not only in France but also in other European countries, 
increasingly focused on the European level in order to build an alternative 
to the free-market style capitalism that dominated Britain and the United 
States. This does not mean that Delors and fellow social democrats were 
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not in favour of the Single Market and the Economic and Monetary Union. 
However, they felt that Europe had to be more than simply an economic 
association. As Delors once famously stated, “you cannot fall in love with a 
common market.” As part of the social democratic vision, the ESM was also 
directed against Britain and the United States, which in the 1980s were both 
ruled by straightforward neoconservative governments. The basic idea was 
that economic and social progress should be equally important objectives 
and an economically successful union should have an explicit social pol-
icy agenda and strong European-wide social and labour standards. Europe, 
in short, should take the ‘high road’ to economic growth and prosperity 
(Hofbauer, 2007, p. 40).

Yet although the 1992 Treaty of Maastricht for the first time included a 
social protocol allowing for majority decisions in social policy issues and 
enabling the social partners to negotiate agreements which would then 
be translated into binding EU legislation, the social dimension remained 
 marginal and the social democratic strategy failed. Instead, those forces that 
not only demanded a common market in Europe but also unrestricted trade 
and capital movement between Europe and the rest of the world prevailed. 
In this process the institutional framework that gave free trade proponents 
such as Britain, Germany and the Netherlands effective veto rights proved 
of decisive importance. But also, the specific nature of the market character-
ised by mutual recognition rather than supranational harmonisation played 
an important role (Hermann, 2007, pp. 71–72). Such a market could hardly 
be combined with the social democratic demand for strong Europe-wide 
standards.

However, while the neoliberal forces succeeded in the struggle for the 
future direction of the integration process, the integration process itself 
became increasingly questioned precisely because of its neoliberal bias and 
the problems created by its emphasis on monetary restraint and budget-
ary austerity. Among these problems were low economic growth rates and 
increasing unemployment. Against the background of rising disillusion 
and frustration, also known as post-Maastricht crisis, the ruling political 
and economic elites in Europe risked losing support for the Economic and 
Monetary Union (Deppe and Felder, 1993). In this situation, frequent refer-
ences to the ESM must be seen as part of a strategy to maintain support for 
a predominately neoliberal integration project.

6.2.1 Legitimating neo-liberalism

The European integration project is a hegemonic project ( Jessop, 2004, 
p. 2). As such it requires a hegemonic bloc that delivers sufficient support to 
keep the integration process going. On several occasions the process came 
to a halt and was threatened with reversal. The rejection of the Maastricht 
Treaty in Denmark or more recently the rejection of the European constitu-
tion in France and Netherlands and of the Lisbon Treaty in Ireland are such 
points. A hegemonic bloc is built on class and social compromises and is able 
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to integrate critical views and forces. Most importantly, it must give these 
potentially opposing forces a perspective, a vision they can identify with. 
As Andreas Bieler (2007) has shown, many of the trade union organisations 
that supported the European integration process did not do so unanimously 
and unconditionally. They were aware and critical of the negative conse-
quences of the Maastricht criteria and the Growth and Stability Pact, but 
they nevertheless continued to support it. Bieler (ibid., p. 7) argues that the 
unions were simply not strong enough to oppose these developments, not 
least because of the economic crisis and rising unemployment. However, 
the fact that European politicians and bureaucrats frequently made ref-
erence to the ESM, which the unions still associated with social progress 
and high labour standards, also made sure that trade union representatives 
would have a reason to believe that the current state was only transitional, 
and even more importantly, have an argument against internal opposition. 
References to the ESM were also important to pacify the left-wing oppos-
ition within the social democratic parties.

In 1994, the European Commission published a White Paper on Social 
Policy. Therein the Commission defined the ESM as “a number of shared 
values” including “democracy and individual rights, free collective bargain-
ing, the market economy, equality of opportunity for all and social wel-
fare and solidarity.” (European Commission, 1994, p. 2). This stood in stark 
contrast to the cuts in social benefits that were triggered by the austerity 
 policies imposed by the Maastricht deficit limits, and which were certainly 
not designed to boost solidarity.

However, the restructuring of the social security systems not only 
increased inequality; budget cuts and high interest rates also continued to 
restrict economic expansion and fuel unemployment across Europe. As a 
result, France experienced massive demonstrations in 1995, followed by the 
election of a left-wing government in 1997. The protests in France were fol-
lowed by demonstrations in other EU member states in the second half of 
the 1990s, when hundreds of thousands of citizens were taking part in a 
series of European marches against unemployment. Unemployment had 
already dominated the Council of Essen in 1994 and it continued to trouble 
the national leaders at the Council of Amsterdam in 1997. As a response 
to the looming employment crisis, the Council adopted the European 
Employment Strategy. The Employment Strategy did not only aim at cre-
ating new employment; it also promoted social justice issues such as equal 
opportunities and non-discrimination in workplaces. Such issues were also 
perceived as important elements of the ESM. However, with the adoption of 
the Employment Strategy the access to employment has not only become a 
crucial feature of the ESM but also a benchmark for its success.

6.2.2 Neo-liberal modernisation

European policymakers continued to legitimise a predominantly neoliberal 
integration process by repeated references to the ESM. The draft constitution 
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for the European Union rejected by French and Dutch voters in spring 2005 
included a paragraph on the ESM, while giving monetary restraint and 
budgetary austerity a constitutional status. The commitment to a solidar-
istic and socially just Europe, even if it was hardly more than lip-service 
together with some improvements for the role of the European Parliament, 
convinced even left-wing representatives in social democratic and green 
parties to vote for the constitution.

However, with the adoption of the Lisbon Agenda in 2000, the discourse 
on the ESM experienced another decisive twist. References to the ESM were 
not only used for legitimisation; instead the ESM was increasingly deployed 
as an argument to demand a radical restructuring and restriction of the 
existing European welfare systems. The general argument goes as follows: 
The European Union and its members states are confronted with a num-
ber of common challenges and responsibilities, including globalisation 
and ageing societies. Globalisation forces Europe to be more competitive 
in an increasingly internationalised world. Accordingly, competitiveness is 
a precondition to be successful and to be able to retain high labour and 
social standards. Therefore, the ESM must be subordinated to the overall 
objective of competitiveness. Or even better, the ESM must be used as source 
to improve Europe’s potential to succeed on the world markets; the ESM 
becomes a productive factor. As stated in the 2004 Social Policy Agenda, 
“[t]he objectives of employment, solidarity and social inclusion cannot be 
separated from the globalized economy, where the competitiveness and 
attractiveness of Europe are at stake” (European Commission, 2005a, p. 4). 
With respect to ageing societies, the argument is that existing social secur-
ity systems must be reformed in order to guarantee future generations the 
same level of protection enjoyed by the existing population. As the director 
of the Lisbon Council, Ann Mettler (2005, p. 27), argues, “[m]odernising 
the European Social Model is first and foremost about sustainability and 
generational justice. ... Without reform, pension and social security systems 
will simply collapse. Without reform, we are consuming the fiscal resources 
of our children and grandchildren.” Martin Beckmann et al. (2006) call 
this process of change a transformation from a ‘regime of stabilisation’ to 
a ‘regime of modernisation’. While the first was mainly based on and sup-
portive of national social regulation, the second is based more on promot-
ing the transformation of the national social models under the guideline of 
neoliberal flexibilisation and deregulation.

Apart from the privatisation of pension systems, much of the reform 
agenda actually centers on labour markets and employment issues. The flex-
ibilisation of labour markets is seen as essential for improving overall com-
petitiveness and saving social security systems. An influential contribution 
in this regard was made by the Belgium economist André Sapir (2006). His 
paper on ‘Globalisation and the Reform of the European Social Models’ 
was distributed by the British presidency as background paper at the 2005 
Ecofin meeting in Manchester. Therein Sapir argues that generally there is 
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a trade-off between high levels of equality and high levels of employment. 
The only model that actually manages to combine both goals is the Nordic 
Model. The Anglo-Saxon Model is also sustainable because it puts greater 
emphasis on employment. The Continental and Mediterranean Models may 
deliver high levels of equality, but they are not sustainable because of their 
poor employment performances. Sapir’s conclusion is that the latter two, 
which account for about two thirds of Europe’s Gross Domestic Product 
(GDP) and 90 per cent of that of the Eurozone, must “be reformed in the dir-
ection of greater efficiency by reducing disincentives to work and to grow” 
(ibid., p. 381).

Hence, although equal opportunities and anti-discrimination play an 
important role in the modernisation discourse, the actual policies proposed 
under the modernisation label are largely employment centred. Not only 
this, but they are also exclusively supply sided, including measures such 
as lifelong learning, labour flexibility, the promotion of employability and 
entrepreneurship, as well as the introduction of incentives to work more 
and longer. “The bottom line is that we will only meet the new challenge 
if people have a new attitude to work and our social systems have a new 
attitude towards people” (European Commission, 2005b). Social policy is 
reduced to employment policy and the success of the ESM is measured in 
sufficiently high employment rates – a measurement according to which 
Europe is notoriously lacking behind the United States. Social justice issues 
are still mentioned in official documents and speeches, but they play only 
a subordinated role if any at all. As Jane Lewis (2007, p. 54ff) has noted, 
following the employment paradigm the issue of equal opportunities is 
reduced to the question of female employment rates, whereas the unequal 
distribution of paid and unpaid work and other forms of discrimination are 
no longer at stake. In a similar way, gender mainstreaming has been reduced 
to a method for eliminating barriers to female employment careers.

In short, while making references to the ESM, the political and economic 
elites in Europe are threatening the very foundation of the European wel-
fare systems. “Social policy”, as Birgit Mahnkopf (2007, p. 98) writes,

no longer aims at a correction of the primary distribution through the 
market, and is also not intended as a publicly guaranteed legal right to a 
form of living independent of the market. The concept of the welfare state 
is thereby turning almost into its opposite. The requirement of ‘modern’ 
welfare statism is no longer the targeted, socially effective redistribution 
in favour of weaker population groups and regions, but the promotion of 
entrepreneurial action and the protection of business property – because 
this, it is said, stimulates the individual’s readiness to work. 

Instead of protecting people from the market, social policy is increasingly 
seen as an instrument to help them to adjust to the market ( Jepsen, and 
Amparo, 2005, p. 238). In the words of the European Commission: “In the 
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past, social policy has enabled the European Union to manage structural 
change. ... In the future, modernising the European social model and 
investing in people will be crucial to retain the European social values of 
 solidarity and justice while improving economic performance” (European 
Commission, 2000, p. 6).

6.2.3 An alternative to neo-liberal capitalism?

As mentioned above the ESM was invented by Delors to distinguish Europe 
from the United States. It is this distinction which to a large extent is respon-
sible for the appeal of the term European Social Model and its continuous 
popularity in large parts of the population. Paradoxically, the European 
elites are playing with these resentments to put forward a modernisa-
tion agenda that erodes rather than strengthens the distinctive qualities 
of the ESM. But this cannot hide the fact that the ESM is also a critique 
of neo- liberalism, which is believed to have its ideological roots, and its 
strongest political and institutional support in the United States.1 “The 
European Social Model”, as Jörg Huffschmid and colleagues (2005, p. 182) 
write, “should not be regarded only as an instrument to enhance economic 
strength and competitiveness in the world. Indeed it is the other way round: 
the European Social Model is the objective and end of economic and social 
policy, and to reach this objective a certain strength and competitiveness 
are required”. And as Michael Krätke (2005, p. 92) argues, despite decades of 
neoliberal restructuring the concept of the welfare state, which is not just 
obliged to the owners of capital but to all citizens, still enjoys the widest 
support in most European countries. “The neoliberal idea of the minimal 
state, which goes back to pure relief of poverty, is a long way from having 
won, even if the market ideologies that are part of it dominate the minds of 
the so-called elite.” Krätke therefore suggests that the European left could 
use the ESM as a trademark for a new political project (ibid.). Groups such as 
Attac and social forum activists, but also left-wing parties and trade unions, 
have taken up this idea and used the notion of the ESM to put forward their 
agenda for an alternative and sustainable Europe based on solidarity rather 
than market fundamentalism (see Chapter 17).

6.3 Conceptualising the ESM

Analytically the term European Social Model only makes sense in contrast 
to other social models. In academic discourses on the ESM the main point 
of reference has been the United States, although the lack of comparisons 
with other developed countries, let alone developing countries, is simul-
taneously one of the major weaknesses of the debate.2 The debates centre 
around two major approaches: a quantitative approach that attempts to 
measure the differences between Europe and the United Sates, and an insti-
tutional approach that is looking for common although distinctive institu-
tional settings in European societies.
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6.3.1 Measuring the ESM?

One part of the literature on the ESM attempts to measure differences 
between Europe and the United States. Comparisons typically centre around 
four issues: material wealth (production and consumption), unemployment, 
inequality and poverty. Measured in terms of GDP per capita (in purchas-
ing power standards and at current prices) United States values were 35 per 
cent higher than the EU-27 and 27 per cent higher than the EU-15 in 2006 
(European Commission, 2007, p. 20). Higher GDP per capita is partly the 
result of higher productivity growth, but more importantly are the longer 
working hours put in by American workers. According to OECD data, in 2006 
Americans in employment on average worked more than 300 hours longer 
per year than their counterparts in Germany, the Netherlands or France (that 
is almost two months calculated on a 40-hour week). The question of course 
is if material wealth automatically means more well-being and countries with 
high levels of private (mass) consumption are necessarily richer than those 
with a higher proportion of collective consumption and more free time.

On the other hand, Europe has a high proportion of involuntary free time 
in the form of workers who cannot find work. Before the crisis that began in 
2007, the average unemployment rate in the EU fell to 7.9 per cent in 2006 
whereas the proportion of the population in employment rose to 64.3 per 
cent in the same year (European Commission, 2007, p. 20). Yet despite some 
improvements in recent years, “the average EU employment rate remains well 
below that of the United States and Japan, while the average EU unemploy-
ment rate is still almost double the rate in the United States and Japan” (ibid.). 
However, there are EU member states with lower unemployment rates than 
the United States, including most notably Denmark and Sweden (ibid.).

While Americans have higher GDP per capita, work longer hours and are 
less frequently unemployed, Europe has a smaller proportion of poor citi-
zens and wealth is distributed more equally among its population. In the 
United States, 17.1 per cent of the population earned less than half of the 
national mean income in 2005, while in 19 EU member states for which 
the OECD provides data the proportion is 9.3 per cent. Compared with 
Denmark and Sweden the American relative poverty rate was three times 
higher. But in Southern Europe and Ireland the poverty rate was closer to 
the US level than to Northern Europe. The comparison of income inequality 
shows a similar picture: The Gini index, a common measurement of inequal-
ity, is one and a half times greater in the United States than in Sweden 
and Denmark and substantially greater than in Northern and Continental 
Europe (European Commission, 2008, p. 35). Roughly the same relation-
ship is revealed if we compare the income acquired by those at the top 10th 
percentile of the income scale to that of the bottom 90th percentile of the 
income scale. According to these measurements, only two EU member states 
show a higher degree of inequality than the United States – Portugal and 
Lithuania (ibid., pp. 35–36). However, inequality measured across the EU is 
only slightly lower than inequality in the United States (ibid.). The highest 
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values for inequality measurement within Europe can be found in Portugal, 
Lithuania and Latvia, the lowest in Sweden, Demark and Finland (ibid.).

Higher income equality in Europe is mirrored by a higher percentage 
of  government expenditure on social benefits and transfers (Alesina and 
Glaeser, 2004, p. 17). While in the United States social expenditure accounted 
for 15.9 per cent of GDP in 2005, in 18 EU member states for which the 
OECD provides data the average amounted to 23.5 per cent. In Sweden and 
France the proportion of social expenditure was almost twice as high as 
in the United States. Again, differences within Europe are even more pro-
nounced than the difference between the European average and the US rate. 
The percentage of social expenditure as percentage of GDP ranges from 29.7 
per cent in Sweden to 16.7 per cent in Ireland and Slovakia.

There are two fundamental problems with statistical comparisons between 
the United States and Europe. First, differences between EU member states 
are often greater than the difference between the European mean and the 
United States (Alber, 2006, p. 412). Differences are particularly apparent if 
we compare Northern and Southern Europe, Anglo-Saxon and Continental 
European countries as well as ‘old’ Europe and the new member states. 
Second, inequality and relative poverty with few exceptions has actually 
increased in Europe over the last two decades indicating a gradual decline of 
Europe’s difference with the US since the 1980s. Of course this development 
not accidentally coincidences with the rise of neo-liberalism on both sides 
of the Atlantic. In a comparison of the Gini coefficient in the 1980s and 
in the year 2000 Alber shows that in eight out of twelve EU member states 
(for which data were available) inequality increased and in five countries 
it increased even faster than in the United States (ibid., p. 408). Similarly, 
10 out of 13 EU member states recorded an increase in relative poverty 
between 1986 and 2000 (ibid.). Alber concludes that “Europe has ... moved 
into the direction of the United States in terms of income inequality, even 
though the degree of inequality is still much higher and grew even more in 
America” (ibid., p. 405).

6.3.2 In search for common institutions

There is a body of literature that analyses welfare institutions and their 
development over time. On aggregate, these institutions form what after 
the Second World War became known as welfare states. Europe is far from 
having a common welfare state. Instead, European countries are typic-
ally grouped according to different welfare state models. Gøsta Esping-
Andersen (1990) initially differentiates between ‘Three Worlds of Welfare 
Capitalism’ – including the liberal (United Kingdom), conservative (contin-
ental Europe) and social democratic types of welfare states (the Nordic coun-
tries). Others have added additional categories to account for the peculiarities 
of the southern European welfare states (Ferrera, 1996) and more recently 
for the specific situation of the transition economies in Central and Eastern 
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Europe, while feminists have reinterpreted and modified these  models 
according to different household arrangements (Lewis, 1992). In this con-
text, the focus has been broadened from social protection to include other 
aspects of welfare policies such as tax and family policies and other actors 
than the state causing some authors to use the term welfare regimes rather 
than welfare states (André, 2006). Again, other comparisons ultimately dis-
tinguish between Anglo-Saxon, Nordic, Continental and Mediterranean 
welfare models (Sapir, 2006).

There are important differences between these models including the 
mode of funding and of provision, access to benefits, the degree of coverage, 
level of assistance, as well as discrimination and exclusion of certain groups 
of people (e.g., residents with foreign citizenship). Yet at least the Western 
European welfare states also have strong similarities. Martin Kronauer (2007, 
pp. 64–65) emphasises three common characteristics: First, in contrast to the 
state-socialist systems in Eastern Europe, Western European welfare states 
did not question the legitimacy of private ownership of the means of pro-
duction (although they imposed rules on companies for the protection of 
workers). However, with the expansion of the public sector and the control of 
the production of public goods in the post-war decades, Western European 
welfare states gained substantial capacity to directly intervene in economic 
issues that go beyond fiscal and monetary policies. Second, in contrast to 
the social model of the United States but also to most Southern European 
countries, Western European welfare states were universalistic. “They offi-
cially recognize a responsibility not just for particular groups in need but 
for all citizens with regard to their basic well-being in the most important 
dimensions of everyday life” (ibid.). Universalism should not be confused 
with egalitarianism. In fact, the minimum provided by Western European 
welfare states can differ considerably, as can easily be seen if Germany is 
compared to Sweden. However, the universalistic tradition is clearly “not 
compatible with the exclusion of large parts of the population from health 
insurance or a welfare reform which threatens unemployed poor people 
with the loss of any income support for life time after five years” (ibid.).3 
Third, Western European welfare universalism is linked to a concept of 
social rights that exists in addition to political rights granted to all citizens 
in modern Western democracies (ibid.). James Wickham (2005, p. 7) makes 
a similar argument when stating that “citizenship in Europe includes social 
citizenship, that is, that cluster of rights to education, health and social 
security” (Italics in original).

Another string of comparative literature deals with social models or mod-
els of capitalism. Representatives of the varieties of capitalism literature 
have differentiated between Anglo-Saxon and Rhineland capitalism (Albert, 
1993), liberal market and coordinated market economies (Hall and Soskice, 
2001), or between market-led, negotiated and state-led capitalisms (Coates, 
2000). Anglo-Saxon, liberal market or market-led capitalisms stand out in 
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these comparisons as here the market and competition plays a more import-
ant role in governing economic activities than in the other systems. While 
these comparisons (in contrast to the welfare state typologies) were not devel-
oped to compare European countries – in fact much of the literature centres 
on the comparison between the United States, Germany and Japan – they 
nevertheless show that in terms of population numbers the vast majority of 
Europeans live in coordinated or state-led forms of capitalism. According to 
another terminology, Continental and Northern European countries have 
therefore been described as social-market economies (Pontusson, 2005) and 
even the European Commission (2005a, p. 4) has recently acknowledged the 
“European choice in favour of a social-market economy.”

Coordinated or social-market economies distinguish themselves from 
their liberal-market counterparts not least by having strongly regulated 
employment models and developed industrial relations systems (Pontusson, 
2005, 25ff; Bosch, Lehndorff and Rubery, 2009). Hence as Richard Hyman 
points out (2005, p. 11) there are “significant common features in con-
tinental Western Europe which distinguish it from both the ‘American 
model’ of largely deregulated labour markets and the ‘Japanese model’ of 
 management-dominated company employment relations.” Hyman high-
lights three important characteristics: there are substantial statutory limits 
on the way labour (power) can be bought and sold (e.g., employment protec-
tion);  collective agreements usually have priority over individual employ-
ment contracts; there is a broad consensus that workers have independent 
interests and it follows from the acknowledgement of independent interest 
representation that there should be some form of interest coordination (e.g., 
social partnership).

A vital difference between Europe and the United States, although often 
overseen in institutionalist literature, is the extent and role of public own-
ership. True, public ownership is not completely alien to the US model, but 
public ownership remained limited to a few and mostly local services or 
services of special importance for national security (the notable exception 
is the publicly owned US Postal Service). While in Eastern Europe virtually 
all large companies were state owned in the former communist systems, in 
Western Europe many governments nationalised key industries, banks and 
public services in the post-war years (see Part 2 of this book). US govern-
ments, in contrast, were more inclined to contract private providers to sup-
ply public services. An outstanding example is the largely private American 
health industry with private health insurance companies as major actors. If 
we focus on the extent of public ownership, including the national health 
system, there is no doubt that the United Kingdom belonged to Europe 
in the post-war decades rather than to a liberal Anglo-Saxon model, and 
there were even strong commonalities between the otherwise very different 
Western and Eastern Europe countries.



The European Social Models 87

This does not mean that the United States has not accounted for the 
essential importance of public services and disregarded the specific nature 
of  public service markets. As Greg Palast, Jerrold Oppenheim and Theo 
MacGregor (2003) have pointed out, the United States in part developed 
rather complex and comprehensive regulatory systems to oversee the pri-
vately owned network industries. Hence, while Europe frequently relied on 
public ownership to make sure that public service providers meet the needs 
of citizens and businesses, the United States focused on regulation. However, 
despite comprehensive regulation it was widely accepted that the provision 
of public services in the United States must yield a profit for the private 
owners, whereas in Europe fees only covered costs (more often public ser-
vice providers even had losses) or in case of profits these belonged to the 
public. In connection with public welfare and public ownership, the state 
more generally played a much stronger and penetrating role in European 
societies than in the United States. The state was not primarily seen as a 
danger to individual freedom – although in the authoritarian communist 
systems in Eastern Europe citizens have often experienced the state appar-
atus as a threat – but as a benign force that guarantees social coherence and 
enables economic growth (Mahnkopf, 2007). The positive attitude towards 
state support and intervention is perhaps best expressed in the French 
notion of the service public which underlines the special responsibility of 
public institutions and its representatives.

6.3.3 The essence of the ESM

In essence, far from being a well-developed analytical concept the ESM 
before the recent waves of neoliberal restructuring can nevertheless be char-
acterised by three main features: First, a universalistic character of welfare 
provision which guarantees its citizens a minimum level of social existence 
(residents without citizenship were often excluded). Second, a high degree 
of coordination between economic actors and the acknowledgement of the 
need for special provisions to protect workers and their labour power. Third, 
widespread public ownership in key industries and banks and, most not-
ably, in the provision of public services. This means that European citizens 
on average were less exposed to market forces or in their social existence 
less integrated in the cycle of capitalist accumulation than citizens in other 
developed capitalist countries including the United States. This is not only 
true for citizens in Eastern Europe who lived in state-planned economies but 
also in Western Europe with its social-market capitalism. Since its citizens 
were less dependent on market forces, European societies in sum displayed a 
higher degree of decommodification. In quantitative terms this can be seen 
in a comparatively high degree of equality. In contrast, recent cuts in welfare 
systems, the continuous weakening of collective bargaining and trade union 
representation and, above all, the privatisation of public services amounted 



88 Christoph Hermann

to a significant recommodification of social life in Europe. The commodi-
fication, in turn, threatens to erode the very foundations of the ESM. Not 
surprisingly, a major effect of the changes as described in more detail in 
the second part of the book has been mounting inequality. Interestingly, as 
described in the first part of this chapter, the political elites in Europe use 
the term ESM to defend these changes.

6.4 Conclusion

Although the ESM is far from being a well-developed analytical concept, in 
essence it is characterised by three main features: The universalistic charac-
ter of welfare provision, a high degree of coordination between economic 
actors, the acknowledgement that workers need special protection and have a 
right to collective interest representation, and widespread public ownership, 
especially in public services. As a result, European societies have reached a 
higher degree of equality than other developed economies in the post-war 
decades. Both have been put into question in recent decades of neoliberal 
restructuring. As a result of welfare cuts, the weakening of employment pro-
tection and trade union representation and the privatisation of industries, 
banks and public services, European citizens have become more dependent 
on market forces. Consequently, inequality has increased not only in terms 
of income but also with respect to access and quality of public services. 
Strangely enough the term ESM has been used by Europe’s political elites to 
erode the very foundations of the ESM.

Notes

1. This is only partly true. In some regards, including the monetary policy of the 
European Central Bank (ECB), Europe is in fact more neoliberal than the United 
States (Hermann, 2007).

2. Not to speak of a comparison with developing countries which shows the limits 
of the concept of the social model that really only makes sense for the capitalist 
industrialised world from this perspective it may even be problematic to speak of 
a social model in the transforming countries in Central and Eastern Europe.

3. As it is oft the case in the United States.
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7.1 Introduction

This chapter covers privatisation, which has occurred over the past three 
decades, in the industrial sector. The chapter is divided into a consider-
ation of the experiences in the former socialist economies of the Central 
and Eastern European countries and then of the experiences in the predom-
inantly capitalist economies of Western Europe. The intention is to convey 
the driving forces behind privatisation in each case and to review the effects 
of the privatisations on economic performance.

7.2 Privatisation in the industrial sector in Central 
and East European Countries

7.2.1 Basic differences between privatisation in 
Eastern and Western Europe

In the past two decades privatisation has been proceeding in Eastern and 
Western Europe. However, the course of the process has been substantially 
different in the ‘new’ and the ‘old’ market economies. The main reason was 
a fundamentally different share of the public sector between those econ-
omies when large-scale privatisation began. In the ‘old’ market economies 
the share of the public sector in production activities was moderate or small 
while a common feature of the former centrally managed economies was a 
strong dominance of the public sector over the private one. At the end of 
1980s, the share of the public sector in the Gross Domestic Product (GDP) 
ranged from about 70 per cent (Poland) to some 95 per cent (Czechoslovakia 
and Hungary). No data on the share of public sector in employment for 
this time have been found for Hungary, Latvia and Lithuania. From among 
the remaining countries the smallest percentages of employment in public 
sector were in Poland (55.7 in 1989), Romania (66.0 in 1991) and Estonia 
(75.8 in 1989), while the highest ones were in Bulgaria and Czech Republic 
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(94.1 and 93.0 respectively in 1990).2 The general effect of privatisation can 
be illustrated by the case of Poland. By the end of 2005, the shares of the 
public sector in gross value added and employment decreased to 24.8 and 
28.3 per cent and the shares of industry to 24.4 and 17.1 per cent, respect-
ively. However, the contribution of the public sector in manufacturing alone 
to total gross value added and employment was only 6.6 and 6.5 per cent 
respectively (Blaszczyk, 2007, p. 10).

The huge share of the public sector in Central and East European countries 
(CEECs) on the eve of their transformation determines the first principal 
difference between 1990s privatisation in these countries and privatisation 
in West European countries. The relative scale of privatisation in the former 
was much larger. For example, in Poland, the biggest economy among all 
ten CEECs, in 1990 there were 8.4 thousand of state-owned enterprises 
(Baltowski, 2002, p. 187), of which 2.8 thousand were in the industrial sec-
tor (Ministry of Industry and Commerce, 1994, p. 30, table 5). The sector 
was characterised by high concentration: 7.1 per cent of enterprises pro-
duced 44 per cent of total industrial output and employed 45.5 per cent of 
total employment (Baltowski, 2002, p. 187).

In the post-socialist countries the process of privatisation had two com-
ponents. The first consisted in transforming state-owned enterprises into 
companies owned by private (natural and legal) persons (privatisation in 
the narrow sense). The second one consisted in creating a favourable legal 
framework and political climate for establishing new privately owned 
(domestic and foreign) businesses. To trigger both processes fundamen-
tal changes in the economic systems of CEECs were necessary. It was the 
second basic difference between privatisation in post-socialist countries and 
privatisation in the ‘old’ market economies. The former had to begin with 
implementing a totally new legal framework and building a market institu-
tional infrastructure from scratch. In particular they had to:

define the sphere of property rights in the system, ●

establish a framework for exchanging those rights, ●

ensure that the overall market structure and the rules of market exchange  ●

promote competition (Gray, 1992, p. 1).

The privatisation experience of the West European countries could be used 
to some extent, but the peculiarity of the circumstances demanded new 
solutions. It is worth pointing out that initially reformers did not always 
fully realize the necessity for an active role of governments in creation of 
market institutions. Some believed that institutions of market economy 
would emerge by themselves as result of privatisation (like ‘mushrooms 
after rain’). This was the case in, for example, Poland.

The third fundamental difference was deep imbalance between a large 
‘supply’ of firms to be privatized and an acute shortage of domestic capital 
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(Tomidajewicz, 2007). The common way to cope with this problem was 
opening privatisation to foreign investors. In addition, most governments 
(e.g., Bulgarian, Czechoslovak, Romanian and Polish) decided to adopt a 
kind of so-called voucher privatisation. Though such a scheme had not 
increased the volume of investment capital, it made it possible for ordinary 
citizens, who couldn’t afford to take part in cash privatisation, to partici-
pate in the privatisation process and, in this way, to accelerate it. However, 
these measures had not prevented selling state-owned firms at relatively low 
prices, often below what they were actually worth. CEE governments, par-
ticularly those under the influence of neoliberal doctrine, were not opposed 
to such practices as they considered privatisation of state-owned firms as a 
sine qua non of the transition to a market economy. Furthermore, problems 
with high public deficits which they faced induced them to sell firms rather 
sooner (to increase current public revenues) than at a higher price.

7.2.2 Drivers for privatisation

Unquestionably the leading driver was a conviction (to great extent justi-
fied by former experience) that further attempts to improve performance 
of the economy through implementing some elements of market mechan-
ism while preserving the dominance (or monopoly) of public ownership of 
enterprises would be as futile as previous ones.

The other driver for privatisation was related to the lack of managerial 
expertise and to a relative technical obsolescence of most (though not all) 
state-owned firms that made them incapable of effective competition on 
the open market. To survive they needed innovative managerial expertise 
and large capital investments in advanced technologies. Firms themselves, 
the just-emerging commercial banking sectors and the state budgets sunk in 
deep deficits were not able to finance them.

In CEECs, privatisation has been considered as a way to reduce the public 
deficit by reducing subsidies to inefficient state-owned firms on one side 
and replenishing public budget with revenues from privatisation on the 
other side. The best example of the former is voucher privatisation involv-
ing mostly low-performing enterprises, which would have otherwise been 
pressing the government for financial support to survive (Louzek, 2005, 
p. 18). Revenues from privatisation have been considered a supplementary 
source of financing public deficits. Nearly all amounts of revenues from pri-
vatisation of state-owned firms has been fed into state budgets. In Poland, 
for example, until 1997 the state budget was taking over the whole income 
from privatisation, and until 2002 only 3 per cent of it had been allocated 
for development goals. However, usually the share of privatisation revenues 
has made no more than several per cent of total annual public income, 
though in some cases (for example, in Poland in 1997–2001) the revenues 
were covering a considerable part of the state budget deficit or even exceeded 
it (Cieslukowski, 2009, p. 8).
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Besides these economic reasons for privatisation, there were two others 
of a different character. The first was a political one. Privatisation has been 
considered by state authorities as a way to democratise the economy by 
enabling ordinary citizens to become shareholders. In addition, privatisa-
tion was considered as the only way to guarantee the irreversibility of the 
reform  process. Voucher schemes were also considered as compensation to 
citizens for their contribution to the generation and increase of public wealth 
throughout the years of the socialist economy (Prohaski, 1998, p. 1) and as a 
vehicle for receiving political support in the next election. The same motiv-
ations underlay granting employees preferential rights to buy a definite part 
of shares at reduced price (or even get them for free). However, after an initial 
dispersion of ownership, reconcentration soon followed (Brzica and Olsson, 
2001). Most people preferred certain, short-term income from selling shares 
or vouchers as soon as their prices had jumped up, rather than hope for 
higher income in the distant future. As regards voucher privatisation, it can 
hardly be recognised as successful. First, it involved mostly low- performing 
firms. Second, practice has confirmed that voucher privatisation funds 
(VPFs) “typically lack the economic incentive, power, expertise and capital 
to carry out the restructuring function of a holding company” (Ellerman, 
1998, p. 2). Funds preferred selling firms to their restructuring. The funds 
were not able to increase the value of the assets they had received, and they 
also misused them. Managers of VPFs were interested more in multiplying 
their personal wealth than the assets of the funds. As a result, in Poland for 
example, assets that VPFs had received at the start decreased in value by 
more than half over nine to ten years.

The last but not least important driver was of an ideological nature. As 
the originators of the transition process were under the strong influence of 
neoliberal doctrine, they were convinced of the unarguable superiority of 
private ownership over public ownership. This is why decisions to privatise 
some firms were taken in spite of the absence of economic validity, that is, 
privatisation was becoming an end in itself. However, empirical research 
relating to the Czech Republic has shown that “when the major shareholder 
is a private company, such as a Czech closed-end fund, the adverse effects 
on performance were as bad as for a state controlled enterprise. Conversely, 
when the controlling shareholder is a public body, such as the local muni-
cipality, which has the motivation and ability to improve economic per-
formance, performance was good” (Weiss and Nikitin, 2004a, pp. 16–17). 
Therefore, the notion that private firms tend to perform better than public 
firms probably does not always hold.

7.2.3 Changes in the role of industrial sector in Central 
and East European economies during transition3

At the beginning of systemic transformation the share of the industrial sec-
tor in GDP in most countries ranged from 35 to 40 per cent.4 Exceptions 
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were Hungary and Estonia with only 21 and 28 per cent respectively, and 
Lithuania (56 per cent), Romania (50 per cent) and Poland (44 per cent). 
The shares of industry in total employment were, in general, considerably 
less though similarly diverse. The lowest shares (27.8–29.5 per cent) were 
observed in three Baltic Republics while the highest one (44.1) in Slovenia. 
In the remaining six countries the shares were between 34.5 and 36.9 per 
cent (see Tables 7.1 and 7.2).

After about 15 years of transition, the role of industry in the creation of 
GDP and in total employment has changed considerably in most CEECs. 
In most countries the shares of industry in GDP and employment have 
decreased and, as a rule, decrease in the former has been greater than in the-
latter. The opposite has been the case for Bulgaria and Czech Republic. The 
latter has been the only country in which both shares have increased. The 
special case is Hungary where negative change in the share of industry in 
employment has been accompanied by positive change in its share in GDP.

Especially large decreases in industry contribution to GDP have taken 
place in Romania (by more than half), Lithuania and Latvia (by nearly half), 
and Bulgaria (by more than one-third). In three other countries (Slovenia, 
Poland and Slovakia) the industry share in GDP has decreased by more than 

Table 7.1 Changes of industry share in GDP in CEE EU member countries during 
transition process 

Country (year)

Industry share in GDP (%)
Change (3)–(2) 

(percentage 
points)

Relative change
(4):(2) (%)

Beginning of 
the transition 2006

(1) (2) (3) (4) (5)

Bulgaria (1991) 39.8 26.1** –13.7 –34.4

Czech Rep. (1990) 36.7 41.9 +5.2 +14.2

Estonia (1993)* 28.3 25.2 –3.1 –11.0

Hungary (1991)* 21.0 23.0 +2.0 +9.5

Latvia (1990) 35.1 19.3 –15.8 –45.0

Lithuania (1991)* 55.7 30.4 –25.3 –45.4

Poland (1990) 44.1 32.6 –11.5 –26.1

Romania (1990) 49.9 24.6** –25.3 –50.7

Slovakia (1992)* 35.2 26.0 –9.2 –26.1

Slovenia (1990) 33.4 23.7 –9.7 –29.0

Notes: *No earlier data available for the country.
**2005.
Source: Compiled from EBRD data. Column (4) and (5) – author’s calculations 
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one fourth, and in Estonia by less than one-eighth. No common path of 
change within the whole period 1990–2006 has been observed nor for the 
first or for the second group of countries. Latvia and Romania have been the 
only countries with an almost regular (downward) trend.

Decreases in the shares of industry in total employment were highest 
in Latvia, Bulgaria, Romania and Lithuania (by around one-third as com-
pared to the beginning of 1990), and then in Slovenia, Estonia and Poland 
(by about one fifth). The decline in the share of industry in GDP and total 
employment in CEECs should not be confused with absolute deindustrial-
isation. Rather it should be considered a symptom of economic progress.

7.2.4 Impact of privatisation on the development of industry

To assess the impact of privatisation on the development of industry one 
should distinguish between manufacturing and other industries. Generally 
positive impact of privatisation is unquestionable only with reference to the 
former. Privatisation has contributed to the considerable increase in dyna-
mism and efficiency of manufacturing. Empirical studies have revealed 
that firm growth contributed to industry productivity more than sectoral 

Table 7.2 Change of industry share in total employment in CEE EU member 
countries during transition process

Country (year)

Industry share in 
employment (%)

Change (3)–(2) 
(percentage 

points)
Relative change 

(4):(2) (%)
Beginning of 
the transition 2006

(1) (2) (3) (4) (5)

Bulgaria (1990) 36.6 23.1 –13.5 –36.9

Czech Rep. (1990) 36.2 40.0 +3.8 +10.5

Estonia (1990) 29.5 23.8 –5.7 –19.3

Hungary (1990) 36.6 32.3 –4.3 –11.7

Latvia (1990) 27.8 18.0 –9.8 –35.2

Lithuania (1992)* 28.9 19.7 –9.2 –31.8

Poland (1990) 36.3 29.3 –7.0 –19.3

Romania (1990) 36.9 31.4 –5.5 –14.9

Slovakia (1990) 34.5 29.0 –5.5 –15.9

Slovenia (1993)* 44.1 35.2 –8.9 –20.2

*No earlier data available for the country.
Source: Compiled from EBRD data. Columns (4) and (5) – authors’ calculations 
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changes did (World Bank, 2008, p. 18). Fast development of manufactur-
ing has significantly increased accessibility of manufacturing goods for 
domestic consumers. It also resulted in rapid growth of exports. Four CEECs 
were among the top fifteen which had the biggest world market share gain 
in exports of non-resource based manufactures in 1993–2001. These were 
Czech Republic (+0.4), Hungary (+0.4), Poland (+0.2) and Slovakia (+0.1 
percentage point) (Kalotay, 2005). The enormous development of services 
and construction in CEECs would not be possible without the development 
of manufacturing (European Commission, 2004, pp. 6–7). As regards non-
manufacturing industries, that is, mining, electricity, gas and water supply, 
the positive impact of privatisation boils down to regaining profitability, 
however, at the cost of huge increases in prices. It is worth remembering 
that when decisions on privatisation of these industries were taken, the offi-
cial justification was that otherwise public authorities would be forced to 
increase prices.

Industry privatisation has been closely related to foreign direct invest-
ments (FDI). It is indisputable that without FDI privatisation on a mass 
scale would not have been possible because of shortage of domestic capital. 
However, the actual impact of FDI on economic development of CEECs and 
on manufacturing in particular is under dispute. One question seems to be 
beyond all doubt: as a rule, FDI in privatized industrial firms contributed 
strongly to their organisational and technological advancement and thus to 
the increase in their productivity and competitive position. Controversies 
have arisen about an indirect or spillover effect of FDI on domestic firms. 
However, recent research (Alfaro et al., 2007) shed some new light on the 
topic. First, it has been found that spillover effects manifest themselves not 
so much in horizontal (intra-industry) relations between foreign-owned 
and domestic firms operating in the same industrial sector, as through ver-
tical (inter-industry) ones. While foreign-owned companies are preventing 
know-how leakage to potential competitors in their host country, they have 
a vested interest in sharing knowledge with their local suppliers in upstream 
sectors (backward linkages) and their – to a lesser extent – local buyers in 
downstream sectors (forward linkages).

Second, any impact the FDI exerts on domestic business through the cre-
ation of vertical linkages depends heavily on the financial market develop-
ment level in the host country. When this market is not developed enough 
then capital accessibility to local firms is limited that inhibits development 
of vertical linkages. Let us add that similar influence may be exerted by an 
inadequate entrepreneurship policy of the government. As both factors, that 
is, financial market development and entrepreneurship policy vary among 
CEECs, this may explain why in some of them (for example in Poland) ver-
tical linkages between foreign-owned and domestic firms have developed 
widely, while in others (for instance in Hungary) the former have consti-
tuted the so-called enclave economies.
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Third, spillover effects appear to be larger when final goods produced by 
domestic firms and foreign ones are substitutes rather than complements. 
Possibly, this can be explained by limited compatibility of potentially com-
plementary goods produced by both kinds of firms and by significant dif-
ferences in prices of substitutive goods.

7.2.5 Impact of privatisation on employment

Privatisation has often been considered a main cause of emerging mass 
unemployment in transition countries. Actually, the question is not so 
simple. First, decreases in employment and thus the emergence of mass 
unemployment at the beginning of the transition period (that is in the early 
1990s) was not so much a result of privatisation of industrial firms by itself, 
as a transition to the market economy in general. As soon as market forces 
had begun to exert a pressure on state-owned firms to become economically 
efficient and competitive, they had to start restructuring their employment 
as a sine qua non of their survival. At the very beginning of transition process 
a common feature of state-owned firms was large overstaffing  inherited from 
a centrally managed economy. This primary overstaffing was  augmented 
still more by a recession that had appeared in CEECs shortly before or just 
after the transition process had been launched. Employment restructuring 
had been usually initiated in firms which were still state owned though at 
this stage it had mainly defensive rather than strategic character. Those state-
owned firms, which had not carried the restructuring through, collapsed 
and went bankrupt or, at best, fell into so deep debt that their later privatisa-
tion on favourable conditions became practically impossible. As a result, this 
then lead to even greater reduction of employment than that which was earl-
ier needed for company survival. It is worth mentioning that governments of 
CEECs have chosen mostly a decentralized approach to restructuring state-
owned firms, leaving this to new owners. This allowed the largest creditors 
to decide whether to restructure or liquidate acquired firms.

As regards the direct impact of privatisation of state-owned firms on 
employment, one must say that, as a rule, it did not lead to an immediate and 
considerable reduction in employment in acquired firms, but rather employ-
ment often fell as departing workers were not replaced. An immediate active 
reduction of employment through layoffs was on a limited scale and took 
place when a firm implemented strategic restructuring related to the adop-
tion of new technologies. This was conditioned on legally binding rules of 
privatisation according to which a factory council composed of representa-
tives of employees was a party to negotiations on terms of privatisation. As a 
rule, the council, with support of trade unions, managed to negotiate one of 
the following terms concerning employment policy after privatisation:

workers in employment at the moment of privatisation were guaranteed 1. 
that they would not be dismissed during an agreed period (usually two 
to three years);
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employees dismissed within a short period after privatisation were guar-2. 
anteed an agreed severance pay (sometimes quite high);
combination of the above-mentioned terms, for example, guaranteed 3. 
period for further employment and severance pay in the case of earlier 
dismissal (the most common solution).

In addition to this, in some cases, strategic investors guaranteed that wage 
rates will not be reduced or even committed themselves to increase them to 
an agreed level.

In the long run, changes in level of employment in privatised companies 
depends on three following factors:

The goals which a new owner of the firm had been guided by when tak-1. 
ing it over. If the goal was its modernisation and development of produc-
tion, then after initial reduction, employment then stabilised and could 
even increase. If, however, the enterprise had been taken over to elimin-
ate a competitor or to drain off assets of the business, then employment 
went down dramatically forever, even to zero.
Effectiveness of pro-efficiency activities of new management of privatised 2. 
enterprise. If these activities were highly successful and led to improving 
the competitive position of the business, then after an initial decrease in 
employment, in the long run it stabilized or even grew, but not, usually, 
reaching its pre-privatisation level.
Dynamics of domestic and foreign markets. Here a difference could 3. 
be observed in the behaviour of private and state-owned firms. When 
demand was going down, the former have usually reacted by  reducing 
employment while the later have kept employment unchanged or reduced 
it much less. The difference comes from the relatively strong position of 
trade unions in state-owned firms and a weak position in private ones. 
While the behaviour of state-owned firms could be considered as bene-
ficial, from the point of view of the current situation on labour market, 
in the long run it resulted in deterioration of business efficiency and 
financial standing.

Empirical research does not confirm the postulated relationship between 
ownership composition and employment. In particular, there is no con-
vincing evidence that increased profitability of firms controlled by foreign 
companies came at the expense of lower wages or lower employment levels 
(Weiss and Nikitin, 2004b, p. 31).

It is worth adding that in some countries (for example Poland, Slovakia and 
Bulgaria) the peak rates of unemployment at the beginning of the present 
decade coincided with the boom of new entrants into the labour market.

As regards the impact of privatisation on employment conditions, a clear 
symptom of decline has been observed in two countries, Poland and Slovenia, 
in which a strong sharp increase in the share of temporary contracts in total 



102 Wlodzimierz Dymarski, Danes Brzica and Malcolm Sawyer

employment has been observed since the end of the 1990s. In 2007, the 
shares reached 28.2 per cent and 18.5 per cent respectively, that places them 
second and fourth among EU-27, while in the remaining eight CEECs the 
share is two to ten times lower than the EU average. As regards employ-
ment protection legislation (EPL), data are available for only two years (1998 
and 2003) and the four CEECs, which are OECD members (Czech Republic, 
Hungary, Poland and Slovakia). From these data follows that the unweighted 
average overall EPL index for the above-mentioned countries (EU4) did not 
change significantly between 1998 and 2003 (1.90 and 1.88 respectively). 
However, in both years it was considerably lower in EU4 (by 0.59 and 0.52 
respectively) than the average for EU14 (excluding Luxembourg). Behind 
these differences in the overall EPL index lie huge differences in temporary 
employment protection. In the EU14, the average protection index was 2.23 
in 1998 and 2.02 in 2003 while in EU4 it was only 0.75 and 0.81 respectively. 
No significant differences or changes have been found in regular employ-
ment protection, though the index was slightly higher in EU4.5

7.2.6 Privatisation and the position of trade unions

Private employers have a vested interest in the absence of trade unions from 
their firms because this enables them to flout provisions negotiated by trade 
unions in the framework of collective bargaining at the national or indus-
try level. Absence or marginalisation of trade unions at the enterprise level 
dramatically reduces employees’ capability to organise themselves and to 
negotiate successfully, and thus weakens their influence on employment 
and working conditions and wages as well as their capability to control the 
obeying of labour law. Moreover, the less effective a trade union is, the less 
attractive it is for employees to join.

However, though a negative impact of privatisation on trade union dens-
ity ratio is indisputable, it has been not the only factor. In some countries, 
(for example in Poland) trade unions themselves have contributed signifi-
cantly to the loss of their attractiveness for employees through direct and 
strong involvement in ideological disputes and battles among political par-
ties. As a result, they have been seeing each other as opponents and com-
petitors rather than partners in the fight for employees’ rights and interests. 
It is not surprising that politicians try not only to make use of this but also 
to enhance trade unions’ mutual aversion and even hostility.

In consequence of the above-mentioned factors, trade union membership 
as well as density ratio in CEECs fell down dramatically as compared to 
the pre-transition period. However, precise appraisal is difficult because of 
incompleteness and considerable diversity of data coming from different 
sources. Anyhow, without a risk of making considerable error, one can say 
that in most CEECs the fall in trade union density between the beginning 
of the 1990s and the first half of the present decade was within the interval 
of 40–80 percentage points.6 Recent data show that the downward trend has 



Privatisation in the Industrial Sector 103

continued during the last years, at least in some countries. As a result, while 
in the pre-transition period the CEECs were among the most unionised 
countries, now in most of them the union density ratio is below the EU aver-
age, with the exceptions of Romania, Slovenia, Slovakia and Bulgaria. The 
industrial sector, that before privatisation was a bastion of trade unions in 
CEECs, has experienced even stronger de-unionisation. In six of nine coun-
tries (data for Bulgaria have not been found), union density in industry has 
fallen below the country average. The Baltic Republics have an extremely 
low unionisation level of industry (only 4–5 per cent, that is, about 2 to 4.5 
times less than average). The only country where union density ratio for 
industry is above average is Slovenia.7 Concerning the difference between 
union density in private and public sector, data has been found for only four 
countries. In Czech Republic unionisation of the private sector is somewhat 
higher (by circa one-tenth) than of the public sector; whereas in Hungary, 
Poland and Slovenia the union density ratio for the private sector is only a 
fraction of that for the public sector (circa one-third, a half and three fifth 
respectively).8

7.3 Privatisation in the industrial sectors 
in Western Europe

7.3.1 Public enterprise prior to the wave of privatisation

The significance of public enterprise in the market sectors of Western Europe 
during the 1980s and 1990s is indicated in Tables 7.3 and 7.4. There were evi-
dent significant differences between the countries of Western Europe. As a 
summary measure public enterprises accounted for around one-sixth of the 
market sector in 1982, falling to under one-eighth in 1991. By 1998 in the 
EU-15 the share was around 9 per cent on average (Table 7.4). Comparison 
among the second to fourth columns of Table 7.4 would suggest that public 
enterprises had tended to be more capital intensive than the private sector.

In the case of utility and network industries, there was a degree of uni-
formity in the sense that postal, telecommunications, gas and electricity, 
rail, and water were under public ownership in almost all countries, and 
the arguments for public ownership were based on the economies of scale 
and natural monopoly position and the importance of these industries for 
industrial development and living conditions. In Western European coun-
tries there had been a wide range of public ownership in the industrial sector 
with much diversity both in terms of between-country experiences in the 
sectors which were within public ownership and also in terms of the ways 
in which firms had come into public ownership. The data in Bortolooti and 
Milella (2006) Figure 7 indicates that over the period 1977–2004, proceeds 
from privatisation of manufacturing firms accounted for around one-eighth 
and transport firms around one-tenth of the total revenue from privatisa-
tion in Western Europe.
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The pattern indicated in these tables for the 1980s and early 1990s had 
been broadly in place since the late 1940s. For example,

[by] the 1940s, public enterprise accounted for about 10 % of GDP in most 
countries and, since they were in very capital-intensive sectors accounted 
for about 20 % of annual capital formation and less than 10 % of employ-
ment. Its scope did not change much over the next thirty years, and the 
slightly smaller shares recorded ... for 1971 reflect the slightly smaller 
share of all transport, energy and communications in national output 
rather than any diminution of state and municipal enterprise (Millward, 
2005, p. 173).

Although privatisation has been the dominant direction of travel since the 
early 1980s there were some significant extensions of public ownership 
in the industrial sector in the preceding decade. There was very extensive 
nationalisation in Portugal following the overthrow of the dictatorship. The 
1974–1979 Labour government in the UK bought aerospace, shipbuilding 
and car firm British Leyland; in France in the first stages of the Mitterand 

Table 7.3 Size of public enterprises in Western Europe, 
1982–1991 (Public enterprises: Employment, value-added 
and gross capital investment as a percentage of the non-
 agricultural market sector)

Average of three indicators

1991 1988 1985 1982

France 17.6 18.3 24.0 22.8

(West) Germany 11.1 11.6 12.4 14.0

Italy 19.0 19.6 20.3 20.0

United Kingdom 4.5 7.4 12.7 16.2

Spain 9.0 10.0 12.0 12.0

Portugal 20.7 24.0 22.7 23.9

Belgium 8.6 10.6 11.1 12.1

Netherlands 7.5 9.6 9.0 9.0

Greece 20.6 20.8 23.2 22.3

Denmark 11.5 11.9 11.4 12.0

Ireland 12.4 14.4 15.3 15.1

Luxembourg 4.4 4.9 4.5 5.0

EU-12 11.8 13.3 15.3 16.4

Source: Acocella (2005), p. 148, based on CEEP: L’enterprisé publique 
dans la Communite Economique Européene: Annuales
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government companies such as Thomson-Brandt, CGE, Rhône-Poulenc, 
Compagnie de Saint-Gobain, PUK, Suez, Paribas and 36 banks were taken 
into public ownership in 1981–1983. In Greece, under the first elected 
government after the fall of the dictatorship in 1974, there was extensive 
nationalisation.

7.3.2 Background and drivers for privatisation

The major drive towards privatisation is usually seen as starting in the early 
1980s, and then gathering pace during the 1990s. Wright (1994, pp. 2–5) 
wrote of six elements of “convergent pressures” relating to privatisation. 
The first element cited is “intellectual disenchantment with dirigisme and 
Keynesianism in many circles. Scepticism about the efficacy of state inter-
vention has become manifest in many countries ...”. A second element 
“has been the changing nature of some industries,” specifically technical 
changes which have weakened the extent of natural monopolies. This was 
also later associated with arguments which identified those parts of a pro-
duction process which were subject to economies of scale, where there was 

Table 7.4 Size of public enterprises in Western Europe, 1998

Employment Value added
Gross capital 
investment

Average of three 
measures

1998 1998 1995 1991

Germany 9.0 9.9 14.0 10.9 10.7 11.1

France 10.3 11.5 13.5 11.8 14.7 17.6

Italy 7.7 10.0 11.0 9.6 14.2 18.9

United Kingdom 2.5 1.9 2.5 2.3 2.7 4.4

Spain 3.9 3.3 5.0 4.1 8.0 9.0

Sweden 11.6 13.7 14.0 13.1 12.9 n/a

Austria 9.1 13.0 14.0 12.0 21.5 n/a

Belgium 10.4 11.3 10.9 10.9 11.6 11.0

Greece 12.3 13.5 17.0 14.2 15.4 20.2

Finland 10.9 10.5 11.4 10.9 17.6 n/a

Portugal 5.3 8.4 12.0 8.5 12.3 20.7

Netherlands 2.5 5.8 5.5 4.6 6.8 7.5

Denmark 6.1 7.5 9.9 7.9 9.7 11.5

Ireland 8.0 9.4 12.9 10.1 11.8 12.3

Luxembourg 5.3 5.3 6.4 5.7 6.4 6.4

EU 15 7.1 8.5 11.0 9.0 10.4 11.8

Source: C.E.E.P. (2000)
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then an argument for public ownership or regulation, and those parts of a 
production process which were not subject to economies of scale and where 
there could be competition. “The third element in the general environment 
allegedly unfavourable to public enterprises has been the increasing inter-
nationalization of both product markets and financial markets.” The fourth 
element which Wright cites is the removal of trade barriers within the 
European Union. “Although the existence of public enterprise is tolerated 
by the Treaty of Rome, there are aspects of the open market – monetary con-
vergence, competition policy, public procurement policy – which logically 
prevent dirigiste governments from fully exploiting their public enterprises 
as instruments of industrial, regional policy or of purely political patron-
age.” The fifth element is the perceived large capital requirements of major 
companies. The sixth and final element cited by Wright (writing in 1994) 
is the emergence and experience of the privatisation programme in the UK. 
With respect to France, Andre (2006) argues that “a major reason for imple-
menting privatisations during this period was linked to the search for new 
sources of financing for the public budget. Privatisations have offered non-
negligible resources for the budget: in 1987, the two thirds of these resources 
were used for reimbursing part of the public debt.” A further reason was the 
search for funding for large investment to develop new techniques, to deal 
with globalisation and increased foreign competition. Privatisation also was 
seen to enable firms to enter into strategic alliances with foreign partners. 
A further reason was that “privatization was presented by the government 
as a way to democratize the economy, as it would allow the development of 
small shareholders among the population” (Andre, 2006, pp. 6–7).

The objectives of privatisation have been variously summarised but would 
usually be taken to include the following (see, for example, Richardson, 
1994 for the UK): The drivers of privatisation have included the desire to 
reduce government involvement in industry, and the perception that effi-
ciency could be improved. Further factors have included the reduction of 
the government borrowing requirements, and the weakening of the power 
of trade unions which were seen as strong in the public sector. Finally the 
promotion of share ownership, attempts to develop stock markets and the 
political advantages to right-of-centre parties being associated with private 
ownership.

These objectives can also be related to the pressures towards privatisation. 
For example, in the early 1980s under the impact of monetarism, much 
attention was paid to restraining the budget deficit, and under the then 
prevailing accounting rules privatisation receipts were recorded as nega-
tive expenditure, thereby reducing the recorded budget deficit in the year 
in question. But, since privatisation meant that the government no longer 
received the profits of the public enterprise, privatisation swapped a cap-
ital receipt now for lower government receipts in the future. The overall 
effect of the privatisation of industrial sector companies on the government 
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finances is likely to be negative. If a ‘fair’ price is extracted for the priva-
tised company then the gain in receipts will be balanced by the loss of 
future income (the sale price being the discounted value of future income). 
However, it was often the case that the realised price was below that.

The financial problems of the nationalised industries in the 1970s, often 
arising from controls over their prices as part of an anti-inflationary pol-
icy, the drive to reduce trade union power and the aforementioned drive to 
reduce budget deficits, are undoubtedly main forces behind privations in 
the UK during the 1980s. Two others though should be mentioned. First, 
there were perceptions, often fostered by the right, that the public enter-
prises were lacking in efficiency and the drive for profits, and indeed that 
such enterprises were side-tracked in supporting other social objectives as 
indicated above. Arguments have raged over the relative efficiencies of pub-
lic and private in this context but surveys such as Millward (2005) find 
that “there is no evidence of a poor productivity growth record for state 
enterprises in Europe in the second half of the twentieth century” (p. 281). 
Productivity growth often picked up as public companies were prepared for 
privatisation but that did not continue after privatisation (see, for example, 
Martin and Parker, 1995). The exhaustive study by Florio concludes that 
it has “been unable to find sufficient statistical macro or micro evidence 
that output, labor, capital, and total factor productivity (TFP) in the United 
Kingdom increased substantially as a consequence of ownership change 
at privatization compared to the long-term trend. There are exceptions for 
some firms and some periods, but overall a significant productivity shock is 
lacking” (Florio, 2004, pp. 343–344).

The other aspect to mention is the promotion of wider share ownership, 
which in the case of the UK at least also related to gaining political advan-
tage (those buying underpriced shares in privatised companies could reap 
substantial profits through resale, and the more general feeling that prop-
erty owners tended to vote right rather than left). However, the immediate 
success of extending share ownership followed by a concentration of own-
ership is illustrated in the following. “We examine the effect privatizations 
have had on the pattern of share ownership by individuals and institutional 
investors and find that privatizations have dramatically increased the num-
ber of shareholders in many countries. However, the extremely large number 
of shareholders created by many share issue privatizations are not a stable 
ownership structure” (Boutchkova and Megginson, 2000, Abstract, p. 31).

7.3.3 Forms of privatisation and issues

Privatisation has generally taken one of three general forms. First, float-
ing of shares on the stock market through Initial Public Offering (IPO). In 
the UK, this route was followed for the sale of all the large public utilities, 
though less frequently for the sale of other companies. Second, the sale of a 
company to a private company and third, the use of management buy-outs. 
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Acocella (2005) reports for five countries (Italy, Spain, Germany, France 
and UK) that just over two-thirds of privatisation receipts over the period 
1992–2000 came from public offerings and the remaining one-third from 
private sales.

The IPO route has often been associated with seeking to widen share own-
ership. That apart, the issues under the different forms of privatisation are 
rather similar. Two attract our attention here. The first concerns whether 
the public sector receives a ‘fair’ price for the assets which are being sold.

Vickers and Yarrow (1989) estimated that during the first four to five years 
of UK privatisations, when the sale was at a set price the undervaluation of 
the share price was over 20 per cent when judged by the share price at the 
end of the first day of trading relative to the offer price (see also Curwen and 
Holmes, 1992; Florio, 2004, p. 347).

In those cases where a company was directly sold to another company on 
privatisation it can be more difficult to determine whether there has been 
underpricing. However, there is some evidence of the acquiring company 
‘getting a bargain’; often associated with their ability to realise assets, par-
ticularly property, which were peripheral to the main business.

The second issue relates to the eventual ownership of the privatised com-
panies. It has already been remarked that when individuals were given pref-
erence in the purchase of shares in privatised companies, many sold quickly 
(to their financial benefit when the shares were underpriced), and the 
involvement of small shareholders in the privatised companies declined 
over time. After a decade or so of privatisations in the UK, the proportion of 
shares held by beneficial owners of the privatised companies included pen-
sion funds 27.6 per cent (as compared with 33.0 per cent in all companies), 
insurance companies 12.4 per cent (15.7 per cent), individuals 24.5 per cent 
(20.3 per cent), unit trusts 4.5 per cent (5.9 per cent) and overseas 8.3 per 
cent (12.1 per cent) (HMSO, Economic Trends, October 1993). There were esti-
mates that the number of shareholders in the adult population rose by the 
order of 5 to 7 per cent to around 20 per cent, but with the increase largely 
coming from shareholders with a small holding of shares in one or two 
companies.

The initial sale of shares in privatised companies has often been focused 
on individuals rather than institutions and on domestic residents rather 
than overseas residents. As suggested above, individuals have often then 
sold their shares to institutions. It has been a feature of many privatisations 
that the company concerned has after some time been acquired by another, 
usually multinational, company. “By far more relevant to a discussion of 
trends in shareholding was the growth in the weight of the foreign sector, 
fund managers, insurance companies, and pension funds in total owner-
ship. Thus, the direct beneficiaries of the initial underpricing of shares of 
privatized firms are a thin majority of the British population and a group 
of large financing institutions, both national and international” (Florio, 
2004, p. 346).
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7.4 Concluding remarks

It is evident that there were many motives lying behind privatisation of 
firms in the industrial sector (as with other firms) in Europe with some dif-
ferences between East and West resulting from the fact that in the former 
privatisation was an integral part of fundamental systemic transformation. 
However, as the transformation of CEECs had been progressing, a conver-
gence in drivers of privatisation was observed. In both parts of Europe, the 
often-mentioned one is a pressure to reduce budget, though this relies on an 
accounting practice which regards privatisation revenues as akin to negative 
expenditure. Further it does not allow for the future reduction in govern-
ment revenues from the profits of the once state-owned enterprises. The 
evidence cited above suggests frequent underpricing of the sale price of state-
owned enterprises which therefore involves losses to the public exchequer, 
and windfall gains for the purchasers of the privatised companies. The 
attempts to widen share ownership through privatisation has had rather 
limited effect according to the evidence above. The most notable outcome 
of privatisation in terms of ownership of the former state-owned enterprises 
is the acquisition by foreign owners – perhaps an unsurprising outcome in 
light of globalisation. In CEECs, privatisation has strongly contributed to 
sharp decline in trade unions’ density ratio and their bargaining power.

Notes

1. Section 7.2 written by W. Dymarski with cooperation of D. Brzica; section 7.3, 
Introduction and Concluding remarks by M. Sawyer.

2. Figures are European Bank for Reconstruction and Development (EBRD) rough 
estimates (see EBRD, 2008) except the share in employment in Poland, which 
comes from the CSO (1991).

3. The following analysis is based on EBRD data (EBRD, 2008) that has been the 
only available source covering the whole period of transition. However, it should 
be pointed out that data on industry shares in GDP and employment coming 
from other sources may differ (sometimes significantly) from those estimated by 
EBRD.

4. Industry includes mining, manufacturing and electricity, power and water sup-
ply. The average share of industry plus construction in value added in present ten 
CEE member states amounted to 46 per cent and in employment to 40 per cent 
(1990) (see World Bank, 2008, p. 15, fig. 10).

5. Averages of indexes are authors’ calculation based on OECD data (OECD, 2008) 
(http://stats.oecd.org/wbos/Index.aspx?DatasetCode=KEI).

6. See, for example, Visser, 2006; European Commission, 2006, p. 25; Carley, 2005.
7. European Commission, 2006, pp. 25–26; Mihailova, 2008; Preda, 2003.
8. Beneyto, 2008, pp. 65–66, data for 2002–2003.
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1994. Czȩść I. Ogólna [Report on the state of Polish industry in 1994. Part I. General] 
(Warsaw).

OECD (2008) OECD StatExtracts, Data Set: Strictness of EPL, http://stats.oecd.org/
wbos/Index.aspx?DatasetCode=KEI (accessed 15 November 2008).

Preda, D. (2003) The Development and Current Situation of Trade Unions, http://www.
eurofound.europa.eu/eiro/2003/07/feature/ro0307101f.htm, (accessed 16 November 
2008).

Prohaski, G. (1998) Privatisation through Investment Vouchers in Bulgaria, A Review of 
Bulgarian Privatization, (OECD with cooperation of Bulgarian Centre for Economic 
Development, OECD Headquarters, 23–24 November).

Richardson, J. (1994) “The Politics and Practice of Privatization in Britain” in 
V. Wright (ed.), Privatization in Western Europe (London: Pinter).

Tomidajewicz, J. (2007) Privatization Issues in Central European Countries (the case of 
Poland) (presentation to the PRESOM Conference, Lubljana, 29–30 June).

Vickers, J. and Yarrow, G. (1989) Privatisation: An Economic Analysis (Cambridge, MA: 
MIT Press).

Visser, J. (2006) “Union Membership Statistics in 24 Countries”, Monthly Labour 
Review, January, Vol. 129, No, 1, pp. 38–49.

Weiss, A. and Nikitin, G. A. (2004a) “Ownership Composition, Corporate Governance, 
and Performance: Evidence from the Czech transition”, Beyond Transition, October/
November/December, Vol. 15, No. 1, pp. 16–17.

Weiss, A. and Nikitin, G. A. (2004b) “Foreign Portfolio Investment Improves 
Performance: Evidence from the Czech Republic”, Topics in Economic Analysis & 
Policy, Vol. 4, Issue 1, Article 15.

World Bank (2008) Unleashing Prosperity. Productivity Growth in Eastern Europe and the 
Former Soviet Union, Overview (Washington, DC).

Wright, V. (1994) “Industrial Privatisation in Western Europe: Pressures, Problems 
and Paradoxes”, in V. Wright (ed.) Privatization in Western Europe (London: Pinter).



112

8
Liberalisation in Network Industries
David Flacher, Hugues Jennequin and Mehmet Ugur

8.1 Introduction

Network industry liberalisation is usually introduced to promote compe-
tition and achieve efficiency gains in sectors with some degree of natural 
monopoly. Liberalisation is usually followed with sector-specific regulation, 
which aims to ensure competition through monitoring of certain target 
variables such as price, market concentration, investment, etc. In Europe, 
telecommunications was the first industry to be liberalised, followed pro-
gressively by water, electricity, gas and railways.

The main characteristics of the liberalisation process in the European 
Union (EU) network industries can be summarised as follows: (1) progressive 
market opening that allows for free entry of potential providers and ena-
bles consumers to switch between competing retail suppliers; (2) network 
unbundling in order to foster competition on downstream activities that 
are less characterised by economies of scale as well as to increase price/cost 
transparency and to facilitate monitoring of compliance with competition 
rules; and (3) establishment of independent national regulatory authorities 
(NRAs) complemented by EU-level regulatory bodies whose role is imple-
mentation and coordination of the liberalisation process.

In this chapter, we aim to establish whether liberalisation and accom-
panying regulatory arrangements have delivered the expected efficiency 
gains. In Section 8.2, we discuss the theoretical issues and demonstrate 
that ‘marketable’ yet simplistic arguments in favour of liberalisation tend 
to ignore a complex set of issues such as imperfect competition, imperfect 
information, and second-best consequences that are highly likely to limit 
or prevent the achievement of efficiency and welfare gains. In Section 8.3, 
we review the empirical findings. We find that the partial evidence in sup-
port of the liberalisation agenda in the telecommunications and energy sec-
tors is overshadowed by the evidence suggesting that liberalisation and 
regulation have usually failed to deliver the expected efficiency gains. 
In Section 8.4, we narrow our focus to investment and innovation in the 
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telecommunications and electricity sectors. The evidence here suggests that 
liberalisation may be conducive to incremental innovation/investment in 
sectors where maintaining market shares and/or mark-ups is a significant 
concern. However, liberalisation has either negative or ambiguous effects 
on investment in radical breakthroughs, and it does not necessarily lead to 
optimal investment when compared with public monopolies. Finally, in the 
conclusion (Section 8.5) we summarise the main findings and highlight the 
implications for European integration.

8.2 The economics of liberalization: A pandora’s box

The theoretical argument that underpins the liberalisation of network 
industries in Europe and other countries rests on ‘welfare gains’ that com-
petition is expected to deliver. The reasoning is quite simple: since perfect 
competition is theoretically optimal in terms of global welfare and effi-
ciency,  welfare can only improve if one moves away from monopoly and 
gets closer to perfect competition. This theoretical reasoning is often con-
sidered to be valid at micro-, meso- and macro-economic levels. But is this 
necessarily true?

If one subscribes to a neoclassical conception of welfare, it is possible to 
demonstrate that the total unweighted social welfare is the highest in the 
case of perfect competition. It is also true that perfect competition is condu-
cive to allocative efficiency. However, not only are the conditions for achiev-
ing Pareto efficiency numerous but also this type of efficiency is blind to 
the type of social welfare function. For example, the case in which one 
agent has everything and the others have nothing is Pareto-efficient if it 
is impossible to increase the welfare of the destitute without making the 
omnipotent worse off. As such, it overlooks issues such as social cohesion, 
regional disparity and planning, inter-temporal choices and strategic con-
siderations that may be related to the policy choice itself.

Despite this limitation and despite persistent market failures, a pro-
 liberalisation argument tends to be appealing because it essentially rep-
resents a ‘bet’ on the dynamic properties of competition – a bet that the 
dynamic gains in the long run (i.e., gains due improvements in productiv-
ity and quality, higher levels of differentiation and innovation, and lower 
prices, etc.) would exceed any possible adjustment costs and efficiency loss 
in the short term. Perfect competition is supposed to have the necessary 
dynamic properties for dynamic efficiency because of the product and pro-
cess innovation as well as organisational innovation that it induces. Indeed, 
perfect competition can generate new types of products, markets and firms, 
which would be more efficient than monopolist incumbents. Stated differ-
ently, perfect competition may instigate a virtuous circle: it may stimulate 
innovation that would lead to efficiency gains and cost reductions that, in 
turn, instigate further competition. And this is in contrast to a monopolist 



114 David Flacher, Hugues Jennequin and Mehmet Ugur

market, in which the incumbent can adopt a cost structure that justifies a 
posteriori the ‘natural’ characteristic of the monopoly.

Yet, this seemingly appealing argument for liberalisation and privatisa-
tion is based on a fragile theoretical and empirical basis. The theoretical 
basis is fragile because competition in practice does not correspond to the 
model of perfect competition assumed in the theory. In fact, the necessary 
conditions for perfect competition are so extensive and demanding that 
they are akin to conditions for a ‘perfect social planer’, who can achieve pro-
ductive and allocative efficiency irrespective of ownership type and market 
structure. The empirical basis is also fragile because of imperfect competi-
tion including (1) strategic interactions and coordination failures (leading, 
for instance, to races towards the lowest common denominator with respect 
to health safety and environmental standards); (2) high levels of external-
ities; (3) sub-optimal production caused by differentiation under monopol-
istic or oligopolistic competition.

In this context, liberalisation can only be considered as a step towards 
achieving the second best, that is, achieving allocative efficiency under con-
straints. But once again, the theory of second best (Lipsey and Lancaster, 1956) 
demonstrates that gradual liberalisation and removal of anti- competition 
distortions in a sector can be counterproductive in terms of Pareto effi-
ciency if other economic sectors are not competitive. Moreover, a partial 
movement towards the first best may not even guarantee an improvement 
in welfare if it affects existing distortions (Lipsey, 2007). A third issue is that 
“partial policy measures which eliminate only some of the departures from 
the optimal arrangement may well result in a net decrease in social welfare” 
(Baumol, 1965, p. 138).

The likely failure of second-best policy actions to deliver the expected 
welfare gains is because the sectors characterized by suboptimal resource 
allocation send ‘bad’ demand and price signals to the perfectly competing 
ones, inducing in turn suboptimal resource allocation in the competitive 
sectors. Therefore, as Lipsey (2007) points out, even if computable general 
equilibrium simulations point to welfare and/or efficiency gains from liber-
alisation, these findings may be either over-optimistic or totally misleading 
as they ignore the complications highlighted by the theory of second best. 
Market-opening reforms in European network industries do not constitute a 
move from the second to the first best, not only because of the continuity of 
the distortions in the rest of the economy, but also, and more importantly, 
because of the persistence of the distortions within the liberalised indus-
tries themselves. These persistent distortions may be due to large market 
shares controlled ‘naturally’ by a small number of players (because of scale 
and scope economies, high level of sunk costs, and externalities) and due to 
often low demand and supply elasticities.

Given these considerations, liberalisation and competition can be consid-
ered as an intermediate target for eventually achieving efficiency (mainly 
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allocative and productive efficiency) gains, but not as an indicator of effi-
ciency itself. Moreover, it is theoretically possible to argue for alternative tools 
such as industrial policy to achieve the intermediate target. There are vari-
ous performance indicators that can be monitored to check if  competition 
(as an intermediate target) is achieved (see OECD, 2003). These indicators 
mainly deal with market shares, entry barriers and the number of operators. 
However, and as stated above, achievement of these targets must not be 
confused with the achievement of the final aim of liberalisation and regu-
lation – that is improvement in efficiency and welfare in the short, medium 
and long term. Even if we agree on the choice of indicators, there are still 
further questions to be addressed: How should the impact on distributive 
efficiency be assessed? How can we take into account universal service and 
impact of liberalisation on regional development? What is the impact of lib-
eralisation on regional distribution of knowledge-intensive services (such as 
telecommunications)? How does it affect the dynamics of regional develop-
ment, a region’s capacity to attract economic activities, and thus the devel-
opment of the whole economy? As indicated in Martin and Rogers (1995), 
Fujita et al. (1999), Baldwin et al. (2003) and Jennequin (2005), one needs 
to take into account not only the level of competition but also the impact 
of liberalisation on negative and positive externalities caused by particular 
deployment and distribution of infrastructure across the country and the 
development of knowledge-intensive services at regional levels.

In this perspective, analysing the impact of liberalisation and privatisa-
tion not only on the level, but also on the structure of investment is particu-
larly important. Yet this issue is usually not taken into account by regulators 
even though its is well known that the level of investment per se cannot 
always be considered as an indicator of efficiency in itself. Indeed, higher 
investment does not necessarily mean choosing the best opportunities to 
invest nor does less investment mean rationalisation, productivity gains 
or simply that a period of investment has ended. We must also consider 
whether change in investment may be due to changes in equipment and 
raw material prices or changes in economic conditions in general. We must 
also consider whether increased investment is due to increased demand fol-
lowing the fall in consumer prices, which, in turn, may or may not be due 
to market opening and liberalisation.

Once this is acknowledged, a large set of questions needs to be addressed. 
For example, does the sector focus more on investment in research and 
 development (R&D) or commercial investments? Does it prioritise invest-
ment in services or in infrastructure development? Does the nature of 
employment change and are these changes linkable to specific investments 
or activities? Can these changes be linked, qualitatively or quantitatively, 
to the regulation process? Are the trends similar to the ones observed in 
other countries? Indeed, if similar countries are behaving differently (for 
instance, regarding investment) these differences could be analysed as 
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strategy changes due to regulation policy choices. However, studying all 
these aspects is quite difficult since data is not necessarily available.

In the light of the above, we can thus summarise the three significant 
gaps in the theoretical argument in favour of liberalisation. The first real-
ity gap is due to the failure to acknowledge the difference between perfect 
competition as the theoretical, first-best environment and the second-best 
competition we actually have after liberalisation and regulation. The second 
reality gap arises from the simplistic approach to the measurement of com-
petition as well as its impact on welfare and efficiency gains. Finally, the 
third gap results from overlooking the complex relationship between alloca-
tive, productive and distributive efficiency, leading potentially to incorrect 
choice of regulatory targets and instruments.

Of course, these conclusions do not suggest that the alternatives to liber-
alisation (that is industrial policy, regulation of the natural monopoly, or 
the existence of a benevolent social planner) are necessarily better in terms 
of delivering welfare and efficiency gains. What these conclusions imply 
is that attempts at presenting liberalisation as the best option for secur-
ing efficiency and welfare gains in network industries quite often verge 
on ideological attempts at short-circuiting the debate. In what follows, we 
will examine the empirical findings to establish the extent to which such a 
short-circuiting risk does indeed exist.

8.3 The empirical evidence: Does liberalisation 
and regulation deliver?

The empirical literature examine the link between the performance of the 
sector (measured through employment, investment, productivity, price lev-
els, and etc.) and the level of reform in the sector (measured by the num-
ber of operators, new entrants’ market shares, the level of privatisation of 
the incumbent, and the type of regulation implemented). An important 
intervening variable in this link is the sector-specific regulator – an agent 
charged with the task of achieving competition as an intermediate target. To 
assess the effectiveness of the regulator in ensuring competition, two types 
of indicators are used: ex ante and ex post indicators (Estache and Martimort, 
1999). While ex ante indicators measure the extent to which regulators are 
equipped with adequate qualities for effective regulation, ex post indicators 
measure the extent to which the regulator achieve the intermediate target 
(that is, effective competition) and the final aims (that is, productive and 
allocative efficiencies).

In the case of ex ante indicators, using Copenhagen Economics indicators 
(2005), Ugur (2007a, 2007b) shows that measures of regulators’ strengths/
resources (that is, indicators of regulators’ independence, budgetary allow-
ance, personnel, power sharing with other governmental bodies, and etc.) 
and measures of competences (that is, indicators of regulators’ powers to 
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monitor/regulate prices, network access, investment or service quality, and 
etc.) are quite low in most of the EU-15 countries. These ex ante measures of 
regulatory quality are usually less than 50% of the optimal level that can 
be expected and vary significantly from one country to the other. In add-
ition, the strengths/resources and competence indicators are not correlated 
significantly or the coefficients of correlation are very low when significant. 
These shortcomings, combined with the bargaining-based decision process 
in the EU, increase the risk of regulatory capture and limit the expected 
positive effects of the liberalisation process.

In the case of ex post indicators (that is, those reflecting the effects of regu-
lation on sector performances), Ugur (2007a, 2007b) appears to be also very 
sceptical. Even though telecommunications prices have fallen, this trend 
seems to be less clear in the electricity sector and opposite trends can be 
seen in the gas sector from 1997–2005. Furthermore, member states with 
higher levels of regulatory activity in 2003 did not necessarily enjoy lower 
prices for gas, electricity or telephone calls in 2005. According to ERGEG 
(2006) and EU Commission (2007), these results can be due to the evolution 
of oil prices, bottlenecks in network capacities, incumbent’s market power 
(markets remained widely concentrated in spite of liberalization and ex ante 
regulation) or the existence of long-term purchase or sale contracts.

With the exception of oil price trends, the remaining causes are all related 
to the imperfect nature of the competition in liberalised markets. The com-
bination of liberalisation and significant market power, coupled with low 
demand elasticities, limit the fall in prices and lead to higher levels of price 
volatility (Borenstein et al., 2002; Bushnell and Mansur, 2005). With respect 
to limited price falls, Buehler (2005) reports that unbundling of an inte-
grated network industry may increase retail prices whereas freer entry may 
reduce them – with the overall effect remaining uncertain. Liberalisation 
and competition should also imply price convergence within the EU. But 
once again, the results are rather unclear. Similar sceptical conclusions are 
deduced for productivity gains even if the latter could be more the result of 
technological change rather than the effect of rationalisation induced by 
liberalisation.

With respect to telecommunications, other works provide  ambiguous 
results and appear to be challenging the idea that liberalisation and 
 competition-oriented regulation would have (only) positive effects. For 
instance, contrary to Li and Xu (2002) and Bortolotti et al. (2002) find-
ings, research by Boylaud and Nicoletti (2001) shows, using 22 OECD coun-
tries, that partial or total privatisation does not lead to higher efficiency 
in telecommunications in terms of productivity or price. With respect to 
developing countries, Wallsten (2001), reports similar results, except when a 
sector-specific regulation is implemented. In return, privatisation appears to 
enhance firm profitability: However, examining 31 companies in 25 coun-
tries, Bortolotti et al. (2002) show that firm financial performance tends to 
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be higher even when under partial privatisation. With respect to employ-
ment effects, Bortolotti et al. (2002) as well as Li and Xu (2002) report that 
privatisation has led to a fall in employment in the telecommunications 
sector. Ugur (2007a) also reports a fall in employment in the European tel-
ecommunications as well as gas, electricity and water supply sectors. The 
fall in employment holds both in absolute terms as well as relative to total 
industry employment.

Ambiguity is also observable in findings concerning the effects of regula-
tion type. While the rate of return (ROR) regulation is found to cause over-
investment (Averch and Johnson, 1962), the price cap regulation does not 
have any impact either on investment (Chunrong and Sappington, 2002) or 
on production, employment or productivity of the sector (Bortolotti et al., 
2002). The existence of a national regulatory authority (NRA) would have a 
positive effect on production but no effects on other indicators. Finally, the 
impacts of developing effective competition on sector performance are also 
ambiguous. According to Boylaud and Nicoletti (2001), competition would 
have positive effects on prices and productivity. For Li and Xu (2002), the 
relation between competition and productivity is not significant. The link 
between competition and the quality of services appears to be negative 
when studied in detail, as in Uri (2003). Competition is found to have a 
positive effect on employment in Li and Xu (2002) but a negative effect in 
Bortolotti et al. (2002).

Studies on other sectors also report adverse effects or ambiguous results 
at best. For example, Moore (1975) shows that, in the USA, regulation was 
unsuccessful in lowering electricity prices below monopoly levels. Using 
commission man-hours of regulation per individual in each state in 1947, 
1953, 1960 and 1966, he also reports that the situation was not improving 
over time – that is, regulator’s learning process is not necessarily leading to 
better regulatory outcomes. Similarly, Upadhyaya and Raymond (1994) use 
cross-sectional US data for 1922, 1927 and 1932 and report that regulation 
remains ineffective in lowering the price of electricity. There are similar 
findings from time-series US data, too. For example, Upadhyaya and Mixon 
(1995) use national US time-series data for 1918–1953 and regress the elec-
tricity prices on four variables: population growth, hydro-power generation, 
technology and regulation. They report that all variables except regulation 
are significant determinants of prices in that period. The parameter for 
regulation has the correct sign (that is, it is negative), but it is statistically 
insignificant. Mitra et al. (2005) also report that the Energy Policy Act of 
1992 and the Federal Energy Regulatory Commission Orders of 1996 did not 
lead to production or cost efficiency in the US electricity market between 
1983–1999. Finally, Esnault (2006) points out that the finance-led organisa-
tion of the sector resulting from liberalisation policies has introduced many 
risks: price volatility, quotations manipulation, and reduced relevance of 
the price signals as conduits for efficiency gains – mainly due to obsession 
with share value maximisation (Esnault, 2006; Bouttès, 2005).
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In the rail transport sector, the modality and level of market opening 
differs significantly between member states. Nevertheless, the  liberalisation 
reforms have been followed by an evident trend towards market concen-
tration through mergers and acquisitions. This is likely to increase mar-
ket power. However, this may be counterbalanced by the emergence of 
‘European’ strategies that enable some operators to operate in several 
national markets. This, however, will reduce market power only if it is asso-
ciated with new entry, which is not the case. According to Scherp (2005), 
high market share and strong capital base of the national incumbents make 
new entry difficult – as was the case with the ‘European Bulls’ alliance set 
up by five new entrants. The findings above are closely related to the pre-
diction of the second-best theory – namely that partial removal of existing 
distortions does not necessarily lead to Pareto-optimality since we must take 
into account the welfare and efficiency loss due to distortions that persist 
after liberalisation.

In the case of the water industry, research tends to focus on performance 
comparison between public and private sector water companies instead of 
the link between performance and liberalisation per se. This is mainly due 
to the nature of the industry, which maintains its ‘natural monopoly’ char-
acteristic at a local/regional level despite privatisation. When looked at from 
this perspective, the evidence suggests that there is no systematic difference 
in performance (Hall and Lobina, 2005).

For example, International Monetary Fund (IMF, 2004) reports that  public-
private partnerships (PPPs) are not necessarily more efficient in water 
than public investment and government supply of services. While there is 
an extensive literature on this subject, the theory is ambiguous and the 
 empirical evidence is mixed. Willner and Parker (2002) survey a large num-
ber of studies on the question of private versus public efficiency and report 
that there is no consistent conclusion to be drawn. While in some cases there 
is greater private sector efficiency, in some others there is greater public sec-
tor efficiency or no difference. They conclude as follows: “it appears ... that a 
change of ownership from public to private is not necessarily a cure for an 
under-performing organisation”. This conclusion is supported by Estache 
et al. (2005) who conclude that “there is no statistically significant diffe-
rence between the efficiency performance of public and private operators 
in this sector.” Finally, Wallsten and Kosec (2005) report that, in the USA, 
there is little difference between private and public sectors in terms of 
regulatory compliance and household expenditure on water, if one takes 
account of water source, location fixed effects, country income, urbaniza-
tion, and year.

Overall, network industry liberalisation (including privatisation and sec-
tor specific regulation) appears to have ambiguous effects on performance. 
This conclusion is supported by more recent data, which show that regula-
tion could be more efficient when implementing an industrial policy rather 
than when implementing (only) a pro-competitive regulation (see Flacher 
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and Jennequin, 2008 for an illustration with the telecommunications sec-
tor). In addition, ex ante and ex post indicators also suggest that the emerging 
European regulatory regime is less than optimal. As a result, one is justified 
to suggest that network industry liberalisation has been oversold – in terms 
of its effects on competition as intermediate target and on efficiency as the 
ultimate target.

8.4 Liberalisation, regulation and investment: The case 
of telecommunications and electricity

In the European telecommunications sector, competition and ex ante regu-
lation may be considered as responsible for the emergence of new services 
(such as Internet and mobile telephony services) and for the decrease in 
prices. However, it is equally plausible to attribute this sector-specific per-
formance also to major changes that happened before liberalisation. The 
techniques and standards for mobile telephony have mainly been devel-
oped before 1998; and the Internet and the main associated tools had been 
invented by the US army and developed by the public sector. Liberalisation-
induced competition may well have accelerated the adoption of these 
innovations and the fall in prices that followed. However, there is also the 
question as to whether liberalisation and induced competition (which is 
usually of imperfect nature) can instigate investment and innovation.

To answer this question, we propose to distinguish between two types 
of innovation: incremental innovation and breakthroughs. Incremental 
innovation can be defined as innovation aiming at horizontal differentiation 
that allows firms to provide similar products in terms of quality and func-
tionality, which however appear as different for the various types of con-
sumers. This type of innovation is not due to qualitative rupture but to 
commercial investments. Incremental innovation can usually be considered 
as short-term oriented and it is functional mainly in increasing the ability 
of the firm to maintain market shares and mark-ups (i.e., the associated 
externalities are quite low or non-existent). Conversely, radical innovation 
(or breakthroughs) induces vertical differentiation, which is often associ-
ated with investment in new infrastructures and development of radically 
new services. Radical innovation is long-term oriented and usually benefits 
the whole sector (that is, it is associated with positive externalities).

These two types of innovations may be complementary, but firms tend 
to be biased in favour of incremental rather than radical innovation for 
two reasons. First, radical innovation carries higher risks and it is associ-
ated with positive externalities that eventually benefit competitors. Second, 
information economics suggests that the cost of information induces firms 
to concentrate on incremental innovation, which is based on more famil-
iar ‘signals’ that can be processed with existing ‘information processing’ 
channels in the firm (Arrow, 1984a and 1984b). This is why firms may be 
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efficient in innovations involving modifications to existing technology, 
but they would remain inefficient with respect to innovations constituting 
technological breakthroughs.

The relevance of these considerations is affirmed by Jorde, Sidak and Teece 
(2000), who point out that ex ante regulation of network industries (through 
mandatory unbundling based on cost-oriented and non-discriminatory prin-
ciples of access) reduces incumbents’ investment both in maintaining and 
improving the networks and in adopting new technologies. This is mainly 
due to the adverse effect of regulation on the option value of investment. 
At the same time, regulation delays competitor’s investment since the latter 
is able to take advantage of incumbent’s investment  without taking risks. 
This perspective has been further developed in the theory of real options. 
Pyndick (2003), for example, points out the irreversibility of large invest-
ment in the telecommunications sector and the uncertainty surrounding 
the returns on investment. In this perspective, mandatory unbundling can 
be considered as a transfer of benefits from the investor to its competitors 
without the corresponding transfer of risks.

Another issue that complicates the investment performance in the tele-
communications sector is the type of regulation. For example, Averch and 
Johnson (1962) have shown that the rate of return regulation can lead to 
overinvestment while the work of Gilbert and Newberry (1988) lead to an 
opposite conclusion. The debate concerning price regulation seems to be 
dominated by the risk of underinvestment in both incremental and radical 
innovation.

When attention is focused on access regulation, Foros (2004) and 
Kotakorpi (2006) demonstrate that an incumbent active in both infrastruc-
ture and service delivery tends to underinvest in infrastructure investment 
and maintenance (incremental innovation) when faced with a competitor 
active in the services layer only. This is because access regulation forces the 
integrated operator to share the benefits of investment with competitors. 
Concerning radical investment, the model by Bourreau and Dogan (2005) 
has shown that low unbundling rates can lead to underinvestment in new 
infrastructures since competitors prefer to rent the infrastructure rather 
than building a new and innovating one. Flacher and Jennequin (2007) 
have also pointed out that the short- and long-term effects of radical invest-
ment on consumers’ welfare leads to underinvestment if the regulator is not 
able to forecast and integrate these long-term effects in its decisions, which 
is reasonably the case. Other models, such as the one by Grimm and Zoettl 
(2006) have similar conclusions concerning the risk generated by price 
 regulation for investment and thus innovation.

It is worth indicating here that these theoretical warnings are corrobo-
rated by the few empirical analyses that exist and by raw data. For example, 
between 2001 and 2004, the investment of French operators fell by more 
than 48 per cent according to ARCEP data. Even if the level of investment 
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has grown after 2004 and slowed down again in 2007, and even if invest-
ment is cyclical, these evolutions cannot be explained only by the burst of 
the speculative bubble, cyclical investments or technical progress. The share 
of invested revenue also fell dramatically: from 21.2 per cent in 1995 to 
11.3 per cent in 2003 in France according to ITU’s data. The situation is simi-
lar in other countries (13.5 per cent in 1995 and 6 per cent in 2003 in the 
USA; 26 per cent in 1995 and 13 per cent in 2003 in the United Kingdom).

Under liberalisation and ex ante regulation, there are also similar problems 
with respect to R&D expenditures. According to IDATE data, the incum-
bents’ share of R&D in the revenue has fallen from 3.7 per cent in 1995 to 
1.3 per cent in 2004 for France Télécom, and from 2.4 per cent to 1.4 per 
cent for British Telecom. And this fall is not necessarily compensated by the 
growth of R&D in the equipments industry. Moreover, according to Pouillot 
and Puyssochet (2002) or to Calderini and Garrone (2001, 2002), compe-
tition and regulation could have structurally modified the R&D activity, 
favouring short-term and high application-oriented projects rather than 
long-term and basic research. This substitution between incremental and 
radical investments in R&D can have immediate positive effects, offering 
a large range of products and lower prices, but it could also have negative 
effects on the dynamics of telecommunications development.

Discussions on the investment effect of liberalisation in the electricity 
sector revolve around the gap between production and utilisation capaci-
ties. According to Maloney (2001), the utilisation rate of the production 
capacity in the US electricity sector should increase from 50 per cent (with 
monopoly) to 70–80 per cent (with competition). This example suggests 
that monopoly tends to overinvest in production capacities – as foreseen 
by Averch and Johnson (1962). However, the increased utilisation of pro-
duction capacities under competition could be interpreted in three ways. 
First, it can be interpreted as ‘rationalisation’ of the investment, induced by 
competition. The second interpretation is that demand auto-regulation (the 
check on demand in peak periods via increasing prices) allows firms to limit 
the needed rate of capacity reserve and thus to reduce costs. The third inter-
pretation is that liberalisation could be seen to be leading to underinvest-
ment and dangerous strategic behaviour.

As Esnault (2003) points out, the short term is indeed characterised by the 
reduction of capacity reserves, defined as the difference between total cap-
acity and maximum demand at peak periods. This reduces costs but increases 
the risks to supply failures as the price-elasticity of electricity  consumption 
is quite low. As an illustration, the rate of capacity reserve usually consid-
ered as reasonable is between 15 per cent and 25 per cent – depending on 
the quality of the transport and distribution networks and on the possibility 
of importing or exporting electricity. In 1999, this rate seems very high in 
countries that did not start the liberalisation process: around 30 per cent 
in France, Germany, Greece, and Netherlands; and in excess of 40 per cent 
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in Italy, Denmark, Spain and Portugal. It is much lower in already liberalised 
markets – around 20 per cent in Finland, Sweden and United-Kingdom and 
16 per cent in the USA.

However, even though rationalization could be viewed in a positive light 
in terms of investment efficiency, consequences concerning risks, price vola-
tility and possible underinvestment are far from negligible. Ciccone (2001), 
for instance, shows that liberalisation in 24 states of the USA led to price 
increase during the 1990s in particular because capacity investment (+1.8 per 
cent per year) was not high enough to cover the increasing demand (2–3 per 
cent per year). Consequently, the overall rate of capacity reserves in the US 
went down from 25–30 per cent between 1978 and 1992 to less than 15 per 
cent at the beginning of the 2000s.

These figures and trends indicate that liberalisation could raise an 
important problem of underinvestment. The problem may or may not be 
severe depending on whether operators react to price increases induced 
by increased demand for electricity; or whether they would prefer to wait 
for ‘verifiable’ scarcity before undertaking investment. It is not possible to 
determine a priori which type of reaction is likely to dominate. This is the 
case even if the regulator has explicit powers to monitor the investment 
performance of the sector. The regulator, due to imperfect information or 
outright capture, may not be able to distinguish between a reaction to price 
signals and one informed by the wait to verify scarcity. Therefore, there are 
no binding constraints that induce the operators (whether incumbents or 
new entrants) to base their investment decisions on price signals instead of 
verified scarcity.

There is an additional factor that may work against timely investment reac-
tions to price signals: long-term investment in major power stations may be 
discouraged because of high fixed costs and uncertainty about future prices, 
as well as uncertainty concerning technological developments and policy 
orientations such as changes in environmental policy. Therefore, profitabil-
ity requirements and uncertainty may induce short-term investment into 
small plants – unless the regulator or the government provides some types 
of direct or indirect subsidies.

Indeed, as Esnault (2003) demonstrates, two possible investment scenar-
ios can be anticipated. If supply shortage is verified to exist over a large geo-
graphical area, investment is not very risky and the location of the activity 
would depend on the access regulation policy. The main problem here is 
that the decision to invest may be taken too late. If the problem is due to 
congestions that induce temporary but regular peaks of prices and volatility 
on spot markets, the strategy can be one of developing the interconnec-
tion infrastructures and/or the one of investing into small, quickly built 
and low-efficiency power stations that only work during price peaks. Such 
investment is necessarily small in magnitude and often aims at speculat-
ing on possible supply scarcity rather than guaranteeing secure electricity 
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supply. One obvious consequence of these dynamics is the risk concerning 
security of supply and also the risk of increased price levels as well as vola-
tility in the medium or long term after liberalisation.

The issues highlighted above imply that there are significant limits to 
the investment efficiency of the liberalisation of the electricity sector. It is 
necessary to describe the investment problem in the electricity sector as a 
general problem that is encountered in both liberalised and non-liberalised 
regimes with different implications. Under liberalisation, profit maximisa-
tion concerns induce firms to reduce risk taking, to invest less than optimal 
and eventually to valorise over-scarcity. Under monopoly (especially public 
ones), however, there is a tendency to invest more than optimal. Therefore, 
it is quite misleading to present the liberalisation alternative as a solution to 
the investment problem in the electricity sector. The same applies to public 
monopolies too. However, if one is to choose between two imperfect alterna-
tives, it can make better ‘economics’ to choose the relatively excessive levels 
of investment observed under public ownership, which can be considered 
as an insurance premium paid to avoid the risks associated with liberalised/
private provision. This is why Esnault (2003, p. 19) is led to conclude that the 
state may be a better player for investment in the electricity sector, “which 
totally contradicts the theoretical basis of competition-oriented regulation.”

8.5 Conclusion

The theoretical arguments and empirical findings are too varied and contra-
dictory to make the case in favour of liberalisation as a superior regime 
for ensuring efficiency and welfare gains in European network industries. 
The evidence presented above indicates that market-opening reforms in 
European network industries are essentially a movement from one second 
best to another. Liberalisation has replaced the natural monopoly under 
public ownership with oligopolistic markets where ownership could be 
either public or private. Therefore: (1) it is difficult to establish that market-
opening reforms have been conducive to a general decline in prices, with 
the notable exception of telecommunications; and (2) it is equally difficult 
to conclude that the resulting oligopolistic competition is necessarily more 
efficient than the previous regime.

From the theoretical perspective, the theory of second best demonstrates 
that liberalisation policies can induce adverse effects due to persisting dis-
tortions in the sector or in the rest of the economy. In addition, the theory 
of imperfect competition fails to provide a unified framework that would 
offer clear perspective for the efficient ‘competition-oriented’ liberalisa-
tion and regulation. Although in the telecommunications sector liberalisa-
tion has led declining fixed costs and rapid innovation concerning a wide 
range of services, this is not necessarily the case in other network industries. 
Electricity and gas, for instance, are raising major problems (in particular 
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investment, geopolitical, environmental and safety ones) that the market 
is unable to resolve without significant public intervention. Under these 
conditions, it is possible to conclude that the argument in favour of lib-
eralisation as a welfare- and efficiency-enhancing policy choice has been 
grossly oversold.

From the empirical perspective, the findings tend to corroborate the 
doubts raised by the second-best theory. Although it is feasible to argue 
that market-opening reforms are steps in the right direction and that they 
should reduce the inefficiencies associated with natural monopolies, the 
overall result in terms of efficiency and welfare is not necessarily better. 
Simulation studies on the effects of liberalisation reforms and deregulation 
may well yield positive results, but these results represents merely bench-
mark results that overlook the ‘reality gap’ between the assumed model of 
perfect competition and the messy environment of imperfect competition 
that persist after liberalisation. Therefore, it is not surprising to observe that 
a large number of studies on the energy, rail transport and water liberalisa-
tion tend to come up with negative sector-specific results concerning the 
welfare and efficiency implications of liberalisation.

From a political economy perspective, the deficiencies of the market-
opening reforms in European network industries will continue to haunt 
the process of European integration. Unlike the single market programme, 
the legitimacy of market-opening reforms will remain contested within 
member states and between the various stakeholders. This is because these 
reforms, unlike the removal of non-tariff barriers through the single market, 
do not constitute a move to a purely theoretical first best. As a move within 
the second-best environment, market-opening reforms cannot guarantee 
the achievement of Pareto-optimality. Overall, social welfare may increase, 
decrease or remain the same. Moreover, welfare improvements may not be 
optimal in distributive efficiency sense. This will continue to foster scepti-
cism among stakeholders who are likely to lose and will increase the scope 
for national governments to cobble up sub-optimal liberalisation and regu-
latory packages that can be presented as indicators of ‘success’ in defend-
ing national interests. Therefore, network industry liberalisation is highly 
likely to be a protracted process, characterised by piecemeal, reactive policy-
making and high incidence of political compromises that have very little to 
do with the ultimate aim of improving efficiency.
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9
Privatisation and Marketisation of 
Health Care Systems in Europe
Christine André and Christoph Hermann

9.1 Introduction

The financing and provision of health care in Europe has always involved a 
variety of institutions and actors, some of whom were public and others were 
private. The situation is all the more complex as private health services can 
either be provided for-profit or not-for-profit. However, what makes health 
care a traditional public service and what distinguishes Western Europe 
from the United States are the wide compulsory coverage by health systems, 
the crucial role of the state in planning and overseeing the system and the 
subordinated role of private for-profit insurers and health care suppliers. 
After having examined the main characteristics of the evolution of health 
care systems in Europe, we will look at the different ways privatisation and 
marketisation are implemented and at the role of the European Union.

9.2 The main characteristics of the evolution 
of health care systems in Europe

9.2.1 The specificities of the health care sector

Several specificities of the health care sector make it particularly complex 
as for its functioning. Only some part of health care can be, strictly speak-
ing, identified with a public good, for example being non-excludable and 
non-rival: care concerning contagious diseases. The other types of care do 
not present characteristics of a public good, nevertheless several other rea-
sons justify the intervention of the state in this domain: health is a major 
factor in the productivity of labour; too high health inequalities could put 
into question the social cohesion; economies of scale are important in the 
domain of prevention of contagious diseases; the health sector does not ful-
fil the underlying hypotheses of a pure and perfect market (there is infor-
mation asymmetry for instance); a moral standpoint must also be taken into 
account, as everybody must receive high-quality treatment regardless of his 
or her income. In summary, health care cannot function according to pure 
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private market principles and the state resumes a crucial role in ensuring the 
access to health services, guaranteeing the quality of health services, and 
planning and managing the health care sector.

9.2.2 The role of the state and the basic health care models

In the nineteenth century, when the foundations of health systems were 
laid down in the Western Europe, firms were reluctant to invest in their 
own health care system because workers were mobile and the firms could 
not make cost-effective such an investment (Delorme and André, 1983). 
Therefore, it was the state that set up the first elements of health care sys-
tems, giving them the basis of their actual characteristics under two basic 
forms. The Bismarckian model1 was mainly based on a public social health 
insurance for wage-earners which was financed by mandatory contribu-
tions mainly paid into public funds; today the coverage is often extended to 
almost all the population. In the Beveridgian model, health care costs are 
paid from taxes and health care services are provided by a national health 
service covering the citizens (often defined by referring to a criterion of resi-
dence), making it an integrated public financing and delivery model. The 
Bismarckian model prevails in continental Europe while the UK, the Nordic 
and the southern countries have chosen the tax-based solution for finan-
cing health care. In both systems there is some form of redistribution due 
to the mode of financing.

In Central and Eastern Europe, on the other hand, health care systems 
were of the Semashko type, that is universal, centralised and funded by the 
state budget until the structural reforms of the 1990s.

Since the Second World War, the Western European states have continu-
ously expanded their responsibility for the health sector through a variety 
of measures, including the planning of supply, the funding of research and 
innovation, the regulation and training of medical professions, the establish-
ment and control of medical standards and, not least, the extension of health 
care funding (Maarse, 2004; Moran, 1999). So the state plays a major role both 
in the financing and in the provision of health care. However, the role is not 
the same in all dimensions and countries: In the Beveridgian systems the 
hospital sector is essentially public (Maarse, 2006), while in the Bismarckian 
systems there is traditionally a large private but not-for-profit sector.

9.2.3 Drivers of health care restructuring

Several elements contributed to the restructuring of health systems: the 
high increase of health spending clashed with a fiscal constraint at the end 
of the 1980s, in a context where financial capital, in search of profitable 
assets, had become a major player.

The growth of health care spending was continuously sustained during 
the last twenty years though not steadily. Furthermore, the rise of total 
health spending was noticeably different depending on countries. If we 
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group the European countries according to the welfare state typology in 
five clusters, each one presents its own specificities when looking both at 
health spending and financing (Table 9.1).

Between 1980 and 2005, among the West European countries, the growth 
of health spending was particularly high in the southern countries due to a 
catch-up effect, with an increase up to about 5 per cent of Gross Domestic 
Product (GDP) in Portugal and in Greece. The continental European coun-
tries come in the second rank for the importance of the increase of spend-
ing. As for the Anglo-Saxon countries, the change is limited in Ireland and 
even negative in the United Kingdom. Health spending remains relatively 
stable in the Nordic countries with the exception of Finland where the trans-
formation of the health system was more important. As for the new member 
states of the Central and East European Countries (CEE), the ratio of health 
care spending to GDP is still significantly lower than in the other countries, 
though the political changes and the economic shocks in the early 1990s 
led to an important increase.

A large variety of reasons combine for explaining such a rise of health 
spending. Some are associated with supply. Technological innovations, the 
use of increasingly expensive equipment and medication, the need for new 
skills and qualifications, as well as a growing awareness for patient rights, 
all played a role in the increase of health spending in the past three decades. 
In addition, the power of pharmaceutical and medical equipment industries 
also plays a role in the swift rise of the prices of their products and in the 
swift replacement of existing products by new ones. On the other hand, the 
extension of the coverage of population, dissatisfaction of patients towards 
the public health system in case of waiting lists, and enlarged information 
of patients about new care methods led to a growing demand.

When the growth of GDP slowed down during the 1980s, the increase 
of tax and of social contributions was curbed as their base was hampered 
by unemployment, new atypical jobs, and stagnation of wages. Neoliberal 
ideas gained also in importance with several neoconservative parties com-
ing to power. Then, economic austerity became one of the major goals of 
the European Union, especially at the turn of the 1980s to 1990s. This is 
particularly true for the member states that have joined the Growth and 
Stability Pact and that had to apply the Maastricht criteria and the limita-
tion of the budget deficit to a maximum of 3 per cent of GDP. Confronted 
with the rise of public expenditure, most of the governments developed 
new measures for controlling public health spending. Some countries, in 
particular the southern ones, which had to rebuild a new health care sys-
tem, nevertheless let this spending increase.

Econometric analysis confirms that the financing constraint played a 
major role for the turn, at the beginning of the 1990s, in the evolution of 
health spending. Moreover, this led to some convergence of health spend-
ing in EU-142 (André, 2008).
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Apart from the fiscal constraint, a second major driver of the restructur-
ing of health systems was associated with the growing profits expected from 
the health sector by multinational health companies and pharmaceutical 
and medical equipment firms, in a context where the financial globalisa-
tion gave rise to a huge amount of financial assets waiting to be invested 
profitably. What makes the health care sector particularly interesting for 
private investors is that health business is non-cyclical and comparatively 
safe (Lethbridge, 2005). The increasing importance of health care as a prof-
itable sector for investments can also be seen in the fact that it became a 
prominent issue in World Trade Organisation (WTO) talks about a General 
Agreement on Trade and Services (Atun, 2007; Sexton, 2003).

9.3 Forms of privatisation, competition 
and marketisation

The main instrument for controlling public health spending has been 
the development of different forms of privatisation and of marketisation. 
Indeed, privatisation reveals to be a very blurred concept. At first, ‘private’ 
refers to ownership. But ‘private’ can be used for a wide range of dimen-
sions and ‘privatisation’ can be associated with different processes. A major 
difference must be kept in mind when studying the health sector as, here, 
not-for-profit private organisations are often more developed than for-profit 
private ones and as these two kinds of organisation do not aim at the same 
objectives. Moreover, marketisation was also widely developed through the 
introduction of internal markets and of new forms of organisation, man-
agement and financing, frequently referred to as ‘new public management’. 
Though developing market mechanisms within public organisations is not 
privatising, nevertheless it can be considered as a first step towards privat-
isation as this is done with several objectives associated with privatisation, 
like controlling spending and improving efficiency, even if the ultimate 
aim of making profits is not present. Indeed, though some health organi-
sations can be viewed as ‘purely public’ or ‘purely private’, a lot of health 
organisations can rather be associated with some complex mix of public and 
private elements. For instance public financing can finance the private sec-
tor, private financing can finance the public sector, contracts can be signed 
between public authorities or public hospitals and private providers, private 
practice can be authorized in public hospitals, and so on. Moreover, the 
state can decide to make compulsory some health insurance but the organi-
sations which supply the corresponding benefits can be private.

A number of arguments have been given for extending the role of pri-
vate actors and of several private business principles in the health sector. 
The most usual argument consists in assuming higher efficiency, effective-
ness and control of costs in private organisations, and better quality of care 
(Maarse, 2006, p. 1003). Much of transformation also took place under the 
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pretext of enabling and increasing the choice, which was considered as a 
positive point per se for patients and as a way for increasing competition 
and then efficiency.

All these transformations resulted in an inflection in the evolution of pub-
lic health financing at the beginning of the 1990s. As a result the relative 
share of public health expenditure in total spending has decreased between 
1980 and 2005 with the exceptions of Austria and Portugal (Table 9.1). 
Among countries with the strongest reductions of this ratio are Greece, Spain 
and the new member states in CEE, all countries where the health system 
was deeply reorganized (André, 2008). In 2005, this share varies between 
a minimum of 42.8 per cent in Greece and a maximum of 84–89 per cent 
reached in Denmark, Sweden, the UK and the Czech Republic. The relative 
decrease of public spending went hand in hand with an increasing import-
ance of private health insurance companies and/or of out-of-pocket pay-
ments in the financing of health care costs (Table 9.1). The structure of the 
financing is still very different depending on countries.

9.3.1 Private health insurance

The percentage of private health insurances as proportion of total health 
care spending varies in 2005, for countries with disposable information, 
between 3.1 per cent in Italy and 23 per cent in Netherlands (Table 9.1). The 
share of private health insurances depends on the type of health system and 
the coverage of the public system, and on the type of coverage that private 
insurance ensures.

Substitutive (for people excluded from the public basic scheme, mainly in  ●

the Netherlands, Germany, Spain; such a system is not present in coun-
tries with a national health service), and duplicate (when some groups are 
offered the choice between a public and a private insurance for the basic 
scheme).
Complementary (for the part of costs not covered by public health insur- ●

ance): it is particularly large in France with 94 per cent of the population 
in 2000 and in the Netherlands with more than 60 per cent (Mossialos 
and Thomson, 2004), and it is much less important in the southern coun-
tries (11.4 per cent in Spain).
Supplementary (for care not covered by public health insurance, in par- ●

ticular for having an increased choice): it is more developed in Portugal 
with 12 per cent of the population, the UK with 11.5 per cent and Greece 
with 10 per cent (ibid.).

The share of private insurance is more important in the Bismarckian sys-
tems represented by the continental countries and particularly in the 
Netherlands. The growing importance of complementary health insurance 
in Europe is widely due to a common trend: the delisting or the lowering 
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of the reimbursement of treatments and medication that are funded by 
public health insurance. Private insurance is most often voluntary but it 
may be compulsory in countries where it can propose a primary source of 
coverage.

Out-of-pocket payments include not only direct payments and  co- payments 
but also informal payments for preferential treatment (considered as ‘tokens 
of gratitude’ for instance in Poland) (Jemiai et al., 2004; Kozek, 2006, p. 1). 
Their ratio to total health spending is rather large and varies in 2005, for 
the Western countries for which data are disposable, between 6.9 per cent in 
France and 22.4 per cent in Spain. France seems to be an exception as this 
ratio has noticeably decreased contrary to the most general trend of stability 
or increase, but this is due to the fact that it is the complementary insurance 
that paid for the delisting.

All these changes at the macro-level result from changes in the organisa-
tion and in the functioning of the different components of the health care 
sector.

9.3.2 Privatisation of public hospitals

The most radical forms of privatisation in health care provision are the sale 
of public hospitals to private investors and the creation of new private hos-
pitals. Germany stands out as the only country in Europe where the sale 
of public hospitals was carried out at a large scale and in a systematic way 
(Maarse, 2006, p. 996), so the proportion of private hospitals increased from 
14.8 to 25.4 per cent between 1991 and 2004 and the share of public hospi-
tals decreased from 46 to 36 per cent while the proportion of not-for-profit 
hospitals remained relatively stable (Schulten, 2007, pp. 37–39). The struggle 
for market shares has also led to series of mergers and acquisitions which 
have raised the attention of the German Federal Cartel Office. Moreover, 
while private hospitals in Germany were almost exclusively owned by 
German shareholders until recently, the extent of privatisation has increas-
ingly attracted foreign investors. A number of other countries experimented 
with such a privatisation of public hospitals, including Sweden and Austria. 
Apart from the sale of public hospitals to private investors, several countries 
have also seen an increase in the number of newly built private hospitals. 
This is the case in the new member states of CEE where these private hospi-
tals aim at privately insured or self-paying patients. This means that their 
market share is limited.

9.3.3 More choice for patients and competition

While in some countries patients, for a long time, have had the possibil-
ity to choose between different health insurance schemes, hospitals and 
practitioners, choice has been introduced more recently in other ones in 
order to stimulate competition between insurers and between health care 
providers, be they public or private. This last case concerns most notably the 
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Beveridge-type health systems such as the UK and Sweden, but, with respect 
to choosing health insurance, the Netherlands went the furthest by requir-
ing their different public health insurance schemes to compete with other 
public and private insurers for clients (Maarse and Meulen, 2006). Actually, 
choice in health care systems can take many different forms as shown by 
(Thomson and Dixon, 2004): choice between public and private insur-
ance (Germany, Austria, Portugal, Spain); choice of a public insurance fund 
(Belgium, Netherlands, Germany); choice of a general practitioner (most of 
the Western countries) but sometimes constraint on the choice of a spe-
cialist (France, Germany) (Ettelt et al., 2006); choice of a hospital (France, 
Germany; then Britain, Denmark, Sweden, Netherlands) and, when waiting 
lists are long, reimbursement of treatment abroad is sometimes authorized.

9.3.4 Marketisation

New modes of governance have also been implemented through different 
devices.

A first one consists in separating the funding and the provision of health 
care. As mentioned above, it is in the Netherlands that the split between 
insurers and care providers has been the earliest and the deepest. Two aims 
were pursued: competition between insurers on the one hand and competi-
tion between care providers on the other hand.

A second change of the governance results from the management auton-
omy given to public health services. On the one hand, this can be done 
with giving them financial autonomy at the same time. For instance, the 
introduction of National Health Service Trusts for public hospitals in Britain 
has been done with the purpose of giving them a financial autonomy and 
to increase competition. They have to secure their financing by winning 
contracts from commissioning bodies including District Health Authorities 
(DHAs) and general practitioners with fundholding status and with a budget 
to purchase treatment for their patients (Pond, 2007, p. 53). Furthermore, 
Foundation Trusts can also establish commercial arms or engage in existing 
commercial ventures, sell land and property, borrow money from private 
lenders and transfer staff to the private sector – which has a lasting impact 
on the organisation of public health care provision (ibid., p. 54; see also 
Pollock, 2003). On the other hand, the new management autonomy may be 
linked to budgetary constraints. For instance in the hospital sector, larger 
management autonomy has been given through global budgets or activity-
based financing as diagnosis related groups (DRG). Such changes of mode 
of governance have also been implemented in the ambulatory sector in sev-
eral countries including the UK with the creation of General Practitioners 
Fundholders (GPFH).

Another common reform across Europe is the development of internal 
markets or quasi-markets and of contracting out (Oliver and Mossialos, 
2005, p. 16). Initially outsourcing only concerned secondary services such 
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as cleaning and catering. Then, more sophisticated services have been con-
tracted out to the private sector including medical services such as labora-
tory and diagnostic services and even elective surgery information, and also 
management services such as accounting and even partly hospital plan-
ning. Again, it was Britain which pioneered the incorporation of market 
mechanisms into health service provision and, in 2000, the government 
promised greater involvement of the private sector through the ‘Concordat’. 
The British Health Department estimates that the independent sector would 
provide 5.7 per cent of the National Health System (NHS) six million annual 
non-urgent procedures by 2007–2008 (Pond, 2007, pp. 56–57). Contracting 
out is now a common practice of many hospitals across Europe.

Public-private partnership (PPP) corresponds to long-term outsourcing 
contracts. PPP can take different forms such as the financing and the leas-
ing of hospital buildings and of technical equipment, the provision of main-
tenance services, as well as the private management of public hospitals. The 
aim is to pass on risks to private investors and to better control the costs 
and the schedule. The main example of PPP is the Private Finance Initiative 
(PFI) in the UK (Pollock, 2003, pp. 52ff; Pond, 2007, pp. 57–58; Shaoul et al., 
2008). The role of private partners in the PFI goes beyond allocating the 
financial resources and includes the design and construction of hospital 
buildings and even, in some cases, the operation of some of associated ser-
vices such as catering, cleaning and security. Hence, the PFI involves a con-
sortium of several companies typically including a bank or finance house, a 
construction company and a facilities management firm. Once the facility 
is up and running, the PFI consortium charges the relevant public authority 
an annual fee during the 25 to 30 years lifetime of the project. Since 1997, 
nearly all NHS hospitals have been financed under the PFI. There are strong 
doubts about the actual transfer of risks from the public sector to the private 
one given the long duration of the corresponding contracts.

More generally, all the previous forms of transformation took place in all 
the considered countries with different intensities (André, 2008) and have 
altered the way health care is delivered. It must also be noticed that some 
of the aims pursued through privatisation have also been pursued through 
decentralisation (Atun, 2007), an issue out of the scope of this chapter, 
which, in other respects, leads to some regions having their own policy as 
to privatisation.

9.4 The role of the European Union

Until now, the influence of the European Union (EU) on health care pol-
icies was limited. The European Treaty makes only reference to public health 
and obliges community action and national policies to “be directed towards 
improving public health, preventing human illness and diseases, and 
 obviating sources of danger to human health” (Article 152, §1). The treaty, 
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furthermore, requires the Community to encourage member states cooper-
ating in the field of public health and coordinating their respective efforts. 
The freedom of member states to design and administer their national 
health care services conflicts with one of the fundamental freedoms of the 
EU – the free movement of goods, services, persons and capital. This issue 
may be associated, in some extent, with the question of the nature of health 
care. Member states argue that health care is not an economic activity since 
the majority of providers do not intend to make a profit (Martinsen, 2005, 
p. 1041). Finally, health care was excluded from the scope of the Internal 
Market Service Directive adopted in December 2006. Notwithstanding earl-
ier opposition by member states, the Commission circulated a draft for a 
Directive on Cross-Border Healthcare in the summer of 2007. The aim of 
the directive is to “ensure that there is a clear framework for cross-border 
healthcare within the EU” (European Commission, 2008).

The promotion of cross-border health care for non-emergency treatments, 
which until now affects a tiny minority of European patients, may not only 
threaten the ability of authorities to plan national health care systems, but 
also fuel differences among patients. Differences might increase on the one 
hand between those who are better off, having the possibility to get quicker 
and better treatment abroad, and those on the bottom of the income distri-
bution scale, and, on the other hand, between richer and poorer countries, 
with richer countries sending their patients to poorer countries for cheap 
treatments while the population in the poorer countries cannot afford to 
pay for the same services.

In addition to promoting cross-border health care, the European Union 
has also put growing emphasis on streamlining national health care sys-
tems through the Open Method of Coordination (OMC) in order to spread 
best practices. Yet, because it is extremely difficult to define benchmarks 
and best practices in a complex and interdependent field such as national 
health services (Gerlinger and Urban, 2007, p. 138), the focus of health care 
reforms has first been put on fiscal stability.

9.5 The effects of privatisation, competition 
and marketisation

It is not possible to estimate the relative impact of the different forms of pri-
vatisation, competition and marketisation on health systems both because 
of lack of data and because of the entanglement of the effects of the differ-
ent measures. A major problem, in particular, is not knowing the relative 
shares of private for-profit and private not-for-profit organizations whose 
functioning and regulation may be quite different. Nevertheless, the results 
of some studies give a strong reason to question the positive effects that 
were expected from such policies (Maarse, 2004).

The first effect of the reforms is a decrease of the share of the public part 
of health spending since 1980 except in Austria and in Portugal (Table 9.1). 
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Has such an inflection been accompanied by a rise of efficiency? What about 
equity and quality? More generally, what has been the impact of privatisa-
tion and of marketisation in health systems? In the remaining sections we 
try to give some answers to these questions.

9.5.1 Efficiency

Defining efficiency in the health care sector is a complex task going beyond 
the limits of this chapter. We will only refer here to empirical studies point-
ing out at the narrow point of view of costs reduction as the very few studies 
trying to adopt other criteria concern quite specific treatments.

Private health insurances are often expected to be more efficient than 
 public insurance providers. However, several studies show that private 
insurance schemes have larger costs for administration and  advertising than 
public ones. For instance, in continental countries, administrative costs are 
about 4–5 per cent of expenditure in public statutory regimes and vary 
between 10 per cent and 27 per cent of premium income in voluntary 
regimes (Mossialos and Thomson, 2004). This would be due, in particu-
lar, to transaction costs and to advertising costs. In addition, the potential 
effects of competition are often weakened through different mechanisms as 
sometimes private insurers develop a horizontal concentration. Moreover, 
if there is a strong competition, insurers contract with most of the provid-
ers. If insurers contracting with health care networks can lead to a reduc-
tion of costs, this depends mainly on the context and in particular on the 
pattern of competition (Bocognano et al., 1999, p. 185). In other respects, 
private insurers manage to transfer financial risk to doctors. Yet, regulat-
ing competition creates its own costs which may exceed the benefits (ibid.). 
In the same way, out-of-pocket-payments or cost-sharing likely exert some 
effects on the degree of utilisation of health services or of consumption of 
 pharmaceuticals, but it is quite difficult to assess the ability of cost-sharing 
to discriminate between effective and ineffective health services (Jemiai 
et al., 2004).

As private insurance, private hospitals are also expected to work more 
efficiently than their public counterparts – especially since they must not 
only cover costs but in addition create profits. At first sight, comparisons 
between public hospitals and private clinics show that, at a global level, 
spending is smaller in the private sector. But this observation is largely due 
to the differences of their field of activity. Private clinics are rather special-
ised in treatments or in surgery which are standardised, following routines 
and necessitating few costly equipment. Complicated cases are generally not 
admitted in these clinics. Then, economies of scale can fully be exploited. 
On the contrary, public hospitals bear many constraints concerning a per-
manent opening with an emergency service, the obligation to give the same 
care to everybody, and the realisation of surgery with costly cases, multi-
pathologies, and expensive equipment (Aballea et al., 2006). Moreover, pub-
lic hospitals have also the functions of medical education and of research. 
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So, it is impossible to draw any general conclusion on the efficiency of pub-
lic hospitals and of private clinics from a comparison of their expenditure.

When looking at public hospitals, has the introduction of new modes of 
financing improved their efficiency? For instance, the development of regu-
lated national tariff prices (payments by result or PbR) for hospitals in the UK 
leads to results differing from those expected as they were applied to only a 
limited number of activities, causing distortion in provider behaviour, and 
they did not increase competition on quality. Examples from other coun-
tries also show that, when prices are fixed, quality is reduced to keep costs 
down. Moreover, such a system can lead to upcoding acts to more expensive 
procedures. Some care providers may also make some cream-skimming and 
choose the easiest cases within a particular category. In addition, the costs 
of implementing PbR have been greater than anticipated. Nevertheless, 
there are only few studies of the impact of the DRG and it is difficult to have 
strong conclusions but the advantages of such methods are not as evident 
as expected. In other respects, the association between public and private 
partners does not seem to be as efficient as waited. The case of the PFI, 
for instance, shows increasing evidence that the costs are higher than they 
were believed to be and that they are most certainly higher than if the same 
projects would have been financed by regular public loans (Shaoul et al., 
2008). At last, as privatisation generally leads to a fragmentation of care 
services, this can reduce economies of scale. In other respects, private care 
providers would pay less attention to prevention, which could contribute 
increasing costs in the long term (Ietto-Gillies, 2008).

Last, what could be the effect of a generalised competition, aimed at by 
several reforms? Several examples show that, if competition could increase 
gains of productivity in the short term, with no necessarily lesser quality, 
the dynamics of markets would lead to larger and larger networks of care 
and to massive concentrations – especially in clinics and the pharmaceutical 
industry (Mougeot, 1999). So, competition would be progressively  weakened 
and its positive effects lessened.

9.5.2 Quality

Again, the quality of care is a multidimensional concept which ought to 
include criteria of easy access to services; responsiveness to needs; reduc-
tion of waiting lists; adequate density of beds in hospitals, of doctors and 
of nurses; and so on (Ietto-Gillies, 2008). The existing assessments of the 
modification of quality of care are not sufficient to draw clear and firm 
conclusions about the effects of privatisation, competition and market-
isation. Some studies show that private health insurance has only a min-
imal impact on the quality of care in most OECD countries (Colombo and 
Tapay, 2004) or that the deterioration of medical care does not seem to be 
a general consequence of managed care, but they also show that the results 
depend on the considered category of population, for instance in the USA 
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(Bocognano et al., 1999). The information of the patients plays also a role 
for this issue. Changes of the quality of care appear more clearly when look-
ing at the in-patient sector. For public hospitals, considerable pressure has 
exerted for rationalising and reducing costs in all the countries, leading to a 
reduction of beds, frequent shortages of professionals and specially nurses, 
a shortening of the average length of stay, longer waiting lists, and so on. 
The quality of care may have also been modified by the changes of the 
mode of payment of doctors. The importance of the fee-for-service system 
was reduced as it tends to increase demand, and capitation and salary have 
replaced it. However, these last two systems also have some disadvantages 
as they can result in excessive referrals, over-prescribing, reduced access for 
sicker patients and less responsiveness to patients (Saltman and Figueras, 
1996). Again, it would be necessary to have more detailed studies estimate 
the global effects of changes of modes of governance on quality of care, but 
these effects are surely far from being always positive.

9.5.3 Employment

Efficiency and quality are closely linked to employment and working con-
ditions. Outsourcing and PPPs can have a negative impact as workers in 
outsourced services are typically confronted with significantly worse employ-
ment and working conditions than staff employed by the contracting hos-
pital. At the same time differences within hospitals also tend to increase. For 
instance, in France, doctors are better paid in the private sector while the 
wages are lower in this sector for other categories, like nurses or lower quali-
fied workers (Aballea et al., 2006). Similar developments can be observed 
in privatised hospitals in Germany (Gröschl-Bar and Stumpfögger, 2008). 
In Germany, furthermore, privatised hospitals have tended to expand the 
division of work and lower the staff to patient ratio (ibid.; see also Böhlke, 
2008). The results are an increasing intensity of work and growing levels of 
frustration among hospital workers. However, in public hospitals, too, work-
ers suffer from increasing workloads and stress levels as a result of market-
isation and the pressure to cut costs.

9.5.4 Equity

While the impact on efficiency and quality are doubtful for privatisa-
tion, competition and marketisation, the effects on equity are rather clear. 
With respect to health insurance, privatisation leads to a deterioration of 
social equity for several reasons. First, it eliminates the redistributive effect 
 incorporated in the public system. Vulnerable groups may be priced out of 
the private health insurance market (Colombo and Tapay, 2004). In add-
ition, not only the level but also the type of financing of health insurance 
has an impact in terms of solidarity: Systems of individual risk-rated premia 
are highly regressive; systems of group premia within a firm or a commu-
nity are less regressive and are proportional within this group (Mossialos 
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et al., 2002). Second, competition between insurers can strongly deteriorate 
equity if the basic coverage concerns only a limited part of care spending 
(Bocognano et al., 1999, p. 190). Third, private insurance may also increase 
inequalities by cream-skimming and selecting the good risks (Mossialos 
et al., 2002). As a result, it can be observed that people with complementary 
health insurance tend to use significantly more health care than people that 
are not covered by such an insurance (Allonier et al., 2008; Jemiai et al., 
2004). Several devices can be imagined for palliating these backwards but it 
has turned out that the level of regulation is often limited for complemen-
tary and supplementary insurance (Mossialos et al., 2002).

For their part, out-of-pocket payments are highly regressive. Their effects 
on inequalities are reinforced when they combine with complementary pri-
vate insurance, which often compensates for them ( Jemiai et al., 2004). In 
other respects, it seems that cost-sharing reduces the use of preventive ser-
vices, particularly among vulnerable groups of people, which in the long-
term will lead to a deterioration of the general state of health. Forms of 
marketisation such as the implementation of global budgets and of DRG 
in hospitals can furthermore increase the risk of cream-skimming as these 
instruments can incite hospitals to select patients whose treatment will be 
more simple and who will not risk complications. Similarly, in the case of 
prospective payments, the networks of general practitioners like the GPFH 
in the UK could also be tempted to make some cream-skimming, though 
this was actually limited (Bocognano et al., 1999). The replacement of fee-
for-service by capitation for the payment of doctors can also increase the risk 
of selection of patients for excluding those necessitating frequent visits.

Last but not least, the widening of choices offered by privatisation, which 
is one of the arguments in favour of privatisation, is in practice limited 
to the category of people having access to private health insurance and to 
private clinics or health services, that is, to people who fill criteria evoked 
above. Moreover, this supposes that people have been given sufficient infor-
mation for being able to make a choice. This naturally increases transaction 
costs. In other respects, Thomson and Dixon (2004) show that most patients 
are conservative and often prefer the existing level of choice available to 
them, which would limit the interest of having an extended scope.

9.6 Conclusion

The issue of privatisation and of marketisation is particularly complex for 
health systems as the evolution of insurance schemes and of health care 
providers shows a growing tendency to mix characteristics usually associ-
ated either with public or with private organizations. Even if studies are 
lacking for assessing all the effects of such a trend, several examples point 
at its resulting drawbacks for efficiency, quality and, in a major way, equity. 
These effects demand a wide regulation and control for being corrected, a 
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complex and costly action which can be more easily applied to the private 
not-for-profit sector than to the for-profit one.

Notes

1. While the Bismarck system is largely based on mandatory insurance contribu-
tions paid from wages, the Beveridge system is mostly financed by taxes.

2. Luxembourg is excluded because of its strong characteristics which make it a case 
completely apart.
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10
Privatisation of Education
Wolfgang Blaas, Elsa Hackl and Birgit Mahnkopf  1

10.1 Introduction

For several years education seems to have been under pressure with regard 
to its content, organisation and funding. National education systems are 
being challenged because of shortcomings in teaching and learning. ‘Are 
students well prepared for future challenges?’2 the OECD is asking, and it 
assesses the knowledge and skills of students near the end of compulsory 
education every three years. In the countries that participate in this exer-
cise, a low ranking often translates into a national disaster. At the same 
time, national governments have ceased to regard education as a core public 
activity and begun to stress individual responsibility. Consequently, liberal-
isation, deregulation, privatisation and marketisation have spread in diverse 
forms and to various extents on different levels of the educational systems 
of EU member  countries – from pre-elementary to higher education and 
vocational training institutions. This is the topic of the current chapter.

Privatisation in education is an extremely complex matter. In order to sort 
out this complexity the chapter starts by discussing the functions of educa-
tion (Section 10.2.1) and then looks at the various dimensions of education 
privatisation (Section 10.2.2).

The main parts of this chapter (Sections 10.3 to 10.4) focus on tertiary 
education, though occasionally other levels of education are dealt with. The 
first reason for this focus is that discussing all sectors of education3 would 
exceed the available space. Second, students and teachers in tertiary educa-
tion are internationally mobile, which exposes tertiary institutions increas-
ingly to (international) competition. Private providers are often considered 
better organised to succeed in this competition. Third, we focus on tertiary 
education because, at least in the EU, private expenditure as a percentage of 
total education expenditures is higher than in any other level of education. 
Finally, privatisation in tertiary education seems further advanced than in 
the other sectors.
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Hence, the statistical overview of education expenditures and providers 
given in Section 10.3.1 and the presentation of the diversity of education 
systems in Europe in Section 10.3.2 concentrate on the tertiary level of edu-
cation, as does the discussion of the various privatisation routes which have 
been followed in Europe (Section 10.4.). Finally, in Section 10.5, conclusions 
will be drawn and perspectives will be discussed.

10.2 Relevant concepts

Before dealing with data and the various privatisation routes in European 
countries, we want to discuss concepts relevant in this context.

10.2.1 Functions of education

There is a general agreement that education fulfils social, economic and pol-
itical functions. Since privatisation may have an influence on all different 
functions it seems appropriate to briefly discuss them.

Social functions The close relationship between school education and social-
isation has been analysed from different perspectives. According to Talcott 
Parsons’ functionalism, schools, in addition to families, are the main agents 
of socialisation (Parsons, 1964). Through schooling, individuals are inte-
grated into society by internalising its norms and values and they are social-
ized to conform to them.

A further social (and political) function of education is to provide social 
mobility, and a decent education is seen as the prerequisite to escape the 
lower social strata. The general conclusion of empirical enquiries into this 
question is that, the more difficult the access to education for lower social 
groups, the higher the probability and the danger of segmentation of soci-
ety into relatively poor and relatively better-off parts.

Economic functions The economic function clearly dominates the current 
debate. Due to the key role of knowledge for innovation and therefore for 
economic growth, and due to the collective and social dimensions of shar-
ing knowledge of different types, education helps to increase the productiv-
ity of labour and enables the individual to participate in innovations of all 
kinds. Hence, education is seen as an investment in human capital. However, 
since there are individual and social returns to this investment, the ques-
tion remains: who ought to invest, the individual or the society? This is, of 
course, a crucial question when dealing with privatisation of education.

The OECD, endorsing the human capital approach, gives an answer to 
this question. In a study of 11 OECD countries it is found that “public rates 
of return for completing tertiary education are lower than private rates of 
return in all countries (...)” (OECD, 2007a, p. 152). It is therefore argued that 
it is the individual person who is primarily responsible for investing in ter-
tiary education. The obvious consequence thereof is the support of privat-
isation of tertiary education.4
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Political functions In a democracy, the function of education consists in 
enabling the individual to exercise his or her rights to participation in pol-
itical decision-making. In this function, the education system contributes 
considerably to the functioning of a democratic society.

In order to be able to fulfil this political function schools are to educate 
individuals critical towards their own life and personality, but also critical 
towards established knowledge and powers.

Inconsistency of functions? Thus, modern democratic societies are faced 
with a plurality of goals and contents of education, as well as with potential 
inconsistencies between them, notably between the political and the eco-
nomic functions. While the former aims at the individual’s ability to judge 
and criticise, the latter is orientated towards the wealth of the individual 
and the society (Baethge, 1970).

10.2.2 What is privatisation of education?

Privatisation has been defined as “the transfer of activities, assets and 
responsibilities from government and public institutions and organizations 
to private individuals and agencies” (Belfield and Levin, 2002, p. 19). With 
regard to education, two forms have been distinguished: privatisation in 
education and privatisation of education. The first is an endogenous privat-
isation and means the import of ideas, techniques and practices from the 
private sector in order to make the public sector more business-like. The 
second, exogenous privatisation, corresponds with the above-quoted defin-
ition (Ball and Youdell, 2008).

In our context, we will deal with three variants of privatisation, namely:

private provision of education;1. 
private funding of education; and2. 
business-like organisation of education institutions.3. 

Private provision Here privatisation means the transfer from state or public 
provision and management of educational institutions or services to private 
agencies and organisations, for example to religious groups, charities, firms, 
and others.

Private funding In this case, privatisation means that parents and students 
pay directly for educational services rather than indirectly through their 
taxes. In most cases, however, families and governments share the costs of 
education. Tuition fees, for example, usually cover only a certain fraction 
of total costs of a university education, and therefore have to be comple-
mented by public funds.

Business-like organisation of schools Competition, choice, performance 
and accountability are all part of the so-called New Public Management 
(NPM) concept. In education this means that even when schools are still 
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funded and provided by governments, the ‘running’ of schools follows a 
 business-like paradigm. Students become clients or customers of education-
 companies (schools) and competition rules as prime motivation for schools, 
teachers and students. The focus is on outcomes that can be measured. This 
kind of privatisation is not only changing the behaviour of students and 
 teachers, but also the discourse and thinking of policymakers and the soci-
ety at large.

Besides, when schools can be run like businesses – why not privatise them 
in the sense of changing the ‘owners’? It can easily be understood that the 
economic function of education has its counterpart in this endogenous 
privatisation.

Combining variants of privatisation programmes All types of privatisation 
may be implemented simultaneously and enhance each other. But they may 
also balance each other. For example, the private provision of education 
may be complemented by strict government regulations of teaching and 
materials used in school. On the other hand, also substitute relationships 
exist between different forms of privatisation. Examples are vouchers that 
are offered to enable parents and their children to choose a school or tax 
credits that are granted to parents in order to finance school fees.

The combination of public and private characteristics may result in quasi-
markets for education, with governments retaining an important role in 
terms of setting standards, while (private and public) suppliers operate in a 
regulated competitive environment.

10.3 European education systems

10.3.1 Statistical overview

UOE5 data give a first impression of public and private expenditures on 
 education as well as on public and private providers in education.

10.3.1.1 Expenditure on education

Overall expenditures on education According to these data (OECD, 2008, 
p. 237, table B2.1) the (not-weighted) average of overall expenditures on 
education as a percentage of Gross Domestic Product (GDP) of the EU19 
countries6 was 5.5 per cent in 2005, which is slightly below the OECD aver-
age of 5.8 per cent. In Denmark and Sweden, the expenditure rates were sig-
nificantly higher, and in Belgium, Finland, France and the United Kingdom 
they were well-above the average rates (at least 6 per cent). Six of the EU19 
countries spent less than 5 per cent of GDP on education, the lowest figure 
being 4.2 per cent in Greece.

On the other hand, Greece has been successful in increasing the expend-
iture ratio significantly in the long run (by 1.6 per cent points from 1995 
to 2005), a performance which only Denmark has been able to come near 
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(1.2 per cent point), albeit starting from a higher level of the expenditure 
ratio. Many other countries experienced falling or stagnating expenditure 
ratios. For example, in Austria, Ireland and Spain the increases in expend-
iture on education between 1995 and 2005 tended to fall behind the growth 
in national income and in countries like the Czech Republic expenditures did 
not increase significantly with economic growth. This seems to be at odds 
with the target of the EU to become a ‘knowledge-based society’, with ‘human 
capital upgrading’ being the most important objective in the near future.

The picture differs when the expenditures on education are analysed by 
sector (OECD, 2008, p. 239, table B2.3). On average in the EU19, tertiary edu-
cation expenditures grew much stronger (1995–2005) than expenditures for 
non-tertiary education (48 per cent versus 30 per cent in real terms). This is 
true for most EU19 countries but in Belgium, Denmark, Finland, Hungary, 
Ireland and the Netherlands expenditures increased equally or even stronger 
in non-tertiary education. In two member states, namely Poland and Greece 
tertiary education expenditures have more than doubled (in real terms) dur-
ing these ten years.

Despite these positive developments, the EU19 average of expenditures 
for tertiary education as a percentage of GDP continued to remain at 1.3 per 
cent (2005), while this share is 2.9 per cent in the USA. Therefore, the 
European Commission states that “funding for universities is far too low 
compared to our major competitors, both in education and research” (EC, 
2006). This ‘education gap’ is also be underlined by enrolment rates in ter-
tiary education, which are at 57 per cent in Europe as compared to 81 per 
cent in the US.

Public and private expenditures on education On all three educational levels 
which are analysed by OECD, public sources are dominant in the EU19. 
In 2005, public funding represented 90.5 per cent for all levels of educa-
tion combined, while private funding, including subsidies attributed to 
payments to educational institutions received from public sources, repre-
sented just 9.5 per cent (OECD, 2008, p. 251, table B3.1). In pre-primary 
education, public expenditures on average amounted to 87.9 per cent of the 
total expenditures, in primary, secondary and other non-tertiary education 
the public share was 93.8 per cent and in tertiary education this share was 
82.5 per cent (see Table 10.1).

In tertiary education, the share of public funds differed significantly 
between countries, ranging from 67 per cent in the UK to almost 97 per cent 
in Denmark and Greece. However, private sources are gradually replacing 
public ones. In tertiary education (OECD, 2008, p. 253, table B3.2b) and on 
average in the EU19 countries, public expenditures have gone up by 27 per 
cent from 2000 to 2005, while private expenditures have increased by 234 
per cent. Over the same period, the share of public funding of tertiary edu-
cation has decreased in all EU19 countries.
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Table 10.1 Proportion of public and private expenditure on educational institutions 
as a percentage, by the level of education (2005)

Pre-primary educa-
tion (for children 
3 years and older)

Primary, secondary, 
post-secondary non-
tertiary education Tertiary education

Public 
sources

All private 
sources*

Public 
sources

All private 
sources*

Public 
sources

All private 
sources*

Austria 65.9 34.1 94.3 5.7 92.9 7.1

Belgium 96.1 3.9 94.7 5.3 90.6 9.4

Czech Republic 89.6 10.4 89.9 10.1 81.2 18.8

Denmark 80.8 19.2 97.9 2.1 96.7 3.3

Finland 91.1 8.9 99.2 0.8 96.1 3.9

France 95.5 4.5 92.5 7.5 83.6 16.4

Germany 72.1 27.9 81.8 18.2 85.3 14.7

Greece x(3) x(4) 92.5 7.5 96.7 3.3

Hungary 94.3 5.7 95.5 4.5 78.5 21.5

Ireland m m 96.8 3.2 84.0 16.0

Italy 91.1 8.9 96.3 3.7 69.6 30.4

Luxembourg m m m m m m

Netherlands 97.1 2.9 96.0 4.0 77.6 22.4

Norway 87.2 12.8 m m m m

Poland 88.3 11.7 98.2 1.8 74.0 26.0

Portugal m m 99.9 0.1 68.1 31.9

Slovak Republic 78.6 21.4 86.2 13.8 77.3 22.7

Spain 84.9 15.1 93.5 6.5 77.9 22.1

Sweden 100.0 n 99.9 0.1 88.2 11.8

Switzerland m m 87.0 13.0 m m

United Kingdom 92.9 7.1 83.0 17.0 66.9 33.1

EU19 average 87.9 12.1 93.8 6.2 82.5 17.5

OECD average 80.2 19.8 91.5 8.5 73.1 26.9

Australia 67.5 32.5 83.6 16.4 47.8 52.2

Korea 41.1 58.9 77.0 23.0 24.3 75.7

United States 76.2 23.8 91.0 9.0 34.7 65.3

Symbols for missing data: m data is not available, n magnitude is either negligible or zero, x data 
included in another category or column (for example x(3) means that data are included in col-
umn 3 of the table).
*Including subsidies attributable to payments to educational institutions received from public 
sources.
Sources: OECD (2008), p. 252, Tables B3.2.a and p. 253, B3.2b
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Compared to other OECD countries such as the United States, Australia, 
Japan and South Korea, where between one-third and more than half of 
the expenditures on tertiary education institutions are covered by private 
sources, the proportion of private expenditures in EU19 countries is still 
low (ibid.).

10.3.1.2 Providers of education

Public funding of education does not necessarily mean that education is 
provided by public institutions alone. In all countries, the share of stu-
dents in primary and secondary schools without substantial public funds 
is quite small (OECD, 2008, p. 346, table C2.4). In 2006, on EU19 average 
only 2.7 per cent of students in primary schools were enrolled in schools 
that received less than 50 per cent of their core funding from governments 
(‘independent private schools’), 7.9 per cent were in ‘government-dependant 
private schools’ (receiving more than 50 per cent from governments) and 
89.9 per cent were in public schools. The percentage of students in public 
schools declined with the educational level: in upper secondary education 
the respective percentages were 83.3 (public schools), 13.4 (government-
dependent private) and 3.9 (independent private).

The OECD average did not differ significantly from that of the EU19. 
However, in the United States the share of students in private institutions 
was higher in primary education (9.8 per cent) than in secondary education 
(8 per cent) and the principle ‘He who plays the pipe calls the tune’ seems to 
prevail as there are no government-dependent private institutions.

In tertiary-type A7 education, just about 7 per cent of the students were 
enrolled in independent private institutions on EU19 average, approxi-
mately 12 per cent study in government-dependent private institutions and 
about 82 per cent in public institutions. The share of students in private 
institutions was higher in the vocational-oriented tertiary-type B sector8, 
where 20.7 per cent of the students were in government-dependent and 
6.1 per cent in independent institutions and only 68.3 per cent in pub-
lic institutions. In contrast PhD programmes were rarely offered by private 
institutions.

Again, there was a marked difference to the United States where a 
 government-dependent private sector does not exist and where approxi-
mately 80 per cent of the students were in public institutions and 20 per 
cent in independent private institutions. According to OECD data, the most 
striking difference – both to Europe and the United States – is with Korea, 
where the overwhelming share of students in tertiary education (more than 
80 per cent) were in independent private institutions (Table 10.2).

Unlike data on private expenditures those on private providers do not 
adequately reflect ongoing changes: In the first place because data on 
providers have only been published since 2006 in ‘Education at a Glance’ 
and second, because UOE data are based on a legal definition of public 
and private institution9 that does not allow one to grasp the complexity 
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Table 10.2 Percentages of students in tertiary institutions by type of institution 
(2006)

Tertiary-type B education Tertiary-type A education

Public
Government 
dep. private

Independent 
private Public

Government
dep. private

Independent 
private

Austria 67.3 32.7 x(2) 88.8 11.2 n

Belgium 46.6 53.4 a 42.5 57.5 a

Czech 
Republic

67.2 31.9 0.9 91.7 n 8.3

Denmark 98.2 1.8 n 98.1 1.9 n

Finland 100.0 n a 89.5 10.5 a

France 72.1 8.3 19.6 87.1 0.7 12.3

Germany 62.6 37.4 x(2) 95.9 4.1 x(5)

Greece 100.0 a a 100.0 a a

Hungary 59.5 40.5 a 86.5 13.5 a

Ireland 93.3 a 6.7 91.6 a 8.4

Italy 88.6 a 11.4 92.8 a 7.2

Luxembourg m m m m m m

Netherlands n n n m m m

Norway 56.4 43.6 x(2) 86.7 13.3 x(5)

Poland 77.7 n 22.3 69.1 a 30.9

Portugal 68.1 a 31.9 75.1 a 24.9

Slovak 
Republic

86.5 13.5 n 95.7 n 4.3

Spain 79.1 15.6 5.3 87.7 n 12.3

Sweden 61.7 38.3 n 93.8 6.2 n

Switzerland 29.9 39.5 30.6 92.2 5.7 2.2

United 
Kingdom

a 100.0 n a 100.0 n

EU19 average 68.3 20.7 6.1 81.5 12.1 6.8

OECD average 65.5 19.1 13.8 78.5 9.1 13.9

United States 84.3 a 15.7 71.9 a 28.1

Australia 96.7 1.7 1.6 98.0 n 2.0

Korea 15.9 a 84.1 22.2 a 77.8

Symbols for missing data: a data is not applicable, because the category does not apply, m data is not 
available, n magnitude is either negligible or zero, x data included in another category or column 
(for example x(2) means that the data are included in column 2 of the table).
Source: OECD (2008), p. 347, Table C2.5
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and diversity of privatisation. For example, UK tertiary education institu-
tions are categorised as government-dependent private because they are 
private law entities. Austrian universities, in contrast, are classified as pub-
lic, because they are public law entities, although in fact they resemble 
private corporations and government policy is perhaps less influential and 
effective than in the UK.

In any case, in Europe, despite its diverse educational traditions and sys-
tems it still seems widely accepted that education is a public responsibility 
and therefore a public good – with only a small portion of students in pri-
vately run and funded institutions. However, there is a blurring of public 
and private (Enders and Jongbloed, 2007, p. 20) as private expenditures for 
education – also in public institutions – increase and as education institu-
tions are becoming business-like organisations (‘endogenous privatisation’), 
irrespective of whether they are based on private or public law.

10.3.2 Diversity of education systems in 
the EU and common challenges

Tertiary education systems in Europe differ significantly, and EU  documents 
on education usually also stress their respect of cultural diversities and 
national traditions. Normally, three distinctive models are being distin-
guished in European higher education. These have been described as the 
‘personal development model’ (UK), the ‘Humboldtian or research model’ 
(Germany), and the ‘professional training model’ (France) (Gellert, 1999, 
p. 14). All three models were developed at a time when only a small por-
tion of the population received higher education and they have since come 
under pressure.

In all countries of the European Union enrolment rates in tertiary edu-
cation have continued to increase in the last decade. In 2005, more than 
18 million students were enrolled in the 27 member states of the European 
Union as against approximately 15 million in 1998, which is an increase of 
more than 20 per cent.10 In 2006 on EU19 average entry rates into tertiary 
education rose to almost 70 per cent (OECD, 2008, p. 69, table A2.5). In a 
number of countries spending per student at the tertiary level has fallen as 
expenditures did not keep up with expanding student numbers.

A demand for tertiary education that exceeded supply coincided with 
financial stringency. All over Europe – due to the ideology of a lean gov-
ernment and/or the imposition of the Maastricht criteria – rigid budget pol-
icies prevailed. Efficiency and cost effectiveness have ever since dominated 
the discourse. On this basis, privatisation in tertiary education, differing 
by national tradition and circumstance with regard to the adopted policy 
response, has become a noticeable feature in Europe.

But it would be inaccurate to speak of converging (tertiary) education 
systems in Europe. Similar to the emergence of diverse state education 
systems (Archer, 1984), national policies responded differently to the above-
 mentioned common circumstances. Significant national variations persist 



154 Wolfgang Blaas, Elsa Hackl and Birgit Mahnkopf

with regard to fees and funding regimes (Andersen and Pechar, 2008) as well 
as to governance.

10.4 Transformation of universities

Drawing on the country studies that contributed to this report, this chapter 
discusses privatisation strategies in tertiary education in different European 
countries.

10.4.1 Private funding of tertiary education: Fees

Most countries tried to increase private funds for universities by stimulat-
ing first contract research and later private revenues from teaching. With 
the exception of some niches, the European member countries had either 
abolished student fees in the course of the expansion of the welfare state 
or during the state socialist period in the Central and East European (CEE) 
countries fees have remained very moderate. From the 1980s onwards fees 
have been advocated by human capital theorists on grounds of the indi-
vidual benefits from education and as an option to fund the continuous 
increasing demand for education.

In the CEE countries universities suffered from extreme underfunding 
after the collapse of the former regimes. In these countries governments 
limited access to tertiary education by a defined number of available places 
and competitive entrance exams. Students that were accepted did not pay 
fees and their living and housing were subsidised. Free of charge tertiary 
education was in most cases even guaranteed by constitutional law. In the 
course of the transformation process both the demand for education as well 
as the demand of institutions for extra-budgetary funds rose. Universities 
began to accept – in addition to the number of students that was defined 
and (increasingly poorer) funded by governments – students that had to 
pay for their studies. To circumvent the still valid legal ban on fees these 
students were formally admitted as evening or part-time students. In most 
CEE countries this two-track financial regime has been introduced at the 
beginning of the 1990s. It represents the first step in introducing fees in 
Europe and it still prevails.

In the old EU member states fees were introduced almost a decade later – 
for example, in 1998 in the UK, in 2001 in Austria,11 and 2007 in seven of 
the German Länder. They are either – by international comparisons – not 
substantial (Austria) or accompanied by subsidised loan schemes (UK).

However, this should not lead to underrating the financial burden on 
students. Study fees are not the only costs; public subsidies for living costs, 
too, are increasingly reduced or granted only on a loan basis and subject to 
repayment. The growing individual costs of tertiary education include fur-
thermore the risks resulting from quickly changing qualification demands, 
expressed by the discourse on mobility, flexibility and lifelong learning.
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10.4.2 Private provisions

As has been the case with fees, private tertiary institutions, too, have not 
played a significant role in EU member states. Traditionally, higher educa-
tion institutions have been public, although – due to differences in state 
formation – their organisation varied widely as did other branches of public 
administration. The close links between the nation-state and the univer-
sity (Kwiek, 2006) resulted from its function to educate the political elite. 
Technical and vocational skills, needed by the private sector, developed 
outside the universities and were incorporated into universities rather hesi-
tantly. Hence, the private sector became a major employer of university 
graduates only much later.

Apart from Catholic universities in some countries, most prominent in 
Belgium and the Netherlands, private universities first became a  political 
issue when governments reformed universities in order to improve and 
 democratise them. In this context, ideas on ‘alternative models of univer-
sities’ emerged. In the mid-1970s in the UK, libertarians, neoliberals and 
academics, averse to the changes that had taken place, established the 
University of Buckingham. Approximately ten years later, for similar rea-
sons, the private university Witten/Herdecke was founded in Germany. 
Again almost ten years later a new series of private institutions emerged 
all over Europe. However, this time the governments paved the way for the 
establishment of private institutions.

With ever more graduates getting jobs in private companies, university 
education had to adapt: neither their specialisation nor the content of the 
courses nor the university type of learning and teaching seemed adequate 
to prepare for the labour market. In most countries, a diversification of 
programmes and courses had taken place since the 1970s (establishment 
of polytechnics, ‘Fachhochschulen’ or similar non-university higher educa-
tion institutions).

Austria, which had not diversified higher education in the 1970s, came 
under pressure at the beginning of the 1990s when preparing for accession 
to the European Union. Her vocational education system was assumed not 
to comply with Directive 89/48/EEC.12 Consequently, in 1993 a ‘Fachho-
chschule’ sector was established. Rigid budgets (Maastricht criteria) encour-
aged the adoption of a law that envisaged privately run institutions, 
subsidised by the federal government. In Austria, these were the first private 
tertiary institutions, although in many cases they are actually owned and 
run by regional governments. This means that legally – as tertiary education 
is a federal competence – they are private, but virtually and economically 
they are public. Finally, a law permitting and regulating the establishment 
of private universities followed in 1999.

In Italy and Greece, a demand that could not be met by public universities 
stimulated the establishment of private institutions.13 In this context the 
case of Greece is of special interest. Access to universities is regulated via a 
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competitive national entrance exam. According to the Greek Constitution14 

higher education is only to be provided by state institutions. This regulation 
produced an unusually large number of students studying abroad.15 To be 
recognised in Greece, foreign degrees had to pass a procedure on equiva-
lence administered by a special body. In the 1990s private institutions 
which already offered tertiary education but were not officially recognised, 
affiliated with foreign universities in Europe and the United States. Upon 
non-recognition of a degree obtained from such an institution, the case was 
taken to the European Court of Justice (ECJ) that ruled that non-recognition 
violated EU law.16 The Court based its decision on articles 48 (free move-
ment of workers), 52 (freedom of establishment), 126 (cooperation in educa-
tion) of the European Commission (EC) treaty and on the above-mentioned 
Directive 89/48 EEC. The decision makes clear that the recognition of degrees 
and qualifications is no longer a national prerogative and state institutions 
are no more in a monopolistic position. Private and public universities of a 
member state may supply their services in other member states. From the 
legal point of view of the receiving country, they are in both cases private 
institutions. The case provides a good example of how the expansion of EU 
competence in education proceeds via liberalisation and privatisation.

An unmet demand for tertiary education and the requirement to educate 
for the new private sector enhanced the establishment of private tertiary 
education institutions in transition countries, notably for teaching subjects 
like business studies, languages, law and so on. Today, in Poland and the 
Czech Republic, for instance, the number of private institutions exceeds that 
of public ones, although with regard to student numbers the latter still dom-
inate (OECD, 2007b, pp. 18–21). In this context another aspect of the blur-
ring between public and private may be observed, namely the fact that the 
teaching staff of public universities is also lecturing in private institutions.17

In sum, despite the fact that most European countries still adhere to the 
idea that tertiary education is to be financed to the larger part publicly 
and most institutions are still regarded as public ones, in the 1990s private 
institutions gained ground. Three factors that enhanced this development 
may be identified: First, a ‘vocational drift’18 of tertiary education with new 
skills demanded by the market, second, a quantitatively unmet demand for 
tertiary education, notably in transition countries, and third, a blurring 
between public and private resulting from liberalisation and deregulation.

10.4.3 New Public Management (NPM) and liberalisation

The continuous expansion of tertiary education coupled with financial bot-
tlenecks did not in the first place entail the introduction of fees or the estab-
lishment of private education institutions. Rather, beginning with the 1980s, 
governments in Europe began to modify their steering and funding regimes. 
‘Institutional autonomy’, ‘accountability’ and ‘efficiency’ became the catch-
words. ‘Institutional autonomy’ is a concept used  specifically in the context 
of university governance and implies deregulation and decentralisation.
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This transfer of responsibilities to the institutional level entailed a swift 
to NPM – or ‘endogenous privatisation’. Its tools – steering by outcome, indi-
cators, quality control, regular assessments, and performance contracts – 
were incorporated in tertiary education reforms.19 Today, they are inherent 
parts in the discourse on and governance of tertiary education, both at the 
national as well as on the European level.

However, transforming universities was a rather long process involving 
a range of expert reports,20 white papers and new legislations. The process 
gained momentum through the creation of a European Higher Education 
Area (EHEA).

At first, since the mid-1980s, the European Commission and the ECJ took 
the lead in expanding Community competences and creating a ‘common 
area’ in higher education. The ECJ developed the right to free movement 
of students21 and a decade later applied freedom of establishment to uni-
versities. By its decisions, the ECJ curtailed national legislation and pol-
icymaking in tertiary education. However, the only way to expand EU 
competences in the framework of the Treaty (or former Treaties) in force 
is by liberalisation. The latter means gradually abolishing the monopoly 
of the member states for regulating and providing tertiary education and 
instituting privatisation. In addition, the Commission set up the ERASMUS 
programme that contributed not only substantially to rising student mobil-
ity but also to Europeanise tertiary education. The diverse national systems 
of education in Europe “started to emerge as a significant obstacle to the 
new European political agenda encompassing the principles of free mobil-
ity, cross border employability, etc. in societies at large as well as in their 
respective higher education system” (Zgaga, 2007, p. 27).

At the end of the 1990s, the creation of the EHEA became an intergov-
ernmental activity. First, only four countries were involved (Sorbonne 
Declaration 1998: France, Germany, Italy and the UK), but a year later edu-
cation ministers of all EU member states met in order to establish a process 
to implement the EHEA (Bologna Process). The efforts concentrated primar-
ily on the harmonisation of degree structures, but the EHEA entailed also 
organisational reforms as universities must be able to act freely within this 
area without being constrained by national governments.

It is for this reason that the Bologna Process encouraged ‘institutional 
autonomy’ and the denationalisation of universities. Thus, the EU  member 
states finally propelled the process which has been started by the Commission 
and ECJ about a decade earlier.

10.4.4 Competition state and tertiary education

In the mid-1990s Hirsch (1995), Cerny (1997) and others observed that the 
state’s objectives were concentrated increasingly on locating economic activ-
ities in its own territory (location competition) and the term ‘competition 
stat’ was coined. “Rather than attempt to take certain economic activities 
out of the market, to ‘decommodify’ them as the welfare state was organized 
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to do, the competition state has pursued increased marketisation ...” (Cerny, 
1997, p. 259).

In addition to transforming universities into business-like institutions 
and into actors on the international market three other developments may 
be associated with these developments: first, the stress on what has been 
called ‘vocational drift’ and ‘employability’, second, the creation of so-called 
centres of excellence as well as an ‘hierarchisation’ of institutions and third sell-
ing in the sphere of education.

As mentioned above, the increase of students in higher education went 
along with educating for an increasing number of areas and upgrading the 
training for vocational activities. But traditional academic disciplines, too, 
were subject to reforms of their curricula, to define learning outcomes in 
order to demonstrate the employability22 and the entrepreneurial skills of 
their graduates. This policy fits with the consideration that a well-trained 
labour force is of decisive importance when companies choose a site.

Similarly, the location of top research institutions in a territory is held 
to be of prime importance in competition policy. In Europe – with some 
 exceptions – universities traditionally were thought to be peers. At the 
beginning of this millennium the situation began to change and the cre-
ation of centres of excellence or elite universities became a must.23 The iden-
tification of institutions or research areas was led by the idea of regional 
competitiveness and happened in close cooperation with representatives of 
the economy (Hackl, 2007; Vibro, 2007).

Selling of education services and research activities was first pushed 
by financial stringencies. However, it developed from an innovative way 
for universities to attract extra funds, to a must, a normal performance. 
Therefore it represents a good example for how commodification may pro-
ceed. Meanwhile, universities not only look for wealthy students from 
abroad, but they sell their expertise and institutional knowledge as well. 
The UK is most advanced in this context (Ball, 2007). Ideas, however, spread 
quickly as, for example, to Germany (Quaißer, 2007) and think tanks every-
where are active in promoting this development.

10.5 Conclusions and perspectives

Although in detail national responses to common challenges varied widely 
within the EU, some general tendencies prevail. First, the introduction of 
tuition fees has been a common response in almost all EU member states. 
The most notable exception was Ireland which abolished tuition fees in 
1993 – although retaining rising registration fees. A second common but 
still weak pattern is the development of an independent private sector in ter-
tiary education. Third, and the most striking common feature of European 
tertiary education, is the expansion of a government-dependent private ter-
tiary education sector, or more generally speaking, the emergence of private 
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providers funded by the taxpayers. This has multiple reasons. It is a result of 
inabilities of traditional bureaucratic systems to cope adequately with large 
tertiary education systems. This facilitated the introduction of NPM tech-
niques that have dominated the discourse on public services for decades in 
education institutions. It is furthermore a result of liberalisation, aiming at 
a stronger European cooperation and (inter)national competition. Finally, it 
also results from shifting the focus of tertiary education from education for 
citizenship to employability for the market.

With the expansion of the (government-dependent) private sector, compe-
tition, heterogeneity and hierarchy in tertiary education have become more 
pronounced,24 and hence, tertiary education has become more unequal. The 
rising numbers of students in tertiary education (‘mass/universal higher edu-
cation’) do not imply that equal opportunities in education have increased. 
It means that the inequalities that formerly existed between those with and 
without higher education exist now between graduates from prestigious and 
less prestigious institutions. In case prestigious institutions charge high fees 
and as they constitute networks for careers, the tertiary system is socially 
selective and hence it is stabilising inequalities.

In case primary and secondary education are – as data imply – subject 
to the same trend, then social selectivity is not only aggravated and brain 
waste intensified but there are also a number of more general consequences. 
Cross-country studies have shown that educational inequality is closely 
related to income inequality (for example Green, Preston and Sabates, 
2003), which translates in the long run into lower economic growth (Aghion 
et al., 1999). Furthermore, it has been shown (Green, Preston and Sabates, 
2003) that educational inequality undermines key aspects of social cohesion 
such as social and institutional trust, civic cooperation and the rule of law. 
And it has also been demonstrated how more egalitarian education systems 
are conducive to social cohesion. The crucial point in these studies is that, 
for social cohesion, what matters is not the level of skills but how they are 
distributed.

Finally, the loss of democratic accountability has been seen as the price to 
be paid for more individual choices and more economic efficiency. That 
there might exist such a trade-off is one of the findings of Beermann (2001). 
Beermann looks at the impact on political accountability of different types 
of privatisation, namely (1) divestiture (selling government assets and gov-
ernment owned enterprises); (2) contracting out with private parties for per-
formance; (3) deregulation and vouchers; (4) tax reduction and employing 
user fees. In the context of education, types (2) to (4) are relevant.

Contracting out education services can raise serious accountability 
issues. For example, if a public education authority decides to hire a private 
 company to operate a public school or university, it is not clear ex ante to 
what extent the public via its authority will be able to control the operations 
of the school. Even if this authority maintains ultimate control through the 
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choice of the contraction party, accountability can be reduced if effective 
mechanisms are lacking, which maintain control over the details of school 
(university) operation. In sum, the public authority/private company rela-
tionship raises the principal-agent problem.

Deregulation is based on the idea that transferring law-making compe-
tence from the state to the institutional level results in efficiency gains. It 
is argued that decisions should not be taken by the government that acts 
for all citizens, but only by those citizens that are involved or affected. 
However, the relevant stakeholders are not easy to identify. Consequently, 
in case not all parties are involved in decision-making at the institution 
level, deregulation reduces democratic accountability. The argument for 
vouchers is that they allow free school choice. In this sense, vouchers sub-
stitute the market rationale for democratic decision-making and control of 
schools. They tend to widen quality gaps between schools and hence widen 
social inequalities.

Concerning user fees, it seems unclear how they affect political account-
ability. On the one hand, no large effects on accountability are to be expected 
whether government activities are associated with user fees or not, since 
their accountability is warranted by the political decision process itself. On 
the other hand, financing government activities through user fees can pro-
vide accountability by applying a measure of market discipline to govern-
ment, and the imposition of user fees may also increase the beneficiaries’ 
incentives to monitor government’s performance.

Hence, the accountability issue for education privatisation seems to be an 
open question. Whether it is to be assessed positively or negatively may only 
be judged from case to case, and the crucial question might be how detailed 
and comprehensive the public may control education providers.

Notes

1. Contributing with country studies: Danes Brzica, Mejra Festic, Gunter Quaißer, 
Rosa Toliou, Nicola Acocella and Federico Tomassi.

2. www.pisa.oecd.org: The OECD Programme for International Student Assessment 
(PISA) (12 February 2008).

3. Generally three levels of education are distinguished by OECD, Eurostat and 
Unesco: (1) pre-primary level; (2) primary, secondary and post-secondary non-
tertiary level; (3) tertiary level.

4. The OECD may be seen as one of the main drivers of privatisation of education, 
and increasingly so since its active support for General Agreement on Trade in 
Services (GATS).

5. Data on education collected by Unesco-Uir, OECD and Eurostat. The data referred 
to in this section are based on OECD, Education at a Glance 2008 in order to com-
pare Europe with non-European countries. For Europe they are published by the 
Commission in ‘Key Data on Higher Education’.



Privatisation of Education 161

 6. For many indicators the OECD study presents also an ‘EU19’ average. It is calcu-
lated as the unweighted mean of the data values of the 19 OECD countries that are 
members of the European Union and for which data are  available or can be esti-
mated. These 19 countries are Austria, Belgium, the Czech Republic, Denmark, 
Finland, France, Germany, Greece, Hungary, Italy, Ireland, Luxembourg, the 
Netherlands, Poland, Portugal, the Slovak Republic, Spain, Sweden and the 
United Kingdom.

 7. Tertiary-type A (ISCED 5A) refers to three to six years (and more) of higher edu-
cation, including also PhD-programs (ISCED6).

 8. Tertiary-type B (ISCED 5B) are typically shorter (minimum duration two years) 
than tertiary-type A programmes and focus on practical, technical, occupational 
skills for direct entry to the labour market.

 9. OECD 2007a, Annex 3 EAG: Educational institutions are classified as either pub-
lic or private according to whether a public agency or a private entity has the 
ultimate power to make decisions concerning the institution’s affairs.

10. www.epp.eurostat.ec.europa.eu (9 June 2008).
11. Before the recent elections (2008), fees have been abolished for students that fin-

ish their studies within the legally defined duration of the course. As the regula-
tion includes several exceptions it is very complicated to implement. Therefore, 
it is not yet clear whether it will endure.

12. Directive for a general system for the recognition of higher education diplomas 
awarded on completion of professional education and training of at least three 
years’ duration, 89/48/EEC of 21 December 1988.

13. For private education in Italy see Acocella and Tomassi, 2007; for Greece see 
Toliou, 2007.

14. Article 16 (5).
15. According to Eurostat the Greek percentage of all students studying in another 

EU member state is, at 6 per cent, significantly above the EU average of 2 per 
cent.

16. Vagias vs. DI.K.A.T.S.A, decision no. 2808/1997 of 8 July 1997.
17. This is not only true for CEE countries, see, for example, Festic, 2008, OECD, 

2007b, but also for other EU member states, for instance Austria.
18. In the course of diversification the term ‘academic drift’ was coined in order to 

describe the tendency of non-university institutions to become university like. 
Subsequently, the term ‘vocational drift’ was coined in order to describe the 
adverse trends, namely the tendency of universities to offer more vocationally 
oriented programmes.

19. A good example is for instance Austria’s University Act of 2002.
20. Best known examples are in the UK the Dearing Report, 1997 and in France the 

Attali Report, 1998.
21. Case 293/83 Gravier v. City of Liège [1985] EC R 593.
22. This concept became a leading principle in restructuring the university studies 

in the course of the Bologna Process.
23. ‘The role of universities in the Europe of knowledge’. Communication from the 

Commission of 5 February 2003. http://europa.eu/scadplus/leg/en/cha/c11067.
htm

24. The term ‘tertiary education’ instead of ‘higher education’ has been coined exactly 
for expressing this development.
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11
Privatisation of Pensions
Miren Etxezarreta and Mejra Festic

11.1 Introduction

In economic policy, as in science, there are periods of change in paradigm, 
and other periods in which normal science develops, with gradual changes 
within the new paradigm (Kuhn, 1962). In 1994, the World Bank published 
its famous report ‘Averting the old age crisis’ about its view of the problems 
of public pensions, that led to a period of strong ‘paradigm’ change about 
policy related to public pensions in the whole world.

That period, broadly the decade of the nineties, was followed by another 
period of ‘normal science/policy’ (in Kuhn terms) during which many devel-
opments are taking place but without main alterations, rather being imple-
mentations within the frame of the previous decade according to the 
understanding of different countries.

Therefore, in Section 11.2 of this chapter the change in paradigm about 
pensions that has taken place mainly during the 1990s is reviewed, in 
Section 11.3, the consolidation of those changes and further significant 
developments both at the EU and member country levels are dealt with. 
Section 11.4 deals with some problems of private pensions, and Section 11.5 
with social reactions. Section 11.6 concludes the chapter.

11.2 The change of paradigm about public pensions

11.2.1 The crisis of the public pension systems

A particularly important area of neoliberal counter-reform of the last thirty 
years is the pressure for the so-called modernisation of social security sys-
tems. The essence of this is the intention to weaken the public provision 
of pensions and to prove the usefulness of privatisation, mainly under the 
argument of the economic unsustainability of the present systems, which 
require increasing amounts of financial resources.

A very important aspect of that ‘modernisation’ is the issue of the ‘crisis 
of the pension systems’. Launched in 1994 the report of the World Bank, 
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mentioned above, may be considered as the ‘official’ starting point of the 
present debate, even if already in the seventies substantial pension reforms 
had taken place in Latin America. Using an ambiguous mixture of arguments 
about the need to modernise the pension system and the implicit suggestion 
that privatisation will solve the financial problem, the alleged ‘crisis of the 
pension system’ and the need for pension reform was declared.

The arguments of the reformers are presented as unavoidable due to the 
changes in the demography – ‘the demographic threat’ – and the labour 
market. It is asserted that the increasing number of elderly people will lead 
to a situation when sometime in the future (10, 20, 30 or more years accord-
ing to different studies) the public pension system will become financially 
unsustainable. More so, if the new features of the labour market are consid-
ered, since the demographic dependency ratio will increase from the existing 
25.4 per cent to 50.4 per cent in 2050 (Mencinger, 2008), and a decreasing 
number of the working population will have to sustain a growing number 
of old people. Therefore they will become discouraged to work. It is also 
alleged that private pension systems are more efficient than public finan-
cing of pensions due to the higher returns of the stock market over wages 
and the advantages of competition, that public expenditure will diminish 
since it will not have to cater for pensions or make up for the deficit of 
the public pension systems and especially, it is asserted that private fund-
ing of the pension system would increase total savings and foster economic 
growth.1 It is equally argued that the only sound system is the actuarial one 
when everybody receives at most what he/she paid avoiding the solidarity 
links of public systems.

To counter this foreseen crisis two lines of action have been recommended:

To diminish the benefits of the public system ● . Proposals are made for raising 
retirement age, longer working life, more years of contributions (or tak-
ing into account the contributions of the full working life) to qualify for 
basic entitlement or for a full pension, and penalties for earlier retirement. 
The deterioration of the public schemes is also considered a good way to 
induce people to subscribe to privately funded systems.
To develop private pension systems ● . It is argued that future retirees would be 
better off investing at least part of their savings in private, funded pension 
plans which must function through capital markets. Only the very poor 
should be entitled to public provision of pensions. This trend towards pri-
vatisation should be supported with important tax incentives for savings 
going to private pension funds.

An important additional element of great relevance embedded in the pen-
sion reforms is the increasing transformation of defined benefit systems into 
defined contribution ones. Although both systems may coexist, most of the 
old public pension funds were defined benefit and often ‘modernisation’ 
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of pension systems implies a transformation of defined benefit funds into 
defined contribution regimes, which are associated with capitalisation and 
therefore are risky systems for retirees.

The overall purpose of the proposals is to substitute partly or totally the 
present public system (pay as you go, PAYG) by a private insurance system 
run on capitalisation of individual savings on an actuarial basis.

The authorities of the European Union (EU) seem to have accepted the 
soundness of the arguments for ‘modernisation’ and privatisation of the 
social systems, since their guidelines for social policy unambiguously rec-
ommend privatisation. The development of social policy along these trends 
has been and is one of the priorities of the EU agenda.

11.2.2 A critical appraisal of the arguments for reform

The arguments presented above correspond to a very specific economic and 
social analysis which may be, and has been, widely contested. They can eas-
ily be refuted theoretically and empirically, and it can be shown that private 
pension systems do not lead to a better system for pensioners nor for the 
economy of the countries concerned.

While demographic changes raise problems and require political responses 
to ensure financial sustainability, they do not justify alarmist scenarios of 
a breakdown of such systems due to the following reasons: Demographic 
projections differ considerably depending on their basic assumptions and 
are subject to many unforeseen variables; the relevant element to consider is 
not the demographic dependency ratio but the economic dependency ratio; 
the foreseen changes are very similar to what has been observed in the past 
45 years;2 problems of pension financing are not exclusively the results of 
demographic changes but also of economic growth, of the situation of the 
labour market and of the distribution of incomes.

The argument of a smaller number of workers having to sustain increas-
ing numbers of old people is also misguided, since the relevant variable 
is not the number of workers but the wealth and revenues they produce. 
Since in our societies, fewer workers are producing much more wealth than 
a greater number of workers in the past, the number of workers is almost 
irrelevant3 and the ‘problem’ becomes one of the distribution of wealth. As 
for the argument that increased contributions will discourage labour, “avail-
able evidence from a survey carried out by the European commission (1993) 
shows that a majority of European citizens would support these social trans-
fers” (Concialdi, quoted in Huffschmid, 2005, p. 74). “Therefore the central 
question is not demographic ... but the overall issue is distributional: how 
do our mature industrialized societies distribute produced wealth and rev-
enues” (Dräger, quoted in Huffschmid, 2005, p. 75).

Mencinger (2008) summarizes the determinants of the European  pension 
systems with a regression equation, in which the share of pensions in Gross 
Domestic Product (GDP) is the dependent variable. The results of his regression 
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prompt him to affirm that “the threats of ‘greedy pensioners’ for the fiscal 
balances of New Member States (NMS)s are highly exaggerated” (p. 7).

The reality of the crisis is rather dubious, the consequences of the decreas-
ing number of workers fallacious and the postulated reaction of workers to 
increased contributions unjustified.

With regard to the proposed solutions brought forward by the advocates 
of the reform the following critical points should be made:

The diminishing of benefits of the public system: the proposals mentioned 
above ignore that often the labour career of individuals does not depend 
upon their will but on that of their employers and upon the employment 
situation of the country. For instance, for the increase of retirement age it 
cannot be ignored that many early pensioners are not so out of their will 
but because their enterprises compel them to retire. More years of contribu-
tions for a full pension present also many problems: actual labour markets 
with many temporary contracts, self-employed people and long periods of 
unemployment, together with the expansion of informal work, make it very 
difficult to complete the number of years required, and the degree of public 
pension coverage may decline quite significantly. These problems are espe-
cially acute for women, many of whom do find great difficulties to cover the 
required number of years of contributions and are affected disproportion-
ately by increases in the retirement age. It is very likely that replacement 
rates will diminish. Also, it increases the actuarial character of pensions.4 
On the other hand it does not seem that there is a lack of labour that justi-
fies working longer. Therefore those ‘solutions’ may imply nothing but to 
push a problem from one social security scheme to another either because 
those unable to retire will become unemployed or because poor pensions 
will have to be complemented with assistance to poverty situations. And the 
question really is – is it fair to go on diminishing the incomes of old people, 
leading at least significant numbers of them into economic difficulties and 
even to poverty?

Mencinger (2008) reviews three directions envisaged by the Commission 
for possible ‘solutions’: the demographic renewal (increasing birth rates and 
migration), the ‘Lisbon’ direction (the most efficient knowledge-based soci-
ety of full employment) and the financial direction (budgetary restraint, 
increase the level of contributions and development of private savings), and 
concludes that neither of the three “assure or even promise secure incomes 
for the elderly ... [and that] solutions for the ageing of the EU population can 
be found within the existing PAYG systems” (p. 16).

Developing private systems: Empirical evidence about the consequences of 
privately funded systems – in Latin America and some EU countries (includ-
ing some CEECs) – show that they have no comparative advantage against 
public PAYG systems and in many cases are clearly inferior.5

The most important danger of private pensions is that they expose the liv-
ing standard of future pensioners to the systemic instability and incalculable 
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risks of financial markets. The recent financial crisis and the collapse of 
many financial institutions, have impressively demonstrated that these 
markets are not a reliable basis for safe pensions. Financial institutions have 
expanded beyond reasonable limits, and been deeply involved in untenable 
loan policies and irresponsible financial speculation that lead profits to soar 
as never before, to crash down later taking down with them the assets of 
pension funds and the savings of millions of old age pensioners. Another 
element of risk is related to the danger of corruption in big financial and 
entrepreneurial undertakings, which has been greatly facilitated by deregu-
lation and financialisation.

The macroeconomic viability and advantages of increasingly funded sys-
tems are usually exaggerated. In developed countries like the EU, it is prob-
ably not the case that (assumed) additional private saving through funded 
systems into additional capital stocks will increase economic growth. Also, 
after the transition period of regimes, maturity of pension funds implies 
that the saving decisions of the young are matched on average, by the dis-
saving decisions of the old. There is no evidence either that in the long run 
stock markets produce greater revenues than government bonds.

Public PAYG systems are less costly and more comprehensive in their 
coverage – concerning for instance periods of unemployment, sickness and 
disability – than privately funded systems which exacerbate social divides. 
Private systems do not allow for considerations of solidarity among differ-
ent social groups or individuals, since they are actuarially based. There is no 
evidence either that the privatisation of pensions improves the balance of 
government expenditure, especially if the costs of tax benefits awarded to 
private pension contributions are considered. For instance a Council of the 
European Union (CEU) report mentions that estimates provided by member 
states show that “gross annual costs [for privately managed pension pro-
vision] range from 0.5% to 1.5% of GDP” (CEU, 2006, p. 73). Besides, the 
administrative and management costs of private systems are much higher 
than those of public systems.

However, shifting public pension systems from public PAYG schemes to 
privately funded capital market schemes have far-reaching consequences for 
pensioners.

Since for most of them pensions are an essential part of their total income, 
financial crises can push many pensioners into sheer poverty. This is not 
acceptable in a society which assumes responsibility for the social welfare 
of its citizens.

Privatisation undermines the financial base of the public pension sys-
tems and imposes large transition burdens on the public. It leads to a more 
unequal distribution of pensions between those who could afford additional 
individual savings during their active lifetimes and those who could not. 
What will happen to those workers that cannot save for the future?
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The reasons which are given to justify the shift from public PAYG schemes 
to private capital market schema, are not only unconvincing but simply fal-
lacious and have no economic rationale. The current public systems are effi-
cient, less costly, incur in much smaller risks and are more sound financially 
for the foreseeable future relative to private sector alternatives. The possible 
changes needed to keep them solvent over the very long term are not larger 
than changes that have been made in several prior decades.6

11.2.3 The real drivers of the reform

“The provision and security of old-age income is not the central objective of 
the trend towards pension privatisation in the EU” (Wehlau, 2008, p. 1). The 
thrust of privatisation is the need of financial capital to find ever- increasing 
fields to obtain profits and increase their power. Therefore, financial institu-
tions intend to make of the delivery of welfare a product that generates prof-
its. Since with privatisation the large institutional investors receive workers 
private insurance contributions obtaining command over billions of funds 
to invest on financial markets that may produce large profits and consid-
erable power, they have a major interest in the transformation of public 
systems in funded private systems. “The financial industry succeeded in 
developing ties to the policy network and became an influential member 
of this network itself” (OECD, cited in Wehlau, 2008, p. 4). It is extremely 
active using its lobbying power leading the drive towards privatisation and 
transmitting to professional and public opinion the risks of unsustainability 
of public systems. Cases of lobbying activities and personal connections 
between the financial industry and politicians are well known. However, 
the interests of asset managers should not be confounded with social wel-
fare since it offers little obvious benefit to workers, pensioners and citizens.

In spite of all arguments against privatisation, the governments of almost 
all EU countries – both of old and even more new members7 – developed 
strong incentives in favour of defined contribution funds, particularly in 
those countries where they were absent or negligible. Public pensions suf-
fered a strong setback in most countries and even in those where they were 
maintained, ‘complementary’ private schema were stimulated with differ-
ences between countries.

The EU authorities have also had a very active role enhancing private 
systems. Besides their option for neoliberal policies which is at the basis of 
their privatisation drive, it seems that one of the main real reasons behind 
the EU favour for private pensions is its aim of creating fully integrated cap-
ital markets. The expansion and integration of financial markets require 
permanent flows of great funds, and private pension plans become very 
relevant because “funded pensions are often the main source of growth for 
institutional investors” (OECD, cited in Wehlau, 2008, p. 1).

Overall, private pension systems – often compulsory, sometimes optional – 
have become during the 1990s a common feature of the pension systems of 
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the EU and the multi-pillar paradigm has become dominant. It seems the 
recommendations of the World Bank, the interests of the financial agents 
and the wish for fully integrated financial markets have completely con-
vinced the governments, the EU and some social agents in favour of pri-
vatisation, even if this clearly conflicts with the wishes of important parts 
of the European populations that are overtly manifesting their rejection to 
deterioration of the public system.

11.3 Dynamic continuity

11.3.1 The trends for change in the EU

The main overall trend observed in the pension field in the EU at the begin-
ning of the twenty-first century is the continuation of the privatisation 
drive by the Union and all governments of the member states. Neither the 
powerful criticism against the arguments to sustain the change towards pri-
vatisation nor the important social resistances in many countries, have been 
able to stop their resolve to increase the privatisation of pensions. Further, 
by providing a variety of incentives for the private pension market paradox-
ically state intervention has been central to enhancing private pensions.

The EU has not changed with the transition to a new century. Privatisation is 
justified as before, and the validity of its previous recommendations and 
proposed solutions acknowledged. There is only a slight change in emphasis 
recognizing the value of public pensions: “However, the EU will assert that 
the pay as you go systems will remain the principal source of income for 
pensioners and that minimum pensions have to be provided for out of the 
public system ... the trend towards a broader use of privately managed pen-
sion provision does not allow public policy to retreat from the area” (SEC, 
2006/304, p. 13). Perhaps it starts to realize the high risk and other difficul-
ties that private pensions present. Nevertheless, in spite of these qualifica-
tions the Union keeps promoting the increase of funded private pensions in 
all member states, while the objective of minimum provisions for old people 
looks rather like lip exercise for legitimation. Dynamic continuity could sum 
up what is going on in the pension realm.

Besides the paramount interest in increasing the private systems, the 
main priorities for the immediate EU policy seem to be the ones described 
below:8

Restricting the conditions of eligibility ● , particularly to maintain people work-
ing longer: “The main pension challenge for Europe’s ageing society is 
to ensure that this rise in the effective retirement age continues” (SEC, 
2006/304, Full report, p. 3) – strengthening the contribution/benefit link, 
increased contributions or benefits related to contributions of the whole 
working life.
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The question of portability of pensions. Even if it is asserted that work- ●

ers who change employers frequently are better served by statutory 
schemes, given the increasing importance of private pensions and the 
greatly increasing labour mobility, the portability of pensions becomes an 
important element in order to facilitate the mobility of workers.

How may these aims be evaluated?9

For the great emphasis placed in the prolongation of working lives, we 
have already referred above to this issue and shall not elaborate on it fur-
ther. Only to add if, even with longer life expectations, is it acceptable and 
fair to pressure seniors to go on working while youngsters find it very diffi-
cult to obtain non-precarious jobs?

As for portability, the EU has devoted to this issue two main documents 
(EC, 2003/41/EC and EU, COM (2007) 603). The first one (2003) dealt with 
institutions that provide occupational pension services and supervisory pro-
cedures of them, aiming at becoming a first step on the way to an European 
internal market for occupational retirement provision, while the more recent 
document (2007) is in principle devoted to guaranteeing workers pension 
schemes especially those supplementary schemes linked to the employment 
contract. The first draft of this directive was subject to important changes 
at the reading of the European Parliament and its final version is extremely 
ambiguous and retains very little operational value for the stated object-
ives of the original draft, since among many other changes all references to 
transferability and portability have been eliminated. The portability issue 
remains still open implying significant disadvantages for pensioners since 
in some cases it has been found that “By changing jobs six times during a 
person’s working life, between 25–30% of the full service pension is likely to 
be lost” (Blake, 2003 cited in Walker and Foster, 2006, p. 441).

11.3.2 Western European countries10

Pension systems The situation of the pension systems in the EU15 at the 
beginning of the twenty-first century is summarized in Table 11.1.

Private pensions are widely spread in the Nordic countries (above 90 per 
cent of the population is covered) and France, middle of the way (between 
40–60 per cent) in the continental countries and the UK (with Austria pre-
senting only 35 per cent coverage) and present very low coverage (below 
10 per cent) in the southern countries.11 The place of private pensions in the 
income of pensioners varies accordingly, with the countries with the highest 
proportion representing between 20–30 per cent (Netherlands, UK, Sweden, 
Denmark, Ireland) and much lower percentages for the rest. It appears quite 
evident that the importance of private pensions depends on the space left 
by public pensions.
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The weight of expenditure in pensions measured as a percentage of GDP 
presents a wide range of variations, as could be expected. According to Table 
11.2 the average for the EU 27 is 12.1 per cent for 2005 and 11.9 per cent 
for 2006, the average being also around 12 per cent for EU25 and EU15, 
but slightly decreasing with the years. The share of most Western countries 
is above 10 per cent, the highest being Italy (14.7 per cent), Austria (14.0 
per cent) and Portugal (13 per cent), with Spain (8.8 per cent) Luxemburg 
(8.6 per cent), and Ireland (5 per cent) below the 10 per cent line, with the 
rich outsiders Switzerland (12.7 per cent) and Norway (7.6 per cent) with 
sensible differences.12 For the CEE countries, except Poland (12.4 per cent) 
and Slovenia (10.3 per cent), all of them are below the 10 per cent line. The 
Czech Republic (8.4 per cent) and most of the others are slightly above 6.0 
per cent with Estonia the lowest (6.0 per cent).

An important aspect relates to the evolution studied here between 1995 
and 2006. Except for Greece, Czech Republic, Italy, Cyprus, Hungary, Malta, 
Portugal, Iceland and Switzerland, in most other countries the share of 
expenditure for pensions in the GDP diminishes, with Germany, Ireland 
and Slovakia remaining constant. Portugal is the one that increases most 
(from 9.7 per cent to 13.0 per cent) and Latvia, Spain and Luxembourg the 
ones in which the shares diminished most. This trend may have opposed 
evaluations: as a success of the measures taken to limit that expense, or 
as a worrying feature indicating that old people have to do with a smaller 
share of social income. But this trend depends also on the evolution of GDP 
and other measurements should be considered (for instance, growth rate of 
spending per capita at constant prices).

As it has been stated, several reforms of pension systems have been imple-
mented in the old member states. An initial stream of reforms consisted in 
restricting the conditions of eligibility and reducing the benefits of public 
pensions, while the second was based on privatisation under the form of 
increasing funding schemes.

The falling share of pension spending on GDP has been mentioned above. 
But the evolution of the average annual growth rate of (public) old age 
spending13 per head of population is more significant for assessing the real 
evolution. Table 11.2 shows that apparently state interventions to limit the 
increase of spending on public pensions seem to have reached their aim as 
the growth rates have generally slowed down after a turn at the beginning of 
the 1990s in most cases. Only Germany, United Kingdom and Portugal are 
exceptions due to specific reasons (unification in Germany for instance).

Several types of incentives were given to private pension funds: not only 
important tax incentives for private funds have developed but other incen-
tives have been implemented – for instance enhanced liberalisation of 
investments; but the major public incentive given to pension funds in some 
countries is the new regulation making them compulsory.
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Though some uncertainty is present in the disposable data (OECD, 2006), 
the comparison of the assets of pension funds and of their variations dur-
ing the beginning of the 2000s allows characterising the countries in the 
following way:

in the continental countries, the size of assets of pension funds varies  ●

between 3.9 per cent and 5.8 per cent of the GDP in 2005, but in the 
Netherlands where the pension systems have been built on pension funds 
for a long time the assets have reached 124.9 per cent. These assets have 
been growing between 2001 and 2005 in most countries except in Belgium 
and in France.14 They strongly increase in the Netherlands.
in the Nordic countries, there is a wide range of assets in per cent of the  ●

GDP in 2005: 14.4 per cent in Sweden, 33.6 per cent in Denmark, and 
66.1 per cent in Finland. The ratio increases in all the countries over the 
period 2001–2005 though it has slightly decreased in 2002.
in the Anglo-Saxon countries in 2005, the assets accounted for 52.8 per  ●

cent of the GDP in Ireland and for 70.1 per cent in the United Kingdom. 
They relatively decreased in 2002 in both countries and again in 2003 in 
the UK.

Table 11.3 Average annual growth rate per capita of spending for 
pensions, at constant price, in %

1980–2001 1980–1990 1993–2001

Belgium 3.09 2.28 1.84

Netherlands 1.48 2.19 0.18

Germany*  1.54*  1.59* 2.55

France 2.83 2.93 2.03

Austria 2.63 2.87 2.34

Denmark 2.15 2.00 0.70

Sweden 2.49 2.84 0.92

Finland 3.39 5.78 1.55

United Kingdom 3.13 2.01 2.36

Ireland 1.88 1.98 1.50

Italy 3.64 4.72 2.20

Spain 4.18 4.38 2.37

Portugal 7.27 5.31 6.72

Greece 3.98 5.67 5.51

*1993, 2001 including former GDR
Source: André (2004)
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in the southern countries (except Greece for which there are no data), the  ●

assets are limited, with less than 12.9 per cent of the GDP in 2005. They 
slightly increased between 2001 and 2005.

It is seen that the assets of private pension funds are still very different in 
the member states. In several countries, they reach quite huge levels. But 
private pension funds are extremely risky, as shown by the stock exchange 
crisis at the beginning of the 1990s and the big financial crisis of the pre-
sent period (2007–2009)15 and some financial scandals (the Maxwell scan-
dal in the United Kingdom for instance, the recent Madoff scandal in the 
United States). “It must be noticed that, in 2002, some big English pension 
funds have even advised to their members to leave them and to subscribe to 
the complementary public schemes!” (André, 2007, p. 28). The implemen-
tation by the state of a new regulation, during the 1990s, trying to prevent 
some causes of failure reveals today to be totally insufficient for protect-
ing pension benefits. Several pension funds do no more succeed to fulfil 
the financial criteria imposed by the state for limiting risk, for instance in 
the Netherlands, and the level of pensions will probably be reduced in the 
future. This will likely be the case in other countries as well. The magnitude 
of losses in the next years is still unknown, but pension benefits are at risk to 
be strongly reduced in countries where private funding is well developed.

We have said previously that a frequent trend in the reforms was a 
transformation of defined benefit funds into defined contribution funds: 
In 2004, for private pensions, defined contribution funds are dominant 
(more than 50 per cent) among occupational plans in Austria, in Denmark, 
in Ireland, and in three on four of the southern countries. Nevertheless, 
an important share of schemes continues being defined benefit schemes 
(Netherlands, United Kingdom). The ratio of defined contribution plans to 
total plans has reached 25 per cent in Belgium and 22 per cent in the United 
Kingdom. This ratio is very small (less than 9 per cent) in the Netherlands, in 
Germany, in Sweden, in Finland and in Portugal. There are also some hybrid 
types of schemes for which, for instance, a minimum rate of return is guar-
anteed in a defined contribution scheme (for instance Belgium, Denmark). 
When personal plans are added the proportions change significantly only 
for Sweden (41 per cent defined contribution plans and 59 per cent defined 
benefit schemes) and Finland (20 and 80 per cent). The share of defined 
contribution schemes tends to increase in Austria, in Sweden, in the United 
Kingdom and in Italy (André, 2007, table 2, p. 25).16

Finally, it seems that the trend to increase funded private pensions is well 
established:

André (2007) mentions the report (CEC, 2005) that presents some esti-
mates of the future development of private pension schemes, and it shows 
that although the expected changes differ in their size depending on coun-
tries, most of them expect that the importance of private pensions will 
increase in the contribution of retired persons income.17
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11.3.3 The CEE countries

Since privatisation and liberalisation had been the instruments of transi-
tion into the market economy of the Central and Eastern European coun-
tries (CEEC) they went for rapid and wide privatization procedures, giving a 
heavy weight to the private side of the pension systems. In addition, another 
major difference with the West was because in the previous system state 
enterprises were managing the pensions and therefore their privatisation 
compelled to change the system of pensions as well.

The diagnostic of the problem has been the same as in the old countries:

It is expected that working age population will decline because of low 
fertility rates (in the Czech Republic even lower than in the less fertile 
EU-15 – Italy, Greece, Spain), and life expectancy is supposed to increase 
significantly. ... This fact presents a considerable concern with respect to 
the economic and social outlook due to higher dependency ratio. ... Some 
factors offset the decline in the benefit ratio, like the decline in the take-
up ratio in the EU-10 NMSs. On average, if there are no offsetting factors, 
demographic pressure would push public pension spending significantly 
upwards (Festic, 2008, p. 3).

However, Augustinovics (1999) adduces that the demographic phenomenon 
have not appeared yet on a large scale in post-communist economies, and 
Mencinger (2008) states that the public pension expenditures and the trans-
fer from active labour force to retired population are not eroding the public 
finance due to the fact that the quotient of age dependency was stagnating in 
the period between 1995 and 2005; and even more, the volume of pensions 
and the growth rate of average pension is lower than the GDP growth, while 
Hausner “argues that the pension system in the post communist economies 
can be repaired and radical reform avoided. Rationalizing and regulating the 
PAYG system would restore long-term financial balance to the system. ... At 
the same time, voluntary savings are low due to relatively low income level of 
the population in transition economies” (quoted by Festic, 2008, p. 11).

In spite of these arguments, most of the CEE countries reformed their 
pension systems towards privatisation in the late 1990s or early 2000s. In 
overall terms, the new systems are based on a mandatory privately funded 
scheme, compulsory for new entrants to the labour markets and for people 
below a certain age and voluntarily available to older persons while main-
taining the old system for those who did not want or were not obliged to 
join the new system.

Some data on pensions in the CEE Countries are presented in Table 11.4 
and their pension systems may be clustered into three groups:

Latvia and Poland, where pensions are financed on PAYG basis but 1. 
entitlements are worked out in the same way as in private defined con-
tribution pension funds and the pension is an annuity drawn from the 
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accumulated capital sum. The second pillar is compulsory for persons 
born after 1969 and funded; the contributions for it are transferred to 
the private pension fund from the accounts maintained with the social 
insurance contribution.
Hungary, Bulgaria, Estonia, Lithuania and Slovakia, where new pension 2. 
systems have three pillars, the first pillar – the public system – is still a 
defined benefit scheme, and the second one is compulsory and funded.
The Czech Republic, Slovenia and Romania, where the only mandatory 3. 
system is the PAYG. In the Czech Republic the second tier consists of a 
voluntary private scheme offering personal pension plans, whereas in 
Slovenia there are three supplementary pension schemes: a mandatory 
scheme for formerly privileged branches, a voluntary private scheme for 
occupational and personal plans, and a pension fund for privatisation 
certificates (Festic, 2008, p. 7).

The advantages advanced for privatization are the usual ones: higher effi-
ciency, greater savings and enhanced growth, the development of capital 
markets. As it was to be expected these problems reflect similar problems as 
those encountered by the old members of the Union even if their incidence 
may be more acute because of the lower economic and institutional level of 
these countries. Therefore, the counter arguments, taking into account the 
circumstances of the European Economic Community (EEC) countries, are 

Table 11.4 Pensions in the new member states

Pension 
expendi-

tures/
GDPb

Average 
pension/
average 

gross 
wage

(in %)a

Population 
over 60 
(in % of 

total popu-
lation)b, a

Benefit 
ratio = 
average 

pension/
GDP per 
workerc

Take–up 
ratio = pen-

sioners/ 
popula-

tion(65+)c

Dependency 
ratio = popu-
lation(+65)/

popula-
tion(15–64)c

Czech 
Republic

9.4 46 18.2 –9.1 –36.8 109.3

Hungary 9.1 38 19.6 16.3 –33.4 97.4

Poland 13.5 43 16.5 –68.0 –54.5 108.3

Slovakia 7.9 44 15.3 –40.6 –34.0 122.0

Slovenia 14.5 43 19.1 –7.5 –26.8 99.7

Estonia 7.6 29 20.3 –73.1 –26.8 60.3

Latvia 11.4 38 20.6 –40.7 –20.6 62.7

Lithuania 7.3 32 18.5 0.1 –27.3 72.1

a2000; baverage EU–15 = 21.7%, average CEE = 19.2% (2000); c2005.
Source: Festic (2008), GVG (2002), DREE (2003) and EC (2003)
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also similar to those signalled above. Specificities of CEE countries reinforce 
the fragility of privately funded pension systems and the volatility of cap-
ital markets due to the novelty and the large riskiness of financial markets 
and of financial intermediaries, more in a transitional context. Further, the 
private sector may not provide enough investment projects to efficiently 
absorb mandated pension savings (Festic, 2008).

11.4 Some problems of private pension systems

The arguments referred to above lead to conclude that ‘privatization contin-
ued overwhelmingly to worsen the economic and social welfare; and the pri-
vatization of pension system would continue to create more social problems 
than it tackled ... . The pension privatization is to reduce the welfare role of 
the state and it could erode collective responsibility for the welfare of the 
vulnerable (Ginn, 2004). Gender inequality in private pension system and 
public private mix provisions has implications for pensioner poverty and 
distributional outcomes. The promotion of private pension system enables 
individuals to compensate for diminishing state pensions and those who 
cannot do so will face the indignities of means testing and the uncertainties 
of relying on family members for financial support. Hyde et al. (2003) argue 
that privatization of pensions allows less scope for expressing the values of 
social cohesion, integration and inclusion. In state pension provision, min-
imum or flat-rate pensions and those based on earnings years help women 
to obtain an independent pension. ... In the private system membership 
of defined benefit occupational pensions is often unequally available to 
employees. Women’s lower coverage than men reflects this as well as their 
lower employment rate. Part-timers often can not afford the higher contri-
butions required in the employer’s pension scheme. Shorter working hours 
and gaps in employment result in lower pension entitlements relative to 
men (Ginn, 2004). ... The current stampede towards privatization and cap-
ital funding is not the solution but will bring a further exacerbation of the 
real problems of social welfare in a democratic society (Festic, 2008).

As private systems develop, a number of problems crop up showing that 
they also present serious shortcomings. We shall only mention a few of the 
most conspicuous: One of the complaints of financial institutions, many 
governments and especially of the Union about private pensions is the 
weakness of response to the voluntary private schemas. Contradictory pol-
icy measures have caused duplication of regimes and confusion of would-be 
private undertakers instead of their expansion, increasing inequality is 
caused because poor people cannot afford private schemes, tax incentives 
are expensive, non distributive and regressive. Also the ‘mis-selling’ – tricky 
sales practices of insurance age for whom commission payments made up a 
large proportion of their salary – has caused problems and led to an increase 
of regulatory norms implying the bringing back of the state, and so on and 
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so forth. Many other aspects affect the operation of funded provision and 
the obvious conclusion has to be reached that private schemes in practice 
are not as favourable as their proponents sustain, and that privatisation is 
not the panacea some people wish believe it is. The present financial crisis 
strongly reinforces the critical approach to private pensions because it very 
clearly shows the big risk that the stock exchanges represent to the value of 
the assets of pensioners.

11.5 The social reaction

In relation to the influence of other social agents – besides political and 
financial institutions – in the privatisation of pensions, two aspects need 
to be revised. First, their role in the privatisation process as representa-
tives of pension stakeholders may be worth considering, especially the role 
of trade unions; and second, the reaction of social agents to the reforms 
implemented.

The problems that pension reform entails for unions between the interests 
of current pensioners and those of workers as well as the consequences for 
funds, and the institutional context of unions, are likely to shape the way 
the problem is resolved. If trade unions consider that changes are necessary 
or merely more convenient for their interests, or when unions take part in 
the reform and in the future management of pensions, they are more likely 
to accept the reforms, diminishing possible social unrest. Because of this, 
significant differences among the reaction of unions to the privatisation 
of pensions may be found: in some countries unions have strongly reacted 
against privatisation – Greece, Austria and Spain in the eighties – while in 
others, unions may be considered very complacent and even part of the 
trend towards privatisation of the financial agents and governments, as in 
the UK and Spain since the nineties.

As for reactions in front of the implemented reforms, labour unions and 
other social movements have not been passive in the face of these develop-
ments. On the one hand, popular resistance has manifested when specific 
reforms were proposed in some countries – at least in France, Spain, Italy, 
Austria, and Greece – and some preoccupation may be detected in public 
opinion. However, those popular reactions have been milder than could 
have been expected. We live in a period of very weak unionisation and of 
strong integration of some leaderships into orthodox thinking and policy. 
Therefore many unions have accepted rather uncritically the analysis and 
solutions offered by the establishment considering them as the ‘lesser evil’; 
others have even taken financial advantage of the privatisation of pensions, 
thus weakening significantly the opposition to it. As for other social move-
ments, it seems pensions are not among their highest priorities, except for 
some pensioner associations that struggle to improve their pensions. The 
impact on the populations of the sophisticated and expensive publicity 
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campaigns financed by banks about the crisis of the public pensions and 
the advantages of private ones should not be ignored either. We cannot 
inquire here the reasons for it, but in spite of some sort of generalised social 
preoccupation for what are presented as the financial difficulties of future 
pensions, acceptance of the ‘inevitability’ of private pensions increases and 
social resistance weakens.

11.6 Conclusions

The pension regimes in the EU at the beginning of the twenty-first century 
show a continuation of the trends established in the 1990s, stressing per-
manently the concern for the financial viability of the system, the need to 
limit the expense on public pensions and the value of developing private 
pension systems with special reference to a funded mandatory second pillar, 
completing or replacing the public systems.

As for reforms in the member states, the Union considers that since the 
2003 Joint Report: “There has been substantial progress in reforming pen-
sion systems. ... Disincentives to work longer have been reduced and incen-
tives strengthened, links between contributions and benefits have been 
tightened and life expectancy has been further taken into account in pen-
sion systems. Moreover, the provision of supplementary pensions has been 
promoted and legislative frameworks improved. Furthermore, some Member 
States have also tackled old age poverty by increasing the levels of guaran-
teed minimum pensions ... . Reforms have made steps regarding all three 
key objectives: providing adequate retirement income, ensuring financial 
sustainability and adapting systems to changing labour market and societal 
conditions” (SEC (2006) 1247, p. 6/7).

In spite of all these reforms “In order to indicate the relative importance of 
the risks to the long-term sustainability of public finances, a three level cat-
egorisation is used, introduced by the Commission and the Council in the 
2005/06 round of assessment of the stability and convergence programmes: 
low / medium / high risk. Overall, among the 25 Member States of the EU 
six countries are assessed to be at high risk, ten at medium risk and nine at 
low risk, which overall confirms the assessments of the stability and conver-
gence programmes carried out in the early months of 2006.” Countries were 
classified as follows: The high-risk group of countries (CZ, EL, CY, HU, PT 
and SI), the intermediate group of countries (BE, DE, ES, FR, IE, IT, LU, MT, 
SK and UK) and the low-risk countries (DK, EE, LV, LT, NL, AT, PL, FI and SE) 
(SEC (2006) 1247, p. 6/7).

To maintain the financial viability of public pensions a series of meas-
ures are proposed to limit the benefits and expenditure of public pensions 
and increase the actuarial character of pension entitlements. Policymakers 
seem much more preoccupied by the alleged financial unsustainability of 
the public pension schemes than for the well-being of pensioners. These 
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measures inevitably lead to decreasing replacement rates; a fact that is fully 
recognised and accepted by the policymakers. Very little interest is shown 
in devising specific arrangements to secure minimum pensions, let alone 
sufficient pension for a dignified life in old age.

The interest in the portability of private pensions is recognised as a very 
important measure to ensure labour mobility, but policy approaches to 
enhance it seem rather confused.

The expansion of private pensions are also exposing a set of new problems. 
Besides, the very high risk that they imply, which is often ignored by policy-
makers, inequality, the weakness of response to voluntary private schemas, mis-
selling practices and others that require renewed regulatory measures bringing 
the state back, all show that privatisation of pensions is not the panacea.

Even with the known notable differences among the EU countries, the 
problems and the evolution that the pension systems encounter, both for 
public and private systems and for old and new members of the Union, are 
very similar, even if their incidence in the new countries may be more acute 
because of the lower economic level and new institutional market frame.

In spite of some social resistance to pension reforms, it does not seem that 
the latter are encountering the fierce social resistance that may have been 
expected. For different reasons social leaders and public opinion seem to 
have accepted the ‘inevitability’ of the decrease in public pensions and the 
need for private ones. It seems clear that the outlook is rather grim for public 
pensions and especially for poor and low-income pensioners.

Notes

1. This argument already existed well before the transition to the market system of the 
Eastern countries started, but has been widely used since 1989 in relation with these 
countries because of the need to enhance rapidly the private accumulation process.

2. Between 1960 and 2005, the increase in the share of old age people in the total 
population of EU25 was 1.1 per cent a year and it should be 1.3 per cent a year 
between 2005 and 2050. The demographic transition began two centuries ago and 
will probably come to a standstill (Concialdi, 2006, p. 307).

3. Except if it is assumed that the financing of public pensions depends solely on the 
number of workers, as it is done by the proponents of privatisation of pensions, 
which is a totally unjustified assumption.

4. Which among other things implies that with defined contributions a longer life 
means smaller benefits per year.

5. As an example, see the article ‘La crise boursière fragilise les regimes de retraite des 
Britaniques’ in Le Monde 29 November 2008.

6. In the USA, according to the Social Securities Trustees Report (SSTR): “the tax 
increases that would be needed to keep the program fully solvent over its seventy 
five year planning period are comparable in size to the tax increases that were 
implemented in each of the decades from the fifties to the eighties ... measured as 
a percentage of taxable payroll ... is 1.92 percentage points. By comparison, the tax 
was increased 2.24 % points in the eighties (4.4% for the self employed), 1.76 % in 
the seventies, 2.4% in the sixties and 3.0% in the fifties” (Baker, 2003, p. 2).
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 7. Even when they were not members yet, they had been more heavily oriented 
towards privatisation through the general transformation of their countries and 
the heavy influence of the World Bank.

 8. We cannot review here the abundant literature of the Union about pensions but 
to present a very sketchy summary of the main priorities for change in the recent 
period.

 9. Since policies are similar to the previous period, much of the evaluation we have 
advanced in Part I applies also here.

10. This part has been drafted relying heavily on various articles by Christine 
André on social services and pensions, particularly her comprehensive article: 
Privatization and pension systems in Western Europe and with her assistance, for 
which we are very grateful.

11. There are some differences depending on if the individual plans are or not 
included but not too significant, except in the case of Spain, where individual 
plans change the percentage from 10 per cent for occupational to 40 per cent if 
individual plans are included.

12. This, together with the figures for Ireland and Iceland (6.8 per cent), make it 
 difficult to advance even an hypothesis about the relationship between the 
expenditure on pensions and the level of economic income or economic growth.

13. Eurostat data, which are used here, cover mainly public spending and include 
some limited part of private spending but in an irregular and incomplete way 
for 1980–2001. The new Eurostat data are used from 2005: they clearly include a 
larger part of private spending for several countries. So, data used for 1980–2001 
can be considered as a rough approximation of public spending, while those 
used for 2005 are an approximation of total spending.

14. It increased in France until 2003 then it has decreased.
15. As an example it can be mentioned that the British Pension Protection Fund, 

a public body that guarantees 7800 defined benefit plans has asserted in its 
November 2008 report, that 6468 of them are in deficit and that it has multi-
plied by four since October 2007 (La crise boursière fragilise le srégimes de retraite 
des britaniques. Le Monde 29 November 2008).

16. There is no information at all for France, and information is lacking for quite a 
number of countries for personal plans (André, 2007, table 2).

17. See the excellent article by C. André (André, 2007) to have a view of the changes 
in the European Union countries.
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12
Bank Liberalisation and Privatisation
Marica Frangakis, Jörg Huffschmid and Joze Mencinger

12.1 Introduction

Banks used to be the financial backbone for the development of modern 
capitalism and they continue to be one of the major economic pillars for 
every society based on large-scale division of labour and the use of money 
as accounting unit, means of payments, credit and store of value. Banks are 
the basis of the universal payment system and serve as infrastructure and 
medium for social interaction and cohesion; they provide credit which is 
at the centre of capitalist expansion. Instability of the banking system can 
lead to financial crises which impair the functioning of the whole econ-
omy. Therefore the stability of the banking sector is a public good. Lastly, 
the control over the banking system gives power to influence the direction 
of economic and social development. All this explains the relatively large 
role of public ownership and regulation in the banking sector throughout 
the world in the years preceding the wave of liberalisation and privatisation 
after 1980.

However, during the last three decades the exclusive role of banks as the 
financial backbone of modern capitalism has been gradually eroded. Today, 
we instead have two-pillar systems in most developed countries. In addition 
to the bank sector, the securities-based financial systems (bonds and equity) 
play an increasing role in the financing of economic activity. This sector is 
much more market orientated and much less regulated than the banking 
sector. Its emergence is a result of the internationalisation of capitalism and 
the deregulatory tendencies which were gaining ground since the late 1970s 
and became dominant during the 1990s.

The structure and operations of banks have not remained unaffected 
by these tendencies. Since the 1980s, a great number of liberalisation and 
deregulatory measures were taken and throughout the 1990s privatisations 
occurred in different forms. They took place, on the one hand, in the mem-
ber states of the ‘old’ EU15, and, on the other hand – under the completely 
different overall conditions of systemic transformation – in the new member 
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states in Central and Eastern Europe (CEE).These changes of bank structures 
in both parts of the EU are the subject of the present chapter (which does 
not discuss the securities’ side as the second pillar of modern financial sys-
tems). In Section 12.2 we briefly present the structure of European bank-
ing systems before the reform. Section 12.3 deals with bank liberalisation, 
deregulation and privatisation in the EU15, and Section 12.4 with the corre-
sponding events in the CEEC. Section 12.5 concludes and gives an outlook 
on the potential impact of the recent worldwide financial crisis upon the 
banking sector in the EU.

12.2 Complex and diverse systems: Banking structures 
and regulation in Europe before the 1980s

Before 1945: The rise and fall of universal banking Banking in Europe started 
with private initiatives by merchants to facilitate their national and inter-
national expansion (see Kindleberger, 1984; Pohl, 1993). Later political 
authorities assumed a role as guarantor of the stability and validity of the 
money issued by private banks. A further milestone was the set up of 
national central banks as either private or state-owned institutions to which 
the issue of money and the control of financial stability was conferred by 
national legislation. This two-tier structure – central banks and commer-
cial banks – was firmly established as a basic feature in almost all European 
countries before 1945.

The development of European banking systems was driven by the growth 
and expansion of large commercial banks which financed states and the 
expansion of national enterprises (See Pohl, 1993, CII and CIII). Most of 
them were universal banks in the sense that there were no legal limits for 
the regional or sectoral scope of their activities. In the nineteenth  century 
two additional layers of the banking system emerged: first, a system of 
credit unions, in which the members provided money to each other on a 
basis of mutuality – mostly in agriculture and housing; second, public or 
semi-public savings banks with the aim to promote individual savings and 
extend credit to savers.

Following the worldwide financial crash in 1929–1931 the US government, 
and later also European countries, introduced a comprehensive network 
of structural and conduct rules and restrictions for the financial sector to 
avoid further financial crises. Such rules included strict separation of differ-
ent business activities and regional reach (Glass-Steagall Act of 1933), inter-
est rate ceilings, limits for fees and commissions, quotas for loans and so on. 
(see James, 1993, pp. 354–356; Russell, 2008, chapter 4). As a result of these 
developments the banking sector in most EU countries (and in the USA) was 
among the most tightly regulated sectors in the respective economies.

Thus, before the division of Europe in East and West rather complex, 
highly segmented, strongly regulated and diverse banking structures were 
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in place in most countries. Four pillars could be distinguished which coex-
isted and were regulated in different ways:

a national central bank (mostly state-owned, always state-controlled), ●

private profit-oriented commercial banks, ●

public or semi-public not-for-profit savings banks with limited regional  ●

reach and public interest orientation,
private not-for-profit credit cooperatives. ●

After 1945: Different developments of banking in East and West As a conse-
quence of the division of Europe after the war the banking systems devel-
oped in completely different ways.

In Western Europe the complex and segmented banking landscape was 
largely maintained. Regulation was even intensified and nationalisation 
of private banks, which had started on a large-scale basis in Italy already 
before the war, was considerably extended. In France, four leading com-
mercial banks were nationalised in 1945 as a means to gain control over 
the direction of economic development in the framework of French plani-
fication. The UK government nationalised the Bank of England in 1946. In 
Portugal, all major commercial banks were nationalised after the collapse of 
the Salazar regime in 1973, and in Greece the same happened after the short 
period of fascism in the mid 1970s. At the beginning of the 1980s the state 
owned more than 60 per cent of all bank assets in France, Italy, Portugal and 
Greece, and in Germany, Sweden and Belgium the share was higher than 
20 per cent (de la Motte, 2007, p. 3).

Several justifications for this were brought forward which in their entir-
ety reflect the conception of an active, interventionist and social func-
tion of the state in finance (see Andrews, 2005, pp. 6–7; Megginson, 2005, 
pp. 1992–1993):

Stimulating growth when economic institutions are not sufficiently devel- ●

oped for private banks to meet the financing needs of the economy. This 
is the so-called development view of state-owned banks.
Controlling the ‘commanding heights’, that is strategic sectors of the econ- ●

omy, ensuring that the growth of regions and/or sectors is not impeded 
by market failures. This is a variant of the ‘development view’, applying 
mainly to developed countries.
Bridging the gap between principal (the public) and agent (the producer),  ●

in the case of significant informational asymmetries where complete con-
tracts cannot be written and enforced.
Ensuring the stability of the financial system by means of overseeing the  ●

banking system and, in the case of a crisis, taking the necessary measures 
to alleviate its implications for the economy at large, such as lender-of-
last-resort operations. This is usually the function of a central bank.
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Pursuing social goals, such as providing finance to poorer borrowers who  ●

would be neglected by less informed or motivated private bankers; sup-
porting employment and reducing income inequality in any particular 
region or sector. This has been called the ‘political view’ of state-owned 
banks.

In Eastern Europe the traditional banking structures were completely broken 
up after the war (Barisitz, 2008, chapter 3). The whole sector was nation-
alised and integrated with the monetary branch into the state planning 
system. The two-tier system was abolished and replaced by a monobank 
structure. All monetary and credit functions were centralised in one mon-
etary authority with different branches for different purposes: to finance 
production, investment, and foreign trade, to collect individual savings, to 
organise the issue of cash money, and the payment system.

The most important difference with regard to the Western system was 
the fact that commercial banks lost the credit creation capacity which had 
made them active drivers of capitalist expansion, innovation, and perman-
ent restructuring. In Eastern Europe capital markets, where they had began 
to emerge, were abolished, and so were genuine credit markets.

12.3 Financial liberalisation, deregulation 
and bank privatisation in the EU15

The main thrust: Deregulation in a single market with a restrictive macroeconomic 
framework Financial liberalisation became an issue in Western Europe as 
a result of the globalisation of the international financial system, which 
was largely the outcome of the internationalisation and deregulation of the 
US financial system (see Grahl, 1997, chapter 9). In Europe financial inte-
gration was regarded as an essential pillar of the Single European Market 
(SEA) project which was codified in the European Single Act of 1986 and 
envisaged the transition from a positive integration strategy to a negative 
integration strategy, that is to market opening with no or very little prior 
harmonisation of rules. The SEA was followed by the 1988 Council direct-
ive on the liberalisation of capital controls and the 1989 Second Banking 
Directive and several legal acts going in the same direction. During the 
1990s, financial deregulation became firmly established in the European 
agenda. It took place in different forms, in different intensities and speeds 
in different countries, most sweepingly in Margaret Thatcher’s ‘Big Bang’ 
reform in 1986 an in Spain in the late 1980s.1 A further powerful push in 
the same direction came through the Financial Services Action plan (1999–
2005) which included some 40 measures to promote financial integration, 
mostly through deregulation.

In parallel to this deregulatory dynamic, the EU developed a very restrict-
ive macroeconomic policy framework. For fiscal policies narrow limits for 
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public deficits of member states were imposed in the Maastricht Treaty of 
1992, and reinforced in the Stability and Growth Pact of 1997, while on the 
European level the volume of the EU budget was kept extremely low and 
incurring public debt was prohibited. The creation of a single currency and 
the Monetary Union (MU) in 1999 for 11 member states with the European 
Central Bank established a European monetary policy regime which was 
exclusively concerned with price stability and did not bear responsibility 
for growth, employment, financial market or exchange rates stability. At the 
same time, while national central banks were deprived of monetary sover-
eignty, the task of banking and financial market supervision and control 
was left with the member states. The lack of a common regulatory frame-
work – beyond exchange of information and ‘best practices’ in numerous 
committees – for financial supervision and stabilisation in an environ-
ment of advanced financial integration made member states – and the EU 
as a whole – very vulnerable to financial shock, turbulence and crisis. The 
financial crash of 2007/2008 has demonstrated the weakness of a purely 
 competition-driven financial integration very clearly.

The rationale for privatisation Although privatisation of state-owned banks 
was not part of the official EU agenda, the thrust on liberalisation, market 
opening, deregulation and creating undistorted competition had of course 
consequences for the privatisation issue. State-owned commercial banks 
and savings banks, operating in a broader social context by comparison 
to privately owned banks, as well as serving a multiplicity of goals, found 
themselves under increasing pressure, economic, political, as well as ideo-
logical. Liberalisation, deregulation and exposure to unrestricted competi-
tion meant for public banks that they should behave like private ones, and 
this would deprive them of the specific features and orientations which are 
the essence of their public good character.

In practice, the transition from a state-owned bank with a special pub-
lic interest mission to a private commercial bank has been a gradual and 
 continuous process. A good example is Italy. The Amato law of 1990 encour-
aged public savings banks to reorganise themselves as stock companies, the 
equity of which is held by foundations which still have to fulfil public inter-
est tasks. The provision that these foundations should at least hold 51 per 
cent of the capital of the stock companies, was abolished through the Dini 
law in 1994; and in 1998 the Ciampi laws obliged the foundations to sell the 
majority of their shares in the bank. Today the foundations are still there 
and they still have to spend parts of the profits they receive for public pur-
poses. But their role as minority shareholders is practically negligible. This 
is how the Uni Credito Group developed, which is now one of the largest 
private banks in Europe. In Spain, cooperative banks formed the central 
private bank Argentaria which was subsequently merged with Banco Bilbao 
Vizcaya (BBV) to BBVA, the second largest Spanish bank.
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In general, most EU countries readily adopted privatisation policies in 
pursuing a multiplicity of objectives, including (i) promoting efficiency 
both in terms of improvements in internal efficiency (cost-minimisation) 
and allocative efficiency (pricing according to marginal cost); (ii) increasing 
competition in particular sectors and in the economy at large; (iii) develop-
ing a national capital market; (iv) reducing the public debt, as well as the 
public deficit, especially in view of the adoption of the single currency; 
and (v) last but not least, promoting a culture of equity ownership amongst 
the population in general (see Frangakis, 2007, p. 1; Megginson, 2005, 
pp. 1936–1937).

On a more theoretical perspective, public choice theory challenges the 
assumption of well-informed government agents pursuing social goals, pos-
tulating instead that “government actors are politicians and bureaucrats 
who may be motivated to use state-ownership to secure political office, 
accumulate power or seek rents” (Clarke et al., 2005, p. 4). Or, more plainly 
put, “rather than exerting a ‘helping hand’ to ease market failures, gov-
ernments may instead use a ‘grabbing hand’ to satisfy political objectives” 
(Levine, 2003, p. 12). Therefore, reducing the state-ownership of banks is 
expected to increase competition and promote efficiency not only in the 
banking sector, but also in the economy at large.2

Such a theoretical approach to bank privatisations has given rise to a 
pro-privatisation culture, which rests more on ideological preferences than 
on analytically or empirically proven facts.3 This is all the more so, to the 
extent that no causal link has been empirically established between the 
state-ownership of banks and slower economic growth. The following state-
ment by Andrews (2005), in a Working Paper published by the International 
Monetary Fund (IMF), is telling in this respect:

While there may not be conclusive empirical evidence of causations, 
it is clear that state owned banks are associated with ‘bad’ growth and 
 development outcomes. These can be attributed to inefficiency on the 
part of state owned banks or less benignly to political interference. Even 
if lacking empirical proof, many policy makers have concluded that pri-
vate sector banks are more efficient and privatisation removes the irresist-
ible cookie-jar of state owned bank largess from the reach of politicians. 
Thus, the trend to privatisation of state owned banks is likely to continue 
(ibid., p. 17). 

Similarly, although an often-quoted study by La Porta, Lopez-de-Silanes 
and Shleifer (2002) found, in an examination of 92 countries, that slower 
economic growth is associated with higher levels of historical state-
 ownership of the banking system, no causal link between the two could be 
established.
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Based on the above presumptions, a number of recommendations are fur-
ther made by pro-privatisation analysts (see Clarke et al., 2005; Megginson, 
2005):

The full privatisation of a state-owned bank, as opposed to a partial one,  ●

is to be preferred.
After privatisation, the culture and propensity to lend to state-owned  ●

enterprises should be eliminated.
Sales to foreign owners are to be emphasized. In particular, where the  ●

institutional framework of a country is weak, foreigners are to be pre-
ferred because of regulation in their home country.
Sales to one or a few strategic buyers are associated with greater gains, as  ●

opposed to a large number of owners through share issue privatisation, 
due to agency problems.

The theoretical tenets, on which the prevalent orthodox analysis of bank 
privatisations rests, can be criticized on ideological, political and economic 
grounds.

From the point of view of ideology, they reveal a preference for private  ●

ownership, which is however argued in economic terms.
On the level of economic analysis, they arbitrarily assume away the mar- ●

ket failures and bank crises that have historically often led to state bank 
ownership.
On the political level, they presume that politicians are by nature suscep- ●

tible to corruption, so that they should be insulated from the exercise of 
the very powers, for which they are elected into government. Apart from 
the fact that corruption has become known as a common feature in large 
private corporations during the last decade, public choice theorists under-
estimate democracy, which is however universally considered a precondi-
tion for economic and social development.4

Overall, the rationale for bank privatisations is embedded in an analytical 
framework, which assumes that for banks to contribute to greater compe-
tition and efficiency, and by extension to growth and development, they 
should better not be publicly owned. This is a circular type of logic, which 
either ignores or subsumes all other types of influences to its core argument. 
In spite of the criticism of its weak empirical and theoretical foundations, 
this approach is prevalent amongst orthodox economists, and it has had 
most influence on the real process.

The course of bank privatisation As Figure 12.1 shows, bank privatisation 
in the EU15 was mainly a matter of the 1990s. Altogether, Privatisation 
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Barometer counts 113 cases with a total value of $64 billion between 1985 
and 2007. Of these two-thirds occurred in the 1990s and less than a quar-
ter in the eight years from 2000 to 2007. The number of cases started to 
rise in the late 1980s and remained high until 1997, when it began to fall 
steeply until 2002. Between 2000 and 2007 there was no year with more 
than four cases of bank privatisation. With regard to the transaction value, 
the process is even more concentrated on five years in the 1990s and one 
year afterwards (2004, with the privatisation of the French group Eulia and 
the German Postbank).

With regard to regional distribution, too, bank privatisation was highly 
concentrated. Almost two thirds (63 per cent), of the transaction value in 
bank privatisation fell on three countries: Italy, France and Germany (see 
Figure 12.2).

International comparisons In order to make international comparisons in 
the area of bank privatisations, we calculated summary statistics of bank 
privatisations for the EU member countries (excluding Luxembourg), com-
paring them with the equivalent statistics for the OECD and non-OECD 
countries. We use the data provided by Boehmer, Nash and Metter (2004), 
which go only until 2000. This limit is acceptable with regard to the fact 
mentioned above that bank privatisation occurred mainly in the 1990s.

As we can see in Table 12.1, the EU countries were bank privatisation 
champions. Over the period 1982–2000, they undertook 71 per cent of the 
number of bank privatisation transactions carried out by the OECD countries 
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and received 84 per cent of the total proceeds from such privatisations. This 
is not surprising because in the other large countries in the OECD, the USA 
and Japan, banks were generally private from the beginning, so that there 
was nothing to privatise.5

Furthermore, the average size of a bank privatisation in the EU countries 
was larger than the OECD average (118 per cent) and more than three times 
larger than that in the non-OECD countries (340 per cent). More specific-
ally, the following features of bank privatisations across the three sets of 
countries can be noted.

Share issue privatisations are more common in OECD countries than in  ●

non-OECD ones. This is even more so in the EU countries, thus indicat-
ing that the existence of a developed capital market is instrumental for 
the implementation of bank privatisation policies, especially where such 
privatisations are relatively large.
The average share of bank privatisation transactions in the total number  ●

of and in the proceeds from such transactions irrespective of industry 
is lowest in the non-OECD countries, while it is relatively low in the EU 
countries by comparison to the OECD ones. This implies a relatively more 
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limited relief of bank privatisations for the fiscal pressures in the EU, as 
well as a comparatively limited impact on equity ownership, although the 
prevalence of share offerings as a means of EU bank privatisation works in 
the opposite direction.

Comparisons across EU countries The number and size of bank privatisation 
transactions in the EU countries over the period 1982–2000 are shown in 
Table 12.2.

As we can see, Italy and France head the list, having carried out a large 
number of bank privatisation transactions and having derived relatively 
large amounts of proceeds from them. They are followed, albeit at some dis-
tance, by Germany, Spain, Sweden and Belgium, in terms of privatisation 
proceeds, and Greece and Portugal, in terms of number of transactions. In 
fact, these eight countries were the main EU privatisers in the period under 
discussion, accounting for 86 per cent of all bank privatisation transactions 
and 93 per cent of the total value of such transactions.

The UK, on the other hand, stands out for its limited share in the EU bank 
privatisation activity over the period in question, while Ireland had none. 

Table 12.1 Bank privatisations in non-OECD, OECD and EU countries 1982–
2000

Non-OECD 
countries

OECD 
countries EU countries

1. Number of sample countries 33 18 14

2. Number of corresponding 
transactions

156 114 81

3. Average size of transactions 
(US $ million)

247 710 840

4. Total value of transactions 
(US $ million)

38,473 80,897 68,015

5. Percent of transactions 
through share offering %

43.6 49.6 *62.6

6. Average percentage share of 
bank privatisations in total 
privatisations of sample 
(number of deals) %

9.0 19.0 13.5

7.  Average percentage 
share of bank privatisations 
in total privatisations of 
sample (proceeds) %

11.0 18.0 15.1

*Estimated from the Privatization Barometer Dataset for the period 1985–2002
Source: Boehmer, Nash and Metter (2004); adjusted for the EU countries
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This is not surprising in view of the prevalence of the private sector in bank-
ing in these countries. The Scandinavian countries also displayed low bank 
privatisation activity, with the exception of Sweden, which was in a middle 
position by comparison to the other EU countries.

The average size (in US $ million) of bank privatisation transactions var-
ied considerably across the EU countries. This is partly related to the size of 
the banking sector. For example, Greece and Portugal pursued bank privati-
sations with particular vigour, as evidenced by the large number of transac-
tions carried out in each country, 10 and 12 respectively, by comparison to 
19 in top privatiser Italy and 9 in top privatiser France. However, because 
of the comparatively low total value of these transactions, their average 
value was relatively low in both Greece and Portugal. On the other hand, in 
the case of countries with a large banking sector, such as France, Germany, 
Spain and Italy, a high average size of bank privatisation indicates not only 
the size of the banking sector, but also the emphasis placed on privatisation 
policy by their respective governments.

Within each country, bank privatisations accounted for a varying share 
of total privatisations, ranging from 2 per cent in terms of number of deals 
and 1 per cent in terms of value in the UK – where private banks prevail any-
way – to nearly 50 per cent in Belgium (see Figure 12.4). Belgium is however 
an exception, insofar as the corresponding figures in the other EU countries 
are considerably lower. For example, Greece, a heavy bank privatiser during 
the 1990s, recorded a 33 per cent share in relation to the total number of pri-
vatisation transactions and 25 per cent in relation to their value, followed 
by Italy, with a share of 25 per cent and 22 per cent respectively.

Result: the end of public commercial banks As a result of these privatisations the 
role and weight of the state in the banking sector in Europe has diminished 
dramatically in the past twenty years (see Figure 12.3). Still in the 1980s, 
state-owned commercial banks played a leading or significant role in most 
Western European countries (with the exception of the UK). Two decades 
later the vast majority of major commercial banks are traded on the stock 
market, in some cases with residual minority state-ownership. Commercial 
banks controlled by European governments are almost extinct – the not-
able exception being Germany, where regional governments’ influence is 
still significant for the Landesbanken and the public – mostly municipal-
ity owned – savings banks hold a very strong market position in the retail 
 sector.

As a further general result of the wave of bank privatisations the substan-
tially diverse ownership structures of the banking sectors within the EU 
have become more uniform: In the four countries with a large or dominant 
position of state-owned banks in the first half of the 1980s – France, Italy, 
Belgium, Greece – privatisations have changed this structure towards a pre-
dominantly private one and thus made it more similar to the structures in 
the other countries.
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12.4 Financial restructuring and bank privatisation 
in the new CEE members of the EU

In the ten Central and Eastern European countries which entered EU in 
2004 and 2007 the reform of the financial system began later than in the 
EU15 and took place under completely different conditions. It was embed-
ded in the transformation of the political and economic systems from state 
socialism to capitalism. Liberalisation, deregulation and privatisation were 
essential cornerstones of this transition.

For the financial systems, transition was particularly complicated. Their 
completely centralised banking structure had to be broken up and capital 
markets had to be created from zero. The first measure, in several countries 
already taken at the end of the 1980s, that is, before the collapse of the old 
system, was the separation between the central bank and commercial banks 
and the (re-)introduction of a two-tier banking system. Former branches of 
the central bank became independent commercial banks, although they 
remained in the first phase in public ownership. This meant that they had 
to actively compete amongst each other and with numerous newly created 
banks for resources and customers.

According to Barisitz, bank reform in the new CEE members evolved in 
two systematic phases with different duration and time patterns (Barisitz, 
2008, table 5.30). The first phase started with the break-up of the old sys-
tem and the emergence of independent commercial banks at the end of the 
1980s. It was characterised by three problems: First, there was a widespread 
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lack of knowledge about the management and control of a decentralised 
banking system. Second, the newly independent commercial banks suffered 
from a heavy burden of bad loans and had to be recapitalised by the state in 
order to be viable. Third, the development of these banks was particularly 
affected by a sharp transformation crisis in the non-financial sector during 
the first years of the 1990s.

The new financial systems in almost all transition countries suffered 
mostly from inadequacy of the normative framework which was too liberal. 
Indeed, the fast and supposedly efficient creation of a private financial sector 
was given priority over transparent gradualism. Financial supervisors were 
not given enough authority for control or/and there was not enough know-
ledge of finance. As a result, the number of financial institutions increased 
too fast and their troubles expanded quickly.6 Non-performing loans began 
to rise which led quickly to huge losses and crises of financial institutions in 
most countries. Under these conditions privatisation of larger state-owned 
banks was not attractive for strategic investors, and where privatisation took 
place it was in the form of ‘surface privatisation’ (Barisitz, 2008), that is, 
voucher privatisation or management-employee buy-outs (MEBOs). These 
were not accompanied by strategic reorientation with a long-term time hori-
zon. Vouchers were usually quickly sold to investment funds, and MEBOs 
were often followed by cash-stripping or speculative operations to boost 
prices and transform the assets of the corporations into individual wealth 
of their owners.

The second phase started with the tightening of bank regulation/super-
vision, and the establishment of hard budget constraints. In some coun-
tries (like Hungary) this was the case already in the early 1990s, in others 
it began much later. Together with stricter bank regulation the legal envir-
onment (rule of law) had stabilised and property and creditor rights were 
strengthened. As a consequence banks ended their lenient lending behav-
iour and became more cautious. It was not before the beginning of this 
phase that large state-owned commercial banks became attractive targets 
for private investors, and the phase of ‘in-depth privatisation’, that is pri-
vatisation with a long-term strategic perspective on the side of the buyer 
began. Once started, the process accelerated enormously, and within few 
years most large banks were privatised. According to the empirical data col-
lected by Andrews (2005, pp. 30–39) out of 41 bank privatisations in 9 new 
CEE members (except Slovenia) only 11 occurred until 1996, while in the 
next five years 26 banks (9 in Poland, and 7 in and Hungary) were priva-
tised, eight in the year 2000 (see Figure 12.4).

What distinguishes strategic bank privatisation in the CEEC from the 
same process in the EU15 is a high number of sales to foreign institutions. 
The reason for this was on the one hand, the lack of sufficient domestic 
capital, and, on the other hand, the perspective to benefit from advanced 
technology and experience which was accompanying foreign investment 
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in banking. On the side of the investors the underdeveloped financial mar-
kets became a very attractive field of investment once political stability and 
strong bank regulation were in place and major debts removed from the 
balance sheets. Through acquisitions foreign banks became major owners 
of the main financial institutions in almost all transition countries. This 
process of foreign acquisitions was re-enforced in the first years of the cur-
rent decade. In the end, amongst the larger banks in transition countries 
only OTC in Hungary, PKO BP in Poland, and the key Slovenian banks have 
remained in domestic hands.

In 2006, the (unweighted) average of foreign ownership in 10 CEE coun-
tries amounted to 81 per cent of assets and to 95 per cent and more in 
Estonia, Slovakia, Hungary, and Czech Republic (see Table 12.3). A few inter-
national banking groups from EU15 play a leading role in the CEE banking 
system; Scandinavian banks in three Baltic countries, Austrian, German, 
Italian and French in other countries (see Table 12.4).

Underdeveloped banking (indicated by shares of assets, gross loans and 
deposits in GDP), low banking penetration ratios and good macroeconomic 
performances have assured high profits and offered ample opportunities 
for expansion. Moderate risk due to relatively modest shares of banking 
groups’ assets (see last column in Table 12.4) in their CEE business allowed 
a ‘limitless’ credit supply for ‘negligible size market’, that is borrowing at 
home and lending in a host country. Retail banking has remained the most 
dynamic part due to households’ desire to converge to EU living standards. 
The most active foreign banking group, UniCredit, which operates in all ten 
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Figure 12.4 Bank privatisations in the CEE members of the EU, 1992–2004

Source: Privatization Barometer Database; author’s calculations
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Table 12.3 Characteristics of the CEE banking systems in 2006

Country
Number
of banks

Shares % GDP

Banking
penetrationa

of foreign
banks

of 5 top
banks assets

gross
loans deposits

2006 1995 2006 2006 2006 2006 2006 2006

Poland 645 19 70 46 68.6 34.3 41.1 62

Hungary 38 36 95 54 100.1 58.0 45.6 69

Czech R. 37 23 96 63 97.3 42.0 63.9 81

Slovakia 24 23 98 67 87.6 40.8 56.8 81

Slovenia 27 10 35 62 113.5 64.5 57.7 99

Estonia 14 29 99 98 117.1 84.5 50.6 n/a

Latvia 25 28 57 69 140.9 87.0 41.7 n/a

Lithuania 77 16 90 82 74.1 51.0 36.4 n/a

Bulgaria 29 – 81 50 86.0 46.2 55.5 39

Romania 41 – 89 62 51.2 28.0 29.7 48

a population aged 15+ having a banking relationship with a bank.
Source: UniCredit Group (2007)

Table 12.4 Major foreign banks in the CEE banking sector

Country 
bank

Share of assets in banking sector of a CEE country Share of 
assets/ 

profits in 
the CEECsBG CZ EE HU LT LV PL RO SK SI

UniCredit 15.3 7.2  0.8  6.3  3.4  1.7 15.4  5.1  8.2  5.0 11/25

Société 
Générale

 3.0 15.7 – – – – – 16.0 –  5.4  4/71

Intesa Sao 
Paolo

– – –  8.7 – – – – 16.6  5.3  5/6

KBC  3.4 21.2 –  9.1 – –  3.1 – 12.8 10.0 15/21

Erste – 17.7 –  7.7 – – – 25.3 17.9 – 34/75

Raiffeisen 
Int.

10.1  3.1 –  8.0 – – 2.8  8.0 15.2  2.8 48/n/a

OTP 13.3 – – 20.4 – – – – – – –

Swedbank – – 53.2 – 24.0 23.5 – – – – –

Figures refer to 2006 or 2007
Source: UniCredit Group (2008)
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CEE countries predicts growth of 23 per cent yearly on the deposit side and 
29 per cent on the lending side in the period 2006–2010 and a strong bank 
profitability of 15 per cent.

As a result, the ownership structure of financial sector in CEE countries 
differs considerably from the ownership structure in EU15. While in the 
latter the share of big financial corporations in domestic hands exceeds the 
corresponding share of big non-financial corporations in domestic hands, 
the opposite is true in CEE countries; while domestic ownership is also dom-
inant in the non-financial sector, in finance all or most large banks and 
a substantial part of insurance corporations are foreign owned – with the 
exception of Slovenia.

It is remarkable that this difference exists also for those countries of the 
EU15 in which the largest and most important parts of the financial sector 
were formerly state owned and were privatised during the 1990s. Privatisation 
in Italy, for instance, resulted in the emergence of a group of large domestic-
ally owned private banks and subsequently led to a wave of further domes-
tic mergers between them. The same is true for formerly state-owned banks 
in France, for which domestic ‘noyaux durs’ were formed during the pri-
vatisation process. Only very recently bank mergers and takeovers across 
EU15 countries have taken place (Santander-Abbey National, Unicredito-
HVB, ABN Amro – Banca Antoveneta, Credit Agricole – Emporiki, BNP 
Paribas – Banca Nazionale del Lavoro, Fortis/RBS/Santander – ABN Amro).

What are the benefits and what are the costs of this uniquely strong pres-
ence of big Western (mostly European) banking groups in the CEE members 
of the EU? On the one hand, foreign investment has undoubtedly brought a 
transfer of technology and proficiency in bank management and therefore 
considerably supported and accelerated the restructuring and modernisa-
tion of commercial banking, which otherwise would have required much 
more time and domestic resources. Insofar Foreign Direct Investment (FDI) 
in banking has contributed to the increasing shares of the financial sector 
in the CEE countries, to the stabilization of the banking systems, and to the 
integration of European financial markets. Whether FDI in finances con-
tributed to a long-run growth of Gross Domestic Product (GDP) is less clear 
(see Mencinger, 2003).

However, there are also considerable problems inherent in privatisation 
through foreign acquisitions:

First, the privatisation brought additional economic power to big banks in 
the EU and therefore strengthened the line of deregulatory policies which 
these banks favour. The almost complete take-over of national commercial 
banking generates dangerous asymmetries which make the CEE countries 
more dependent and vulnerable. For large Western banking groups like 
UniCredit, KBC, or Citigroup business in the CEE countries, particularly 
in small countries, is very attractive because of high profit rates and only a 
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small and non-vital proportion of their activities. Decisions of withdrawal 
or restructuring in the interest of the bank group – which may be reason-
able and rational from the perspective of the firm – can become of vital – or 
deadly – importance for the countries affected. Such dependence of a whole 
sector – and the whole economy – on the decisions of one or few private 
banking groups is certainly not conducive for financial and economic sta-
bility, and it weakens political sovereignty and democracy.

Second, high profit rates in CEE banking imply large outflows of capital 
which are more and more shaping current account balances of CEE coun-
tries; the income account deficits of CEE countries as a group began to grow 
dramatically after 1999; in 2005, they surpassed the entire current account 
deficit. The privatisation of the financial sector which was the major target 
of FDI in CEE countries might therefore turn to a major obstacle to growth 
and a threat to economic stability of CEE countries when outflows of profits 
become larger than sales of the remnants of domestically owned productive 
assets.

Finally, privatisation of the financial sector in CEE countries speeded up 
the creation of cross-border banking groups and exposures within the EU 
banking system. Potential financial crises would therefore have significant 
cross-border implications and the existent EU arrangements for financial 
stability which had been set-up when banks were active predominantly 
within national borders, may not ensure timely, efficient and least-cost solu-
tions in a cross-border context.

12.5 Conclusion: Convergence and asymmetries

In the mid-1980s, one could distinguish three groups amongst the current 
27 member countries with regard to the ownership structure of their bank-
ing sector:

In a minority of countries in the old EU – mainly the UK, Ireland, and  ●

Spain – banks were almost completely in private ownership.
In the majority of the old EU countries there existed private banks along  ●

with strong state-owned institutions at the federal, the regional and the 
community level.
In all ten transition countries the financial structures were (almost) com- ●

pletely shaped by a monolithic system of state-owned banks.

In the two decades since then three developments have changes the 
situation:

The first is a strong convergence towards the patterns of private owner-
ship structures. This required no changes in the first country group. In the 
second group it was embedded in the more comprehensive process of market 
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opening, liberalisation and deregulation of the European Single Market. In 
the third group the establishment of private ownership structures in finance 
went along with the overall transformation from a state-socialist to a capit-
alist economy. This process of convergence has been nearly completed. The 
formerly very diversified ownership structures have been replaced by a uni-
form dominance of private ownership.

The second development is a strong process of consolidation and con-
centration through bank mergers and acquisitions. In all EU countries the 
number of banks is currently much lower than it was 15 years ago, and in 
most countries the market shares of the largest banks have considerably 
increased (see European Central Bank, 2006, chapter 4.1).

The third development is the emergence of a distinct difference in the 
relationship between domestic and foreign ownership in the EU. Whereas 
in the EU15 financial institutions are still in their majority domestically 
owned, in the transition countries they are overwhelmingly foreign owned. 
The former is the result of a wave of national consolidation through mergers 
and acquisitions to form national bank champions. The latter is the result of 
Western acquisitions in the CEEC during the second phase of restructuring 
of the bank system.

During the last quarter of the century financial integration in Europe 
has made big advances. At the same time, the form of this integration has 
generated serious problems for the stability and cohesion of the European 
economy as a whole. First, the virtual disappearance of state-owned banks 
in most countries has deprived governments of important instruments 
for democratic control and influence over economic development. Second, 
deregulation and privatisation have led to new power positions of private 
banks and financial conglomerates as national champions in the Western 
European countries and to a very problematic dependence of the banking 
systems in the new member countries of Central and Eastern Europe on 
the strategies of Western bank corporations who own most of the Eastern 
banks. Third, the absence of an effective European bank and financial mar-
ket supervision – and the powerlessness of national supervisory structures 
in the face of financial cross-border integration – have made the European 
financial systems and the European economy and societies as a whole very 
vulnerable – as the recent banking and financial crisis demonstrates with 
alarming clarity. To change this situation two remedies are necessary: First, 
the set-up of new common rules for banks and other financial institu-
tions must be developed and implemented, on the global or at least on the 
European level. Second, the narrow and counterproductive straitjacket for 
macroeconomic policy must be abandoned and replaced by a macroeco-
nomic framework in which is room for sustainable growth, full employ-
ment, social cohesion and financial stability.
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Notes

1. “Spain experienced the swiftest deregulatory process, principally in the late 
1980s. It demolished most conduct rules, for example, rate regulations and credit 
quotas, and market entry as well as the introduction of new banking products 
were rapidly eased” (Vesala, 1995, p. 108).

2. For example, Megginson’s recommendation to policy-makers is set in unam-
biguous terms: “If the objective of a country is to establish a more efficient and 
market-oriented economy, reducing the influence of the state on credit allocation 
decisions is critically important” (Megginson, 2005, p. 1961).

3. In this respect, the role of the international financial institutions in promoting 
privatisations should not be underestimated. Viz., the IMF conditionality prin-
ciple for funds extended to countries in need, as well as the practice of the World 
Bank to attach privatisations to aid disbursements in low-income countries. See 
Bayliss (2000) for an excellent critique of the privatisation policy of the World 
Bank.

4. This is a point raised by Stiglitz (1999).
5. The picture would not change dramatically, if Mexico with 20 bank privatisations 

which joined the OECD in 1994 were included in the OECD figure.
6. Slovenia was an exception to that. It established a strong independent central 

bank and insurance supervisory authority at the independence in 1991. Most 
banks were privatized indirectly through the privatisation of their ‘shareholders’ 
which were socially owned companies; their privatisation therefore implied pri-
vatisation of the banks. The licensing process for banks and insurance companies 
was thorough so that Slovenia, as the only transition country, did not experience 
a banking crisis in 1990s. With minimal founding capital requirements three 
times higher than in EU15, expansion of banking sector with new banks was 
limited. Their number nevertheless doubled from starting 16 banks at the time of 
independence. As large state-owned banks were burdened with un-repaid debts 
from depressive enterprise sector, Slovenia was rich enough to use the state budget 
for their rehabilitation. Indeed, two largest banks, LB and KBM in which losses 
exceeded their capital were therefore actually nationalized. Gradualism helped 
by waiting with privatisation until enough domestic capital was created to be 
able to participate as competitor to foreigners in privatisation of these banks. As a 
result, the majority of financial institutions have remained in majority domestic 
(residential) ownership, which is considered important for country’s economic 
development and preservation of its sovereignty and  identity.
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13
Privatisation Trajectories in Europe: 
A Cross-Sector View
Marica Frangakis

13.1 Introduction

The previous chapters of Part II examined in detail the way liberalisation 
and privatisation were introduced in a number of sectors across Europe. The 
sectors reviewed include: (1) industry in general and the network industries, 
in particular; (2) two major public services sectors, health care and educa-
tion, with special emphasis on tertiary education; (3) pensions, as part of the 
social security sector; (4) and the banking sector. Although the approach is 
not uniform across the various chapters, the aim of these reviews is to high-
light the main processes via which liberalisation and privatisation changed 
the post-World War II paradigm, from one of strong state presence and 
intervention to one of steadily increasing dominance by the private sector. 
Indeed, it may be argued that the past thirty years, over which this trans-
formation occurred, constitute a ‘transformative period’, that is, one during 
which a shift in the prevalent paradigm took place.

The aim of this chapter is to bring together the main lines of argument put 
forward by the cross-sector reviews, and to outline the broader picture that 
emerges from them. Accordingly, we shall look into the following aspects 
of the privatisation process in Europe: (1) rationale and drivers; (2) process 
and types; (3) impact, economic, social and political, where ‘privatisation’ 
encompasses the accompanying ‘liberalisation’ process and ‘Europe’ refers 
to both Western and Eastern Europe, while special attention is paid to the 
role of the ever-expanding European Union.

13.2 Rationale for and drivers of privatisation

The rationale for privatisation, famously put forward by the first Thatcher 
government in the late 1970s and early 1980s in the UK, included a multi-
plicity of objectives, spanning the economic, social and political agenda, 
with strong ideological undertones. Arguments in favour of the private sec-
tor included its superiority in terms of efficiency and growth, as well as 
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stressing the role of the individual and of individual choice in society. Neo-
liberalism had arrived.

While neo-liberalism became a hegemonic doctrine over the decades 
that followed, the actual drivers of privatisation varied across sectors. 
Furthermore, the buoyancy of the early Thatcher years was toned down, 
as privatisation policy largely failed to deliver the promised outcome. The 
following drivers of privatisation, also employed as arguments in favour of 
reducing state presence, emerge from our cross-sector review:

Increasing efficiency, ●

Reducing public expenditure, ●

Developing/supporting the capital markets, ●

Promoting a shareholder society, ●

Strengthening individual choice, ●

Reducing the political influence of the trades unions. ●

The efficiency argument was most heavily employed in the 1980s in rela-
tion to the industrial sector and to the network industries. In the aftermath 
of the repeated oil crises of the 1970s and of the effective collapse of the 
Bretton Woods agreement and of the system of fixed exchange rates, state-
owned enterprises appeared as laggards. This was even more so in the net-
work industries, which were by definition natural monopolies. Privatisation 
and the accompanying market liberalisation processes were thus put for-
ward as the remedy to the ills of the public sector.

As pointed out in Chapter 7, skepticism about the efficacy of the public 
sector, on the one hand, and the growing pressures of internationalisation, 
on the other, paved the way for the dismantling of state ownership in indus-
try in the 1980s and 1990s. In the case of the network industries, the effi-
ciency argument was theoretically wrong, as it assumed that privatisation 
brought with it a ‘first best’ solution, when in fact this was far from being 
the case.

In the case of the Central and Eastern economies (CEEs), privatisation and 
liberalisation were at the epicenter of an all-embracing transformation from 
a Soviet-style economy to a capitalist, market-based one. Understandably, 
the efficiency argument carried great importance, even though it was hardly 
adequate to describe the transformation process actually taking place.

The efficiency argument came up in other areas, too, such as the public 
services, although it was not a primary consideration, as compared with 
other drivers and especially the budgetary constraint argument. More specific-
ally, although the revenue from privatisation acted as a short-term incentive 
for governments to adopt such policies, it was the saving of public expend-
iture that was a major privatisation drive in the case of the public services.

Chapters 9 and 10 review the privatisation experience of health care and 
education, with special emphasis on tertiary education. In both instances, 
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the growing needs of the European population have led to an increased 
demand for the services of these sectors and thus to increased public 
expenditure. In the 1990s, such expenditure could not be easily accom-
modated within the public budget, due to the twin pressures to reduce the 
public deficit and debt, deriving from the international context of floating 
exchange rates and the need to prepare for the introduction of the single 
currency in the EU.

Similar budgetary considerations were especially forceful in the case of 
pension reform, whereby pressure was applied to transform the defined-
benefits system into a defined-contributions one. In particular, it was held 
that such a reform would secure the long-run sustainability of the public 
budget. As argued in the Chapter 10, this approach is fallacious to the extent 
that it focuses on demographic trends, while it ignores the implications of 
growth, income inequality and the labour-market conditions for the sus-
tainability of the state-funded pension system.

In the case of pension reform, however, another driver further emerged 
as a major argument in favour of privatisation, that of capital market integra-
tion. Indeed, the release of huge amounts of funds that were directed to the 
European capital markets in the late 1990s and in the 2000s by the pension 
funds boosted their further deepening and thus integration. However, this 
trend encouraged increasing risk-taking behaviour on the part of pension 
funds, especially the private ones. The financial crisis that began in 2007 
appears to have brought this tendency to an abrupt end, although its long-
term implications are still to be seen.

The financial sector further gained from the privatisation of European 
banks, which occurred on a large scale in the 1990s. In this case, the main 
argument put forward was the need to separate government influence from 
the resource allocative role of banks and the assumption that privately run 
banks are by definition more efficient in the allocation of credit. In the 
course of approximately ten years, the presence of the state in the banking 
sector was reduced to a minimal level, as shown in Chapter 12. However, 
the debacle accompanying the financial crisis has discredited the ‘superiority 
of the private sector’ argument.

In the case of the CEEs, bank privatisation must be viewed against the 
monobank system, which was thoroughly transformed in the 1990s, result-
ing in a two-tier system, including a central bank and a number of commer-
cial banks. In this instance, privatisation actually meant the establishment 
of many Western European bank subsidiaries in the CEEs, which ended up 
with an extensively foreign-owned banking sector.

Concomitant to the capital market argument was the claim that privatisa-
tion encouraged the expansion of a shareholder society, whereby individuals 
were given the opportunity to share in the wealth created by the privatized 
enterprises. This was an ideological, as much as a political, argument for pri-
vatisation, widely employed in the early years, as an increasing number of 
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state-owned enterprises were transferred to the private sector. As it became 
evident that individual shareholders were more interested in the short-term 
gains made from selling their shares at a high price than holding on to them 
for any length of time, this argument lost much of its force.

Yet another argument that acted as a driver of privatisation on the ideo-
logical/political level, was that of promoting individual choice. This was cen-
tral in the reform of the educational system (parent/student choice), as well 
as of the health care system (patient choice). That is, by introducing market 
elements in the state-run system of public services, individuals have a wider 
choice. While this is indeed a tautology, what is not made explicit is that 
for the same reason, the poorer sections of the population are faced with 
shrinking choices, as the role of the state in the provision of many of these 
services recedes.

Overall, within the broad framework provided by the rationale for pri-
vatisation, different arguments were applied with varying force across the 
various sectors of the European economies, depending on the particular cir-
cumstances pertaining in each case. Although the institutions and political 
traditions of different countries influenced the interaction between social, 
economic and political factors, a process of convergence is observed. This is 
partly true even of the Western and Eastern European experience, in spite 
of their dramatically different starting points.

13.3 Process and types of privatisation

The process of privatisation across sectors and regions presents a number 
of common features, pertaining to its starting point and its evolution. The 
post-World War II period is known as the ‘golden era’, for its high growth 
rates and social welfare services provided to the citizens of most European 
countries. The presence of the state in the economy was pervasive, while full 
employment featured as one of the main government policy objectives. The 
challenge of the role of the state as guarantor of social welfare may be said 
to be the starting point of the privatisation and liberalisation process. It is 
an ideological and political challenge, which signified the ensuing shift in 
paradigm, as neo-liberalism replaced Keynesianism as the new hegemonic 
doctrine of economic policy.

This starting point is shared by the CEEs, in spite of their different histor-
ical background. In fact, as the almost totally state-controlled economies of 
these countries collapsed, the withdrawal of the state was even more severe 
than in the rest of Europe.

While the starting point of privatisation may be viewed in largely ideo-
logical and political terms, its evolution reflects the weakening of industrial 
capital and the increasing weight of financial capital and interests both in 
Europe and globally, following the dismantling of controls of the finan-
cial markets. The role of finance as a driver of privatisation is discussed in 
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Chapter 5. Suffice it to say here that our cross-sector review confirms this 
observation, not only in the obvious cases of pension reform and bank pri-
vatisation, but also in the cases of health care and tertiary education.

On the other hand, our cross-sector review reveals a number of differ-
ent types of privatisation, which however tend to converge across regions 
within any particular sector. This is partly true of the CEEs also, although 
their different starting point needs to be borne in mind. Such types include: 
(1) the transfer of ownership, met especially in the industrial sector and 
in the banking sector; (2) the progressive market opening and network 
unbundling, observed in the network industries; (3) the introduction of 
quasi-market principles and administrative methods in the public services, 
as shown by our review of the healthcare and education case studies; (4) the 
reformulation of the framework rules, as is the case of pensions.

The transfer of ownership from the state to the private sector was the most com-
mon type of privatisation, observed especially in the industrial sector (exclud-
ing the network industries), in the early years and in the banking sector, at a 
later stage. This transfer took a variety of forms, ranging from the direct sale 
to a strategic investor to the sale of share capital through the stock exchange. 
For obvious reasons, where the capital market was not developed, direct sales 
were preferred. Furthermore, in the case of the CEEs, in view of the lack of 
domestic capital resources, the transfer of ownership assumed many forms, 
such as voucher privatisation, management and/or employee buy-outs, as 
well as foreign direct investment, especially since the mid-1990s.

In the case of the network industries, privatisation was preceded by the 
separation of different functions, thus facilitating the transfer of ownership. In 
particular, unbundling split up various vertically integrated undertakings 
into separate units, while marketisation introduced commercial or market-
based principles into the management of public enterprises. At the same 
time, the relevant market was liberalized, in order to allow for competition 
in the supply of goods and services. In addition, independent national regu-
latory authorities were established, alongside corresponding EU ones, for the 
purpose of overseeing and coordinating the liberalisation process. However, 
as pointed out in Chapter 8, such regulatory authorities were exposed to the 
risk of regulatory capture due to their limited resources and status. Thus the 
splintering of the transaction chain – whereby infrastructures are separated 
from services, regulation from implementation and short-term transactions 
from long-term ones – led to a fragmentation of policy and of decision mak-
ing, with negative implications for the sector.

Marketisation is the main means of allowing business interests to enter 
the public services. In particular, the notion of the market has been intro-
duced in a variety of ways under the general label of ‘reforms’, promoted 
by the so-called New Public Management (NPM) of public services. Such 
reforms include private–public partnerships, contracting out and various 
forms of increased local autonomy, competition, user choice and the intro-
duction of internal or ‘quasi-markets’. The introduction of such techniques 
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is most evident in health care, although the concept of the NPM is also 
making inroads in tertiary education, where it is aided by the EU’s Bologna 
Process, promoting the harmonisation of degree structures and organisa-
tional reforms aiming at curtailing the role of government.

It is worth pointing out that both the health care system and the educa-
tional one are socially and politically complex structures, varying a great 
deal across countries. Their main, unifying feature is the central role played 
by the state as the provider and/or guarantor of social welfare. While this 
feature is gradually receding, the introduction of the various means of 
marketisation is leading to a convergence of such systems.

Marketisation is also the main means of pension reform. In particular, as 
pointed out in Chapter 11, “the overall purpose of pension reform is to sub-
stitute partly or totally the pay-as-you-go (PAYG) system by a private insur-
ance system run on capitalization of individual savings on an actuarial basis” 
(p. 2). In addition, the overall framework of pension provision is being revised, 
thus reducing the traditionally central role of the state, while augmenting 
that of individual responsibility. The role of the EU is instrumental in this 
respect. For example, funded schemes are encouraged, incentives are given 
for people to retire at a later age, the portability of pensions is made easier, the 
benefits provided by public pensions are reduced, and so on. In this instance, 
too, a process of convergence is observed across the European countries.

Overall, the process of privatisation and liberalisation and the forms these 
assumed across sectors and regions was subject to the particular conditions 
pertaining in each case. Over time, however, it may be argued that conver-
ging influences prevailed, leading to relatively similar patterns of market-
isation and commodification across different sectors. This is mainly due to 
the influence of global capital and the increasing significance of financial 
interests within it.

13.4 Impact

In spite of its fast spreading across the world and its acquiring a hegemonic 
position quickly, privatisation did not deliver the promised economic out-
come in terms of higher productivity and lower prices, with few excep-
tions. However, its negative social implications were comparatively clearer. 
Similarly, the strengthening of private business interests vis-à-vis the state 
and society, impacting on social solidarity and the public interest, is largely 
undisputed. In this section, we shall look into the economic, social and 
political impact of privatisation and liberalisation across the various sectors 
reviewed in Part II.

Economic impact Privatisation and liberalisation were sold on the ticket of 
efficiency; a blanket term, used to denote the superiority of market prin-
ciples and of profit-seeking behaviour over those of social solidarity and of 
the welfare state. However, the evidence accruing over a long period across 
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the various sectors and regions does not corroborate this argument, which 
remains at best inconclusive.

For example, the evidence with regard to changes in the price level in the 
network industries is unclear, given that market liberalisation, combined 
with significant market power and a low elasticity of demand, tends to limit 
the fall in prices and to result in price volatility. In fact, there are examples 
of price manipulation strategies by large private suppliers, such as Enron in 
the United States, which artificially created the impression that power lines 
were congested, by overstating the power it was planning to deliver over 
them and being paid in order to relieve congestion!

Furthermore, the evidence on price convergence across countries in the 
network industries is not clear, neither is that on productivity gains, which 
may be due to technological change, rather than to the rationalisation of 
production. On the other hand, the link between competition and the qual-
ity of services in the sectors appears to be negative, when studied in detail. 
This is because the incentive to innovate and to invest in infrastructures is 
reduced for private providers, who are more interested in short-term, applied 
projects, than in long-term, fundamental research.

Lastly, in view of the ‘natural monopoly’ characteristics of the network 
industries, privatisation has led to an increasing concentration of the sector. 
Thus, seven electricity transnational corporations dominate in Europe today. 
Three of these – Électricité de France (EdF), E.oN and RWE (both based in 
Germany) – control a majority share of generating capacity and retail sales 
in most European nations, while their share is growing (Hall, 2005).

In the case of the CEEs, the privatisation of industry helped them get 
restarted after the collapse of their economic and political system, as argued 
in Chapter 7 above. Even in this case, however, the efficiency gains were 
not uncontested.

In the case of health care and education, privatisation served the purpose 
of reducing public expenditure. Where this was achieved, it was mostly at 
the expense of the quality of services and of reduced accessibility for the 
poorer sections of the population.

Furthermore, it has been shown that introducing market-style competi-
tion into the public services, whereby a system of contracts replaces the 
centralised provision of goods and services, results in increased transaction 
costs – mainly administrative and advertising – offsetting any efficiency 
gains that may have been generated in the process. This is the case of the 
private insurance companies both in health care and in the pensions sector. 
In addition, the increasing consolidation of the private service providers 
reduces any gains to the consumer, while increasing private profit.

In the case of the educational system, there is no evidence that increases 
in private funding and in the involvement of private business has resulted 
in increases in the quality and efficiency of educational services. On the 
contrary, it is thought that a reorganisation of the school system towards 
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‘autonomy’ and competition tends to enforce a polarisation trend between 
‘good’ and ‘bad schools’. This is due to the cherry-picking of students by 
private schools, which results in public schools being seen as ‘schools of 
last resort’.

In the case of universities, such a polarisation leads to an international 
university hierarchy, whereby certain countries specialise in producing 
knowledge by strengthening their university education and R&D systems, 
while others end up concentrating on basic education programmes. Thus, 
the knowledge-producing countries export, or sell, their educational ser-
vices to the knowledge-consuming ones.

The economic impact of bank privatisation has largely fuelled a risk- taking 
behaviour not only by the banks, but also by the financial system as a whole, 
within which banks still play a significant role in Europe. The fact that this 
was actively encouraged by the EU, which completely overlooked the impli-
cations of greater financial integration for the stability of the system as a 
whole and for consumer protection, exacerbated the tendencies generated by 
the liberalisation and privatisation process. The financial crisis that erupted 
in 2007 disclosed in a dramatic way the shortcomings of the policy imple-
mented in the financial services sector since the 1990s.

The financial crisis of 2007/2008 also had a detrimental effect on the 
reformed pensions systems, which became exposed to the vagaries of the 
stock market. As the price of financial assets dropped to unprecedented 
levels, many private pension funds found themselves in a very difficult 
position.

Overall, the economic impact of privatisation, as displayed by the cross-
sector evidence reviewed in Part II, has been to raise uncertainty through 
an increase in the risk level private entities are prepared to undertake in 
the pursuit of short-term profit. Furthermore, such risk and costs thereof 
are passed on to society at large, in case of a system failure. The claim that 
privatised concerns operate more efficiently is not borne out by the evi-
dence, while any such gains tend to be channelled mainly towards higher 
company gains, rather than to lower consumer prices.

Social impact This has been mostly negative, as demonstrated by the cross-
sector reviews of Part II. In particular, privatisation and liberalisation have 
tended to reduce employment, to worsen labour conditions, through the 
expansion of flexible types of employment, to apply downward pressure 
on wages, to foster income inequality and to polarise society by providing 
greater choice to those who can afford it and less to those who cannot.

For example, the marketisation of health care provision affects nega-
tively the employment conditions in the sector. In particular, employment 
becomes more precarious as a result of the expansion of flexible, part-time 
and temporary types of work, especially amongst nurses and auxiliary per-
sonnel. Furthermore, differences in pay across the private and the public 
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segments of the sector widen, with those working in the private part typic-
ally receiving lower wages, although specialist doctors’ pay may be higher. 
To the extent that most nurses and much of the auxiliary personnel are 
women, the negative impact of marketisation is gender specific.

In addition, the rhetoric of ‘patient choice’ between providers, including 
private ones, in effect undermines the public sector, to the extent that pub-
lic health care providers tend to receive revenue funding largely based on 
the workload they treat. Patients who opt for the private sector take with 
them the funding that corresponds to their treatment. Thus, ‘patient choice’ 
counterposes the choices of individuals to the stability of a system caring for 
the population at large. Further, since ‘patient choice’ can be exercised by 
those who can afford it, a two-tier health care system is established, under-
mining the notion of social solidarity that underpins public services.

Similarly, the implications of liberalisation and privatisation in educa-
tion, and especially at the university level, for social cohesion are negative. 
The notion of equality of opportunity is severely damaged, while students’ 
prospects tend to be largely determined by their family background. Thus, 
liberalisation and privatisation in the educational services sector has led to 
a shift from a modern, universalistic, integrating model aimed at educat-
ing citizens, focusing on the role of the state as guarantor of educational 
opportunities, to a more individualistic and differentiating model aimed at 
educating citizen-workers and focusing on the role of the market in guar-
anteeing that some consumers can freely choose educational services from 
a differentiated supply (Marrero and Hernandez, 2005). Also as the UK 
experience has shown, “the lesson of school choice over the last 15 years 
is that limited capacity leads to successful schools choosing pupils, rather 
than pupils choosing schools” (Needham, 2005, p. 153).

The reform of the pensions system towards an individualistic, rather than 
a solidaristic model, further impacts social cohesion in a negative way, to 
the extent that it accentuates pensioner poverty and income inequality. In 
this respect, women pensioners tend to suffer more given that their employ-
ment pattern is characterised by periods of unemployment, flexible and pre-
carious employment.

Political impact Privatisation raises the issue of democratic accountability. 
Where the state is the provider of utility services and of public services, it 
is accountable to society through the democratic process, mainly through 
elections on the national and/or regional level, where the deeds of any 
party in government are put to the popular vote. Although the system of 
 representative democracy may not be perfect, it serves the basic objective 
of democratic control. Where whole areas of government responsibility are 
transferred to the private sector, the principle of accountability is either 
weakened or altogether eliminated. This is a major flaw of the process of 
privatisation and liberalisation, about which there is surprisingly little 
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 discussion. Although attempts have been made by governments to regulate 
the privatised sectors, these have not been particularly successful. In fact, as 
argued in Chapter 8, the danger of regulatory capture is always present.

The reduced accountability of the privatised sectors further carries nega-
tive implications for the environment. In the same way that societal concerns 
do not bear on private entrepreneurs, neither do environmental concerns. 
This is especially relevant in the case of industry and of the network indus-
tries. As shown in Chapter 8, the investment decisions of  private entrepre-
neurs are mostly guided by short-term considerations, at the expense of the 
environment.

Lastly, the global financial crisis of 2007/2008 serves to stress the signifi-
cance of accountability as a necessary component of a stable economy and 
a just society. In particular, the privatisation and liberalisation of the finan-
cial sector gave rise to a strong moral hazard effect, leading to the collapse 
of giant corporations and leaving the world aghast at the malfeasance of 
private enterprise.

Overall, after nearly thirty years of privatisation and liberalisation, the 
allegation that the economic and social consequences of privatisation were 
positive for the majority of people are not corroborated and in many cases 
are rejected by empirical evidence. This is only to be expected, since (1) their 
economic impact is at best contested; (2) their social implications are nega-
tive, to the extent that they tend to divide society into the ‘haves’ and ‘have-
nots’; while (3) their impact on the democratic process and on the political 
system has been to reduce accountability.

13.5 Summary and conclusions

In this chapter, we looked at different aspects of the privatisation and liber-
alisation trajectories in Europe. Our observations – summarised below – are 
based on a cross-sector view, derived from the case studies presented in the 
preceding chapters of Part II.

Essential to our understanding the process of privatisation and liberal- ●

isation is the shift in hegemonic paradigm, which occurred worldwide 
in the late 1970s and early 1980s. In Europe, this obtained additional 
momentum in the late 1980s and in the 1990s, as certain Europe-specific 
trends – namely, the single market and the single currency – became 
increasingly important.
Such a shift in paradigm was underpinned by a change in the social rela- ●

tions in production, as new interest groups, mainly in the area of finance, 
acquired greater weight. At the same time, the ideological/political aspect 
of this change should not be underestimated. On the contrary, without 
such an ideological/political shift, it would not have been possible for 
neo-liberalism to capture Europe as decisively as it did.
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Further, what distinguishes the European experience of privatisation  ●

and liberalisation is the huge investment opportunities offered to inter-
national capital by the collapse of the economies of the CEEs, opening 
up new areas to the market mechanism. After the initial period, marked 
by radical adjustment and high levels of distress, most CEEs fell into step 
with Western European countries in the area of privatisation, so that a 
pattern of convergence may be discerned.
The economic impact of privatisation and liberalisation is generally con- ●

sidered to be ambivalent. The superiority of private enterprise vis-à-vis 
the state has not been conclusively proven, while it has been shown to be 
theoretically unsustainable on particular grounds.
The social impact of privatisation, on the other hand, is generally per- ●

ceived to have been harmful. Not only has privatisation explicitly aimed 
at creating a society of individuals, where the ties of solidarity are accord-
ingly weakened, but it has also resulted in social divisions becoming 
deeper and thus more difficult to overcome.
Politically, privatisation, as part of a neo-liberal set of policies, has led to  ●

the strengthening of particular, business interest groups at the expense of 
democratic accountability and control.

Overall, privatisation and liberalisation have been instrumental in reshap-
ing Europe over the last quarter of the twentieth century. They have led to 
a more risk-prone economy and to a more unequal and vulnerable society. 
While the crisis of the late 2000s is working itself out through the European 
economic and social structures, neoliberalism appears to be retracting. 
Whether this signals the beginnings of a new paradigm shift will depend 
on a complexity of factors, including ideological and political ones.
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14.1 Introduction

The struggle over the academic and political meaning of a European Social 
Model (ESM) is still ongoing. According to the Lisbon Strategy, the frame-
work setting is intentionally left to the market actors. However, it is obvious 
that positive integration within the EU to a certain extent is a necessary 
complement to negative integration. Consequently, there seems to be an 
urgent need to throw sand into the transmission of the ‘satanic mill’ (Polany, 
1978, p. 59) of deregulated markets. This should be the task of another ESM 
than the one announced on the summit of Lisbon 2000 and since then 
advertised by the EC.

In this chapter the impact of privatisation and liberalisation of public 
services on the very foundations of a European model of societal develop-
ment will be discussed. The main conclusions of this chapter focus on the 
access to public services as the most important common denominator of an 
ESM: If universal and equal access to these services for a growing number 
of EU citizens is sacrificed for the goal of competitiveness, then an increase 
in social inequalities and social polarisation is unavoidable. Furthermore, 
citizens who might rightly fear losing control of development will disen-
gage in democratic participation. In the end, this may lead to an erosion of 
political citizenship which will seriously endanger the process of European 
integration.

14.2 The common denominator of social models in 
Europe and the distinctive role of public services

Until the 1980s, social market economies in Western Europe where con-
fidently set against the US model as an economically successful approach 
in the context of worldwide competition. This approach included: a uni-
versal welfare state based on social citizenship; state intervention to promote 
employment and redistribute income from the wealthy to the less well off so 
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that the state could function as an instrument for social balancing; mech-
anism of non-market coordination based on strong unions, an institutional-
ised compromise between labour and capital and managed labour market 
regulatory practices (Schulten, Brandt and Hermann, 2008); public ownership 
of key economic sectors (such as the public utilities) and public services access-
ible to everyone, established even as a right to health care, education and 
social security.

Unlike the US model of capitalism, and despite its numerous variations 
within Europe, a particular social model had developed after World War II 
that was viewed as being better placed than US jurisdiction to address social 
fragmentation, exclusion and inequality. In its most influential social demo-
cratic version, this model was based on the idea that capitalism and dem-
ocracy were inextricably linked. Different welfare regimes were the answer 
to the demands of the underprivileged working classes, who did not want 
to just play a role as production factors in the labour market, but wanted to 
take part in the political arena of the nation-states as citizens and were given 
the institutionally regulated chances to do so. This equality of the political 
 status accompanying the unequal or even antagonistic economic interests 
and social conditions formed the principle of communal life, of a common 
constitution, and of consented respect for political institutions (Marshall, 
1950). The welfare state and its institutions thus became a vehicle of iden-
tity formation in the split societies in post-World War II Western Europe and 
therefore a guarantee for social peace. In some European countries, such 
as Germany, Austria or the Scandinavian countries, this social model even 
emerged into an economically based productivity pact of labour and capital 
and, with the support of state social policy, became a promoter of growth 
and democracy (Mahnkopf, 1999). However, in all Western European coun-
tries social cohesion within the borders of the nation-state – therefore usually 
excluding ‘those-who-do-not-belong’, mainly defined through nationality – 
and the drive towards essential democratisation has been based on the dis-
tinctive role of public services as part of the public domain.

At the pinnacle of European welfare regimes, the growth of social citi-
zenship was a chief driver of the expansion of a large public sector which 
erected barriers against incursions from the market. With the extension of 
a public domain of citizenship, equity and service the market domain of 
buying and selling had shrunk correspondingly. “In the process, the state 
became the arbiter of the rules under which markets could flourish and the 
Keynesian public sphere became a privileged site where civil society was 
able to scrutinize the exercise of its power and authority” (Drache, 2001, 
p. 53). The state was using its unique powers to organise the provision of 
social goods and resolve problems of collective action that private property 
regimes with their short-term interests did not address. There was a common 
understanding across Europe that the market mechanism is in principle not 
capable of satisfying the needs of all people and cannot guarantee equal 
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living opportunities. Therefore, a vital cross-party and even cross-country 
consensus required that certain goods and services have to be excluded 
from the operating mechanism of the market. Subsidised public services, as 
well as affordable housing, public pension systems, basic infrastructures or a 
strong role and weight of the state in the banking sector were rather viewed 
as preconditions to realise economic, social, political and cultural rights. 
In particular, (non-pure) public goods such as education, health care, and 
access to cultural institutions were viewed as goods of social value (or merit 
goods) (Atkinson and Stiglitz, 1980; Musgrave, 1959) that are indispensable 
for a decent living on a historically given level.

With respect to economic development the prevention of wasteful competi-
tion between national providers of energy supply, postal, telegraph and tele-
phone systems, supply and disposal of water, public transportation and so 
on was an important element of state policy. Although there was not a com-
mon pattern with regard to public ownership in the industrial sector, such 
a pattern existed with regard to public utilities. As such, this component 
of an ESM has served as an important mechanism to generate a good rela-
tionship between the market, social cohesion and democracy. Furthermore, 
a trade-off between social expenditures and costs for public security had 
been established, underlining what has been coined as the ‘economic value 
of social policy’. Obviously, a high degree of socio-economic security for all 
citizens is correlated with lower costs for maintenance, control, punishment, 
and re-socialisation of people who came into conflict with legal forces. At 
the same time, comprehensive social security for all citizens heightened the 
motivation and the educational demands of all, and thus contributed to 
social, cultural, and technical innovations and increased the productivity 
of work.

In Europe, public services were strongly related to social justice, even if 
their economic efficiency proved to be lower than under market conditions. 
In particular, social services were provided to a wide spectrum of society, 
aimed at achieving solidarity and social and territorial cohesion. Furthermore, 
the provision, protection, and guaranteeing of the accessibility of ‘merit 
goods’ were (and still are) inseparably bound with the political order as a 
whole. A broadly shared consensus assumed that policy should enable 
all citizens to have equal opportunities to realise individually chosen life 
plans, as well as to access indispensable goods like water, a sound environ-
ment, safe energy supply, good roads, an efficient school system or care-
fully controlled financial systems. Due to the fact that in modern society, 
structures of direct solidarity by family, relatives and the neighbourhood 
have almost disappeared, redistribution systems of the welfare state counted 
as much as indispensable goods; they determine whether all citizens are 
guaranteed physical and psychological health, knowledge, information or 
mobility. Against this background, indispensable goods and services had 
become social rights in the European welfare states of the second half of the 
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twentieth century, if not de jure but de facto. This was the case even within 
(south) European countries where the welfare state has been rather weak.

In short, the provision of public services tied democracy to the effective 
expansion of economic, social, and cultural rights, which respond to the 
values of equality, solidarity and non-discrimination. Over time, the provision 
of goods and services that the particular societies considered to be provided 
for all its members had been broadened because of the influence they exer-
cised on their capacities or on their welfare. With this background, making 
access to ‘goods of social value’ a reality whenever possible became an ethical 
imperative in most European countries. Whereas size and scope of public ser-
vices always were a matter of political debate and a subject of the balance of 
power between the social classes.

14.3 The erosion of the ESM and its non-extension 
to CEE countries

Since the 1990s, the established welfare regimes in Western Europe have 
been increasingly blamed as being ‘fossilised’, inflexible and not open to 
innovations. But current debates over ‘ways toward greater employment’ 
did not centre on the ‘catch up development’ of the Swedish social model, 
which involves an expansion and an upgrading of the public service sec-
tor. Rather it focuses on a socially bearable version of Americanised labour 
 market and welfare policies. It is increasingly argued that the post-war welfare 
regimes in Western Europe have to be reformed in order to strike a new bal-
ance between efficiency and social justice.

Surveys and opinion polls show that there still is a majority of Europeans 
in favour of public services to remain public or not being provided for 
profit. Nevertheless, the idea of a minimum, enabling, instead of a protect-
ing, welfare state, functioning without a dense net of public enterprises 
and services, became a harsh reality. Across Europe this was the outcome 
of reform- brainwashing organised by supporters and propagandists of the 
neoliberal ideology with their campaign against the principle of solidar-
ity. This principle has been successfully denounced through the networks 
of big media enterprises, employers associations, insurances and banks as 
well as economic research institutions. An important goal of the economic 
elites’ agenda was to discredit the principle of solidarity as adequate gov-
ernance for the  coverage of societal risks. This is well known as a principle 
of ‘asymmetric reciprocity’, in which contributions are imposed according 
to capabilities of the individual, aid however is distributed according to the 
need. The market cannot offer such an asymmetric reciprocity because it 
reacts solely to the signal of purchasing power and capabilities. Therefore, 
the principle of solidarity has to be questioned; only then is it possible to 
supply the ageing societies in the EU with the increasing demand for health 
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care, education, care and social services through the markets and even regu-
late the demand through competition.

Neoliberal reform brainwashing was very successful, first in the UK under 
the Thatcher government, then during the period of transition in the Central 
and East European (CEE) countries, and finally it reversed post-war reforms 
in Western Europe. Rather than erasing a framework for the expansion of 
a ESM or even making the highest prevailing level of welfare provisions 
the norm throughout Europe, the system change in Eastern Europe rapidly 
started to have a “knock-on effect of pushing downward pressure on wages 
and welfare provisions in Western Europe” (Hudson, 1996, p. 64).

The IMF-endorsed policies being implemented in CEE countries on the 
one hand helped to improve economic performance, but on the other hand 
abolished what citizens grew up to accept as their social rights. Under the 
impact of 1989 and 1991, far from attempting to extend a Western ESM to 
Eastern Europe, both socialist and conservative governments in the transi-
tion countries showed a serious commitment to dismantling welfare provi-
sions, deregulating employment and putting more emphasis on partnership 
between state funding of public services and private enterprises – after priva-
tising industries, network facilities, hospitals and various educational insti-
tutions. Usually, citizens in the CEE countries did not reject these economic 
reforms, but rather showed impatience that they did not benefit more. 
Resistance against the privatisation of health care and education was rare in 
these countries except for criticism voiced by trade unions and pensioners 
who feared that pension funds, which were set up under the communist 
regime, could be used for commercial purposes after privatisation.

To a large extent, the fact that privatisation of public services in CEE 
countries has until recently been accepted without much resistance can 
be explained by the frustrating experiences of East Europeans with bur-
eaucratic centralisation, top-down statism and often bad quality of public 
services under the state command economy. Against this background, the 
neoliberal “counter-revolution” (Friedman, 1983) proposed to offer a ‘solu-
tion’ for the provision of all kinds of public services lacking democratic 
accountability and transparency: The sovereign consumer was supposed to 
replace the dissatisfied and disillusioned citizen. In this respect, since the 
1990s the situation in Western Europe is not that different. Across Europe 
the populist right play with a particular type of consumer identity that sets 
the population as consumer individuals – against the state, the tax system 
and the elite (see Marsdal, 2007).

Although the EU is not in the first instance responsible for the social 
regress in Europe, in particular the EU Commission was and still is a driv-
ing force of the neoliberal discourse which preceded and accompanied pri-
vatisation and liberalisation of public services across the continent (Bieling 
and Deckwirth, 2008). As a result, within the EU member states the polit-
ical consensus and the social will to maintain its former commitment to 
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redistribution and a strong role for public services is increasingly lacking. 
Against this background, the new ESM which is pushed by the EU admin-
istration is not so much about a ‘social Europe’ but about subsuming the 
social to the economic model of ‘Global Europe’ (EC, 2006) which is fos-
tered by the EC attempting (among others) to create (even artificial) markets 
in every area of social life.

This development is backed by the downsizing of the state aiming to with-
draw its influence to the role of a facilitator for the most assertive interests 
of influential economic actors. Thus the EU member states are increasingly 
operating essentially in the way which was demanded from economic agents 
for the past two decades: as entrepreneurial, competitive institutions which 
create premises for the structural transformations embraced by the world 
market. Hence, it is accepted that macro-economic leeway as well as the pos-
sibilities for the protection of non-competitive production factors within 
the new framework conditions of globalisation are diminishing. But if nei-
ther governments nor the EU intervene in economic policy following other 
objectives than today’s ever-prevailing objective of monetary and financial 
stability, then the social civil rights which represent the foundation of pol-
itical equality are undermined. Even if social rights are maintained formally 
in a European framework of competition, the demands deriving from it will 
fall into open space. Then the substantial welfare state turns into a merely 
formal constitutional state (Gill, 1998).

As a result, all basic norms of a social model in Europe which guaranteed 
cohesion within the borders of the nation states are being pressurised: First, 
due to the rigid administration of public expenditures within the frame-
work of the currency and economic union, public infrastructure facilities 
are sold – for the purpose of short-term income – to profit-oriented corpora-
tions and institutional investors (sometimes even far below market price); 
and with the comprehensive deregulation and liberalisation programs of 
the single market project, public services are exposed to internal marketisa-
tion and external liberalisation and privatisation. Second, under the pressure 
of deregulated financial markets, solidarity-based social systems in which 
citizens contribute according to their means (through either taxes or social 
insurances obligations) but receive support according to their needs are 
questioned. Third, the system of sector-wide collective agreements and (in 
some countries) the rights of codetermination are brought to falter. Even in 
those countries where these three pillars of socio-economic security guaranteed 
by the different welfare regimes of the past still exist, the security provided 
by these systems has been eroded to a point that the citizens can no longer 
rely on them for their future existence.

This is also the case in CEE countries where the dismantling of the 
social services offered by public authorities was legitimised (and somehow 
accepted by the public) as an important step to create a social system which 
would stimulate individuals and social groups towards assuming greater 



Impact of Privatisation on a European Social Model 227

responsibility for their own social situation. But as a foreseeable result, along 
with the cuts in social expenditures the governments’ abstinence from influ-
encing the level of wages or taxing capital adequately, social inequalities 
and poverty increase dramatically thus confronting relevant social groups 
with social insecurities they have never experienced before (see ILO, 2008; 
OECD, 2008).

14.4 The impact of privatisation of public services 
on social cohesion and democracy in the EU

For the vast majority of European citizens the neoliberal model is failing to 
deliver long-term benefits, either economically or socially.

Efficiency increases and cost reductions are promised, even if a look 
at countries with bigger contingents of private provisions shows that 
these promises are questionable or even false. As most sector studies pro-
vided in this book indicate, the impact of liberalisation, privatisation and 
 marketisation on efficiency and the quality of services are either negative 
or doubtful.

In the network industries, liberalisation and privatisation has had the 
effect of replacing single, public monopolies with a larger number of private 
quasi-monopolies which have tended to reduce the accessibility of public 
services and have not always benefited the consumers. The notion of ‘uni-
versal services’ and the notion of ‘economic services of general interests’ 
which are replacing the wider notion of ‘public services’ are likely to reduce 
the scale of public services and might cause gradual abandonment of the 
social dimension of regulation.

With regard to social services, the negative impacts of privatisation and 
marketisation on a ‘social Europe’ which citizens hope for are even more 
destructive. These processes are changing what has been perceived as social 
rights into commodities. Fewer services will be provided, financed, regu-
lated and/or controlled by the public. This translates into a considerable cut 
of the social wage and reinforces economic and social insecurities in times 
when unemployment, harsh working and living conditions and poverty are 
on the increase in one of the richest regions in the world. The effects on 
social equity are overwhelmingly negative since inequalities and social 
polarisation will increase further.

Furthermore, with the rules of competition and thus profit and share-
holder value maximizing a restructuring of labour relations and a worsen-
ing of the conditions of employment are provoked. There is clear tendency 
towards social dumping inside the member states and among the countries, 
whereby companies and/or member states try to maintain an artificially 
competitive edge by lowering social protection standards. As far as this ten-
dency impacts serious constraints on the role of trade unions undermin-
ing collective bargaining and employment agreements, an already broad 
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‘consensus gap’ is widening which is turning the EU into something very 
negative for the numerous ‘losers’ of enforced competition.

The reduction of public spending (particularly on health and education) 
has serious consequences for the gender order. While removing some of the 
labour market opportunities for women, the downsizing of public services 
usually means that home and reproductive work has to be done by women 
either in the home or as paid and outsourced work in the growing informal 
sector of care, performed by low-waged women – often with a migrant back-
ground (Lethbridge, 2007).

In addition, it becomes more and more difficult for the state to take pol-
itical decisions in order to favour developments towards a more ‘social 
Europe’. This could have a negative impact on social cohesion and the pol-
itical status of social citizenship and finally could even endanger the demo-
cratic functioning of the Union.

14.4.1 The impact on social cohesion and the political 
status of social citizenship

The creation of markets in the EU rests upon the introduction of competition 
into public sector systems. While breaking down these systems into separate 
‘business’ units usually the competition dynamic is animated by ‘choices’, 
be it parental or student choice in the education system, the choice between 
different health insurances and hospitals in the health system, choices to 
be made in privatised pension systems or among a growing number of pri-
vate financial institutions, electricity or water companies. However, ordin-
ary people are usually not in a position to assess risks accurately and select 
between the different services. Moreover, those who rely most on the provi-
sion of high-quality services are those who are least prepared to bargain on 
favourable conditions.

Concerning social security systems in particular, it is doubtful whether a 
(re)-privatisation will actually lead to a more efficient use of public funds and 
an increase of individual freedom. Private insurance against financial risks 
and the devaluation of human resources, which might be affected by finan-
cial and currency crises or by the long-term unemployment that are endemic 
in capitalistic societies, is simply impossible. Private providers of public ser-
vices do not only want their costs to be covered but also want to make a 
profit. Consequently, they do not have any other option than to exclude the 
bad risks in order to lower the costs wherever this is possible. In the medium-
term, this results in two-tier or multi-tier supply systems. People with bad 
risks will have to be prepared for big cuts in the quality of services.

Privatisation thus contributes not only to a new and deeper social diver-
gence, but it will also lead to a cut-back in the quality of the public goods and 
services that remain in public responsibility because these will be produced 
only for the people in greatest needs and thus need not to be of high quality: 
services mainly for the poor are usually poor services. Only if the access to 
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public services is guaranteed as a social right and is available for all people 
through their status as citizens, including the well-to-do middle class, might 
there be pressure in favour of high standards and optimal supply.

Therefore, the widening of choices offered by privatisation and market-
isation and the gradual replacement of social responsibility through com-
petition and individual responsibility in practice is favourable only for 
the well-to-do. The ‘choice issue’ which is one of the main arguments in 
favour of privatisation, increases social, regional and gender inequalities. 
Furthermore, in phases of economic crises (such as the recent world finan-
cial and economic crisis), cumulative depression can have negative impacts; 
this is in particular the case in regard to private pension systems which 
are rind to procylicality of the financial sector. Therefore, in times of a cri-
sis, not only social security for the poor is diminished, but social security for 
broad sections of the middle class living in a situation of precarious wealth 
is also affected.

Gradually public goods such as education, health care or social security in 
times of old age, sickness or unemployment shift from a resource the state 
owes to its citizens to a consumer product for which the individual must 
take responsibility. Thus, the homo politicus who has to communicate and 
organise with others for getting his or her rights is reduced to homo oeco-
nomicus who has almost nothing in common with others. As a customer or 
a producer or investor he or she strives for his or her divergent interests. In 
the long run, this side-effect of liberalisation, deregulation and privatisation 
of public services may be damaging for social cohesion and the democratic 
system as a whole. This development being directly linked to the essence of 
privatisation can be judged as a regress of a universalistic and law-based system 
to contractual, market-based relationships. Market-based relationships do not 
exclude universalistic constructions by principle, but they create obstacles 
for the realisation of minimum social rights. Practically, all discussed and 
already initiated reforms of the social models in Europe and what so far 
takes shape as a new ESM have regressive effects favouring the well-to-do 
and bearing on the poorer population. Thus it seems to be the case that 
parallel to the discourse of a modernised ESM favoured by the EC, social 
cohesion within the enlarged EU is endangered instead of featuring a right-
based sort of European identity. There seems to be a discernible tendency of 
Europe being ‘Americanised’.

14.4.2 The impact on democratic participation

Liberalisation, privatisation and marketisation of public services is a stage 
in the evolution of capitalism that indicates a radical shift in the rela-
tions between state, society and private interests which seriously impacts 
 democratic participation. While the state withdraws from control and 
administration of the services, private sector actors who hold no legitimacy 
to decide about future developments of the societies and do not allow for 
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participation in their decision-making process, change into the role of a 
mediator of policy between the central state and local as well as supranational 
institutions. In face of perceived European (and even global) homogenisa-
tion to a singular rationality of economic efficiency citizens rightly view 
that the specific social and cultural forces that underpin markets and are 
necessary for them to work properly are eroded. As a result, citizens increas-
ingly fear that they may lose any control of development.

Ever more important experiences, events and needs in the lives of EU citi-
zens are treated as problems of markets and thus outside the purview of pol-
itics. This contributes to the passivity and disengagement of large numbers 
of people and finally to an erosion of political citizenship. People increas-
ingly relate to politics as an obscure and distasteful business utterly remote 
to their everyday lives. Detached from the issues of daily life, democracy 
becomes something purely formal lacking any substances by which people 
might govern themselves. As a result, participation in decision-making, 
which not only contributes to the well-being of people, but also is the most 
effective means by which to guarantee that the social objectives of develop-
ment are adequately handled in public decisions (Sen, 1999), is declining. Not 
only will those citizens be excluded and marginalised from modern work, 
consumption and communication processes withdrawn from political proc-
esses and active citizenship, but also those new economic elites who until 
recently performed quite well in the market, will reduce their participation 
and active engagement in political affairs. While the excluded citizens will 
react with resignation, possibly also with anti-democratic rebellion, the new 
economic elite will regard former public services as ‘positional goods’ that 
promise a privileged status (for example higher education). Only where their 
own partial interests are at stake, will these people act politically.

Thus, the most important out of three options available for  articulation 
and realisation of interests in democratic societies, according to Albert 
Hirschman (1970), will become meaningless: instead of using ‘voice’ 
 (opposition) to highlight the undersupply of public services and so react 
politically, for economic beings there remains only the ‘exit’ option (to take 
refuge in other suppliers) for need satisfaction. The supply via the market 
mechanism takes place by ‘buy-not buy’ or ‘pay-not pay’. This option is only 
available for those who have effective monetary purchasing power. For a 
democratic society, the difference is essential. Contrary to public service pro-
viders, private corporations are only accountable to their shareholders, not 
the citizens of the countries they invest in. If a public service provider does 
not satisfy the needs of its customers, who at the same time are the respect-
ive government’s electorate, it might be replaced at the next electoral term. 
Whereas if a private provider, even more so a foreign private provider, fails to 
satisfy customers needs it cannot be that easily held accountable.

Neoliberalism from below, from those citizens who feel ignored and treated 
as second-class citizens may fit quite well with von Hayeks’ (1944/2004) pro-
ject of a constitution of liberty against any request of establishing some 



Impact of Privatisation on a European Social Model 231

rules of redistribution in Europe. However, for a European civil and political 
society to emerge another ESM is needed, preventing that a predominantly 
‘negative mode’ of integration becomes a nightmare – for both EU citizens 
and its neighbours in the East and South.

14.5 Conclusion

An economic and social model is emerging in the EU that lacks most of the 
special characteristics which in former times had distinguished the different 
European welfare regimes from the US model. Although one could question 
the very existence of a specific European Social Model, from the viewpoint 
of its promoters such as OECD, World Bank, the EC, think tanks and lobby 
groups organizing corporate interests as well as the media, a ‘new ESM’ is on 
the rise. Within this ‘non-model’, from the viewpoint of European citizens, 
the role of the state is reduced to a contracting party and regulator which 
buy prepared ‘good-enough solutions’ for problems such as budgetary con-
straints, command bureaucracies and insufficient performance of service 
delivery. On the other hand, private corporations, without being legitimized 
to organise public policy, are increasingly providing not only funding for 
the public service itself, but even ‘selling’ policies (in  education). Private 
companies might be viewed as ‘mercenaries’ making money out of the pro-
liferation of a ‘new ESM’ based on privatisation of public services as a ‘good 
enough’, not ‘best’ solution for government problems in the age of global 
competition – for ever-lower corporate taxes, wages and costs.

If the idea of an ESM is to have any meaning to European citizens, a rebal-
ancing of the EU agenda in favour of social and environmental concerns 
is of utmost importance. Both the Lisbon Agenda and the EU service dir-
ective are being used as crude instruments to attack valid and legitimate 
social legislation. However, in order to avoid further disintegration in the 
EU and a rebirth of nationalism, cooperation must become the driving force 
of development and common principles for public services should be estab-
lished. This perspective requires public services to be provided in a way that 
these maintain a high degree of solidarity and create and strengthen social 
 cohesion – through their high quality, continuity and security, and equal 
and universal access, affordable prices, efficiency and transparency.
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15
Elements of a Progressive 
European Social Model
Christoph Hermann

15.1 Introduction

Preceding chapters have analysed in great detail the consequences of pri-
vatisation of public services and have thereby shown how privatisation 
undermines the very foundations of the European Social Model (ESM). This 
chapter attempts to go a step further and discuss possible elements of a 
progressive ESM as an alternative to the changes described in the previous 
pages. However, the starting point is an acknowledgement that although pri-
vatisation and related processes resulted in a situation that in many aspects 
is clearly inferior to the state where services were still provided publicly, a 
progressive alternative cannot simply demand for a reinstatement of the old 
model. First, the European social models of the post-war years themselves 
had a number of serious deficiencies, and second there are new challenges 
ahead that demand new responses.

There is no point in denying that the delivery of public services in the 
post-war years was not without problems. Even if privatisation made things 
worse, services users were not always satisfied with the services provided 
by bureaucratic, state-run and often seriously underfunded organisations. 
Similarly, there were plenty of loopholes in welfare safety nets, and some 
groups of individuals were plainly excluded, while welfare recipients were 
frequently treated in a paternalistic and perhaps even penalising manner. 
Given this legacy, it should not surprise that liberalisation and privatisation 
was not utterly rejected by service users who had hoped for the improve-
ments promised by privatisation advocates (and hence were deeply frustrated 
by the subsequent developments). In formulating progressive elements of 
a new ESM, this chapter will therefore not only argue for a revocation of 
 privatisation and related processes but also address some of the legitimate 
criticisms directed at the post-war social models.
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15.2 An active role for the state

With the policy of liberalisation and privatisation the role of the state has 
changed profoundly in the past decades. During the post-war decades 
states actively engaged in the provision of public services through wide-
spread public ownership and through the adaptation of encompassing and 
detailed service regulations (starting with provisions for investments and 
ending with the imposition of prices and tariffs). In contrast, in recent years 
European governments tend to leave the provision of public services to pri-
vate companies and the ‘free play’ of market forces (Hermann and Verhoest, 
2008). While the primary objective of private companies, regardless whether 
they provide public or private goods, is to generate profits (and for this pur-
pose they are willing to compromise accessibility and service quality if not 
barred from doing so), the role of the state is reduced to making sure that 
competing providers have access to the markets (ibid.). In some sectors, cer-
tain providers are subjected to universal or public service obligations, but 
these usually apply only to one provider, typically the former monopoly 
supplier, while the others are free to provide the same services at their own 
discretion. Not surprisingly, this creates tensions between those who are 
forced to maintain a certain quantity and quality of service provision and 
others who can focus on particular lucrative areas or business segments. 
In addition, despite the opening of public service markets, competition is 
still limited with public monopolies often being replaced by private oli-
gopolies (ibid.). In other cases, in particular in services in which competi-
tion between different providers is dysfunctional (e.g., public transport), or 
which are heavily subsidized (e.g., education and health services), the provi-
sion is not simply left to the free play of market forces. In these cases, states 
increasingly engage private providers through contracting, ‘private-public 
partnerships’ or ‘private finance initiatives’.

Private-sector involvement, according to the rationale behind this ten-
dency, allegedly makes service provision more effective and efficient and 
therefore less costly. As described in detail in the second part of the book, 
private sector involvement has, in contrast, often increased costs, while 
deteriorating quality, and obstructing responsibility, accountability and 
transparency. In short, in the liberalised and privatised public service model 
choice between competing providers, who mostly offer the same or only mar-
ginally different services, has replaced democratic accountability (Le Grand, 
2007). Yet, as we will discuss further below, choice has resonated well among 
many public service users precisely because of weak responsiveness and lim-
ited democratic accountability in the governance of public services, both in 
Western European welfare and Eastern European communist states. However, 
the cost-cutting argument not only amplified the role of private companies 
in public service provision. Even where services are still provided by gov-
ernment agencies, the nature of service provision has been altered through 
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the introduction of new public management techniques, emulating private 
sector goals and methods (Needham, 2007; Whitfield, 2001). Changes have 
been described as a shift from ‘welfare’ to ‘contracting’ or ‘enabling states’ 
(Gilbert, 2002). It is important to note that governments do not necessarily 
cede power in this process. What instead happens is a transformation of 
the role and responsibility of states. Some authors have therefore described 
the transformation as a move towards ‘competition states’ (Hirsch, 2005), 
emphasising the increasing state support for private businesses.

A progressive ESM needs an active state that fully resumes its responsi-
bilities vis-à-vis its citizens. Instead of hoping that the ‘free’ play of market 
forces will create favourable outcomes (which it more often does not than 
it does), public authorities have to make sure that the outcomes meet the 
needs and expectations of citizens. While not all services must be provided 
by public organisations – private for-profit and not-for-profit organisations 
have always played an important role in the provision of public services in 
some countries and sectors – comprehensive regulation must guarantee that 
profit interests are subordinated to the interests of citizens. This means that 
regulation must cover the whole process of service provision (from invest-
ments to prices and tariffs) not only specific aspects (such as, for example, 
the access of competing providers to infrastructure). Similarly important, 
regulation should not be limited to certain providers, but cover all compan-
ies that are engaged in the provision of public services. Service users and 
citizens more generally, should play an active role in the design of regula-
tion and the monitoring of compliance (Palast, Oppenheim and McGregor, 
2003). This means that a progressive ESM not only needs a more active but 
also a more democratic state (Albo, Langille and Panitch, 1993).

Although comprehensive regulation is an important step in reinstating 
responsibility and accountability, public ownership still has an additional 
advantage as it enables governments to directly intervene and actively 
respond to changing needs and expectations, and even more importantly, 
to build the capacity for public problem-solving processes, thereby limiting 
the dependence on the private sector (which, as the current financial crisis 
shows, is of crucial importance). In a similar vein, public ownership enables 
the state to promote innovations and developments that go beyond the ini-
tiative of private capital with short-term profit expectations. This is par-
ticular important for long-term investments in improving environmental 
sustainability. While the recent financial crisis has led to a number of pub-
lic takeovers of failing private banks, other forms of re-nationalisation in 
Europe have been rare. Among the rare cases are a number of municipalities 
who have brought some of the outsourced services back under municipal 
ownership after sometimes disastrous experiences with private contractors 
(Candeias, Rilling and Weise, 2008; Needham, 2008).

To be able to meet their responsibilities, states, of course, need sufficient 
financial resources. Tax policies therefore play a crucial role in a progressive 
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ESM. Only through a meaningful and progressive tax policy can states make 
sure that the public sector is sufficiently funded to deliver those services 
that citizens are expecting. The current trend of granting tax breaks to the 
rich has exactly the opposite effect and deprives states from the possibility 
to sufficiently fund public services. In several sectors and countries it was 
problems created by underfunding that paved the way for privatisation as 
service users were discontented by deteriorating infrastructure and service 
quality while the new private owners promised long-overdue investments 
(in some cases, however, investments were also made before the public 
companies were sold to private investors). Underfunding of public services 
and deteriorating infrastructures are particular pressing problems in the 
new member states in Central and Eastern Europe where governments are 
severely constrained by their attempts to join the Euro area. In Western 
Europe similar pressures are felt by municipalities who are subjected to 
increasingly tight deficit targets by federal governments who themselves 
attempt to meet the Growth and Stability Pact Criteria. Hence, a progressive 
ESM with flourishing public services not only needs supportive tax but also 
monetary policies.

15.3 An encompassing welfare system and 
the decommodification of social relations

Originally, welfare systems were developed to protect citizens from the risks 
and distortions inherent to modern market societies and the wage labour 
status. Welfare systems provided income for the unemployed, disabled, for 
those who are too old to work or are poor for other reasons. True, there 
were loopholes in social protection and only the most advanced welfare 
states provided a decent basic income, but welfare was based on social 
rights and not on charity. This implied the acceptance of redistribution of 
wealth through a progressive tax policy and proportional social security 
contributions. Consequently, as Gøsta Esping-Anderson (1990) has pointed 
out, even the most conservative welfare systems contained some degree of 
decommodification.

In very basic terms, decommodification means that citizens are not 
dependent on income generated by the sale of their labour power and 
the subsequent exchange of money for goods and services in order to 
exist. Labour law and collective agreements also play an important role in 
this regard as they establish rules and responsibilities associated with the 
purchase of labour power and thereby restrict labours’ commodity char-
acter (Hyman, 2005). Decommodification went furthest in the northern 
European welfare states where welfare not only meant cash transfers to 
those eligible for benefits, but the development of a public infrastructure, 
with child care facilities and elderly care structures, among other things, 
that not only provided help for those in need, but also job opportunities for 
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workers excluded from or disadvantaged on private sector labour markets, 
including, most notably, women. It also shows the importance of welfare 
policy for the promotion of equal opportunities and for combating discrim-
ination (Heintze, 2005). Regardless of the national welfare model, there was 
widespread consensus among European policymakers during the post-war 
decades that welfare systems must continuously be improved to strengthen 
solidarity and social cohesion.

Recent decades of welfare and labour market reforms have reversed this 
development and significantly reduced the level of decommodification. 
Instead of allowing for an existence beyond the market and money-driven 
society, welfare benefits are increasingly targeted towards integrating those 
without employment as fast as possible into the labour market. Of course 
there is nothing wrong with supporting unemployed workers to find a 
job, but not by forcing them to accept any employment that is available 
including poorly paid and precarious work (Gray, 2004). Some authors have 
described these changes as shift from welfare to workfare policies (Peck, 
2001). In this process, fundamental social rights are reduced to temporary 
and conditional support and anti-discrimination strategies are confined to 
labour market policies, although recent welfare and labour market reforms 
fuel inequality and social exclusion.

Instead of forcing an increasing number of European citizens in the 
ranks of the working poor and precarious workers, a progressive and com-
prehensive welfare policy should start with governments developing an 
active macro-policy as an essential part of a progressive welfare strategy. 
The same governments that promote workfare policies have become increas-
ingly reluctant to stimulate the overall economy. Second, a progressive and 
comprehensive welfare policy is hard to be imagined without a meaningful 
redistribution of wealth. Tax cuts for the rich typically mean welfare cuts 
for the poor. In contrast, a comprehensive welfare policy must reinstate the 
principle of solidarity (everybody gives what he or she can, and takes what 
he or she needs).

Measures to fight poverty include the introduction of an adequate European 
minimum wage and the granting of a general basic income that allows for 
a decent social existence. While the first measure is supposed to make sure 
that even the lowest paid jobs pay for a living, the latter is meant to pro-
tect workers from having to accept jobs with poor employment and work-
ing conditions. In addition it is an acknowledgment of the existence and 
decisive role of unpaid labour in the reproduction of European families, 
and, consequently, for social cohesion and progress. The form and eligibility 
of the basic income must be designed to make sure that state agencies can-
not treat welfare recipients paternalistically. To strengthen the decommodi-
fying effects of such a measure, monetary transfers should be combined 
with the creation of what some authors have called a social infrastructure. 
As Joachim Hirsch (2007, p. 143) explains, “the goal should be to establish 
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a comprehensive social infrastructure, which combines an expanded pro-
vision of public goods with an adequate and unconditioned and for every-
body available basic income, which not only secures the material existence 
but enables self-development and participation in society.”

A progressive welfare policy should not be limited to particular and pre-
sumably comparably rich member states. These countries should maintain 
and strengthen their welfare regimes, but, in order to allow poorer countries 
within the European Union to narrow the gap in welfare standards, a com-
mon set of welfare benefits should be statutorily established for all member 
states, even if the material levels of the benefits would be related to living 
costs in the respective countries. To advance in that process, institutions 
such as the European Social Fund (ESF) could play a critical role, but must 
be endowed with sufficient resources and powers. A trend towards conver-
gence of welfare benefits is a basic element towards equality, regional devel-
opment and social cohesion, and it could substantially reinforce the sense 
of European citizenship.

15.4 Equality and equal opportunities through 
accessibility, affordability and high quality 
public services

Although there is a wide range of public services, one of their common 
feature is that they provide citizens with essential means of existence and 
that in contrast to private services individual purchasing power has only 
a limited effect on the quality and quantity of the services provided. For 
this reason, public services are particularly important to sustain equality 
and social cohesion. While some services were freely accessible (e.g., health 
care, education), for others a fee or price was charged even in the past (e.g., 
transport or electricity). However, price policy was typically the result of 
political decisions rather than of market processes. As such, prices were fre-
quently subsidised. In the case of multi-service suppliers, loss-making ser-
vices were sometimes subsidised by the profit-making activities of the same 
organisation (e.g., post by telecommunication). Hence, even if services were 
not freely accessible, prices reflected social concerns in order to make sure 
that low-income groups were not excluded.

Liberalisation and privatisation advocates have criticised this as illegit-
imate and costly interference in market processes which ultimately results 
in higher costs. Liberalisation and privatisation according to this view will 
reduce prices and thereby improve accessibility. In reality, however, liberal-
isation and privatisation has led to the establishment of complex and often 
intransparent price structures with different prices for different groups of 
users. This not only makes it difficult to compare prices and thereby obstructs 
competition, but new price structures tend to favour large customers with 
strong market power, often being large corporations that subsequently profit 
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from liberalisation and privatisation, while for small companies or private 
households prices decreased only marginally. And sometimes they have even 
increased. As a result, liberalisation and privatisation has fuelled inequality 
and partly undermined accessibility, even if the average price for a particu-
lar service may have decreased. The introduction of variable fees had simi-
lar effects: Private health care insurances advantage high-income groups as 
these customers typically show lower health risks and therefore qualify for 
lower premiums than low-income earners. Other fees may be the same for all 
users but they may create a serious barrier for low-income earners to use the 
service as they make up for a significantly larger proportion of their income 
than for high-income earners.

In extreme cases, liberalisation and privatisation can cause the emer-
gence of two-tier systems for high- and low-income earners as is already 
the case in the health care systems in the new member states in Central 
and Eastern Europe, with public hospitals treating low-income earners and 
private hospitals treating those who can afford private insurance or have 
sufficient personal funds. This is a particular frightening development. A 
high quality of public services, as promised by the European Council and 
the European Commission, can only be sustained as long as low- and high-
income earners use the same services. Experience shows that services for 
the poor are typically poor services (see Chapter 14). Yet the growing atten-
tion paid to more profitable customers or service areas is a general prob-
lem that threatens to undermine the quality and accessibility of service 
 provision. While universal service provides (e.g., former national post com-
panies) are obliged to maintain a national distribution network that more 
or less covers the entire territory and provides a whole range of services, 
new competitors can concentrate on certain areas (e.g., highly populated 
urban centres) and particular lucrative costumers (e.g., large corporations 
with a large amount of mail). As a result, universal service providers feel 
even more pressure to cut costs and one way to do this is to cut-back on ser-
vices (as can, for example, be seen in the repeated closures of railways and 
post offices in rural areas).

Liberalisation and privatisation is not only believed to result in falling 
prices, their advocates also assume that competition makes sure that service 
providers improve service quality. Indeed some public service companies 
have responded to competition by stepping-up customer service relations 
and by introducing specific quality control systems (Flecker and Hermann, 
2009). However, quality standards are deliberately chosen not to contra-
dict with cost-cutting programmes with the effect that broader quality cri-
teria such as the well-being of the service user or of the local community 
are neglected. Moreover, a number of public services are particularly labour 
intensive. In these kind of services, the reduction of employment introduced 
to prepare former monopoly providers for competition (even though com-
petition often increased only marginally) and the poor working conditions 
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offered by the new competitors very likely have a negative impact on service 
quality (ibid.).

To guarantee accessible, affordable high-quality services, regulation should 
not only introduce universal service obligations for all providers, but also 
impose common quality standards developed in cooperation with user 
groups. Services should, furthermore, as far as possible be freely accessible, 
but if prices or tariffs are charged these should reflect social and environ-
mental concerns and not be left to market processes. The objective is to make 
sure that all citizens, however marginalised socially or geographically, have 
sufficient service access. In addition, price policy should take into account 
the long-term effects of a possible exclusion of certain groups from service 
provision, which may greatly outstrip the initial costs (as it is obviously the 
case in health and educational services). The establishment of socially and 
environmentally sensitive prices of course demands the possibility to sub-
sidise services.

15.5 High quality public sector jobs in order 
to ensure high quality services

The quality and effectiveness of public services depends on highly moti-
vated public sector workers with sufficient resources and training to accom-
plish their tasks. Moreover, public services are also a major source of jobs. 
Public service providers are among the largest employers in their countries. 
During the post-war decades the extension of public employment played 
an important role in reaching the overall objective of full employment and 
in mitigating cyclical private sector job losses. It not only created employ-
ment opportunities especially for low- and medium-skilled workers and in 
some areas for women, but also worked as a counterweight and partly as 
a model for the private sector employment regime (Schulten, Brandt and 
Hermann, 2008).

Many public sector workers enjoyed a high degree of employment secur-
ity, while working conditions were regulated by a complex set of rules which 
made sure that economic pressure did not compromise quality and security 
of services. As a result, employment and working conditions were more sta-
ble and homogenous than those offered by private sector employers, thereby 
adding to the decommodification of labour in the post-war decades (ibid.). 
Public sector workers were subsequently less motivated by wage increases 
than by the public sector ethos, including a high degree of identification 
with the employing organisation, loyalty, accountability, a sense of com-
munity and a sense of justice. In some cases there was, however, also a lack 
of motivation.

Liberalisation and privatisation presented a major challenge to the public 
sector employment regime. Allegedly, rigid employment standards and work 
rules, including a lifetime protection from dismissal, were criticised as barri-
ers to greater service efficiency. In some countries (like the UK) and sectors 
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liberalisation and privatisation were deliberately deployed by governments 
to break the power of public sector trade unions. Cost-cutting has not only 
led to falling employment numbers; the emergence of new competitors and 
the drive to lower labour costs have at the same time resulted in a fragmen-
tation of bargaining structures and the introduction of two- and multi-tier 
labour relation systems (Brandt and Schulten, 2007). Differences emerged 
between ‘old’ and ‘new’ workers in the same company, between workers 
employed by the former monopoly providers and by the new competitors 
and between in-house and outsourced staff. Liberalisation and privatisation 
have not only led to a widespread deterioration of public sector working 
conditions, in a number of cases they have literally fuelled the creation of 
low-paid and precarious jobs (e.g., in the postal sector in Germany and the 
Netherlands). The resulting re-commodification of public sector employ-
ment may not only affect public sector workers. In the absence of a public 
sector counter-weight, private sector employees in the long term can also 
expect growing pressure on wages and working conditions.

To make sure that liberalisation and privatisation are not carried out 
at the cost of public sector workers and of service quality (suffering from 
poor employment and working conditions) there is a need for strong and 
encompassing employment standards in public service sectors. These stand-
ards have to create a level playing field that applies to all competitors, not 
only to the former monopoly providers, and should make sure that work-
ers who carry out the same job should receive the same compensation. In 
addition, new competitors should be banned from fighting unionisation 
and required to introduce the same forms of workers’ representation that 
exist in the former monopoly providers (who typically have elected works 
councils and much higher union membership rates than the new competi-
tors). Training and promotion systems should be fair and profit all public 
sector workers and not only particular groups. Wage differentials should be 
based on experience and commitment and not on market criteria and they 
should be proportional in order to strengthen the solidarity between public 
sector workers.

Besides trade unions, work councils and other forms of labour represen-
tation should play an important and active role in the planning and deliv-
ery of public services. A highly motivated public sector workforce is the 
best guarantee that service quality is improved in a great variety of aspects, 
including those that are particularly labour intensive. In addition, the pub-
lic sector should provide extensive training and comparable decent jobs, 
especially for low- and medium-skilled workers, and for workers who are 
discriminated in private sector labour markets.

15.6 More participation, accountability and sustainability

A paramount element in a progressive ESM is to make political decision mak-
ing of any kind, particularly relating to welfare, much more participatory. 
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A reform of the ESM must therefore centre on improving participation, 
accountability and sustainability. This will be the critical difference to the 
social models of the post-war years. In other words, social and political insti-
tutions and states themselves must change and allow for new forms of activ-
ism, participation and responsiveness in order to overcome the paternalistic 
top-down governance structures of the Keynesian welfare states of Western 
Europe and the state-communist systems of Eastern Europe. A radical dem-
ocratisation of European societies that promotes active participation also 
demands for citizens with sufficient resources to formulate and articulate 
their expectations, and engage in the development of collective solutions 
to social problems. It is clear that the financing of this new system must 
be public, but the concrete processes and institutions that enable a radical 
democratisation still wait to be developed. Participatory budgeting devel-
oped in South America, but increasingly also practiced in European munici-
palities is one example of how state agencies can be made more responsive 
to citizens’ needs.

Public services play a crucial role in this regard and the reform of pub-
lic services could function as a model for a penetrating democratisation of 
European societies. In the old public service model citizens elected govern-
ments which would then decide about the provision of public services or 
delegate decisions to administrative units. If they were not satisfied with the 
services, users could elect another government but they could not directly 
articulate their critique of existing practices. However, with liberalisation 
and privatisation and the resulting commodification of public service provi-
sion service users have even less influence. In the new privatised social mod-
els the provision of ‘public’ services is left to the market which means that 
service users have a choice to decide between two or more providers that 
perhaps all provide the same unsatisfying service – if they can afford to pay 
for them. Instead of reducing service users to consumers that can choose 
between different yet unsatisfying alternatives, an alternative public service 
model should be based on strong and encompassing user participation.

The participation should bet twofold: First of all, users should be encour-
aged to monitor service delivery and make suggestions for improvements. 
Second, service users or specifically assigned user representatives should 
play an important role in the planning and design of public services. Service 
users, in other words, should become co-producers (Needham, 2008). A pos-
sibility would be the installation of a wide range of public service boards with 
representatives from management, workers, experts and service users. The 
objective would not only be to solve current problems, but also to develop a 
dialog and vision for the future of public services. There are some examples 
that give a hint how such a dialog could work. The reorganisation of muni-
cipal services in Trondheim in Norway clearly demonstrates the gains 
involved in such a process (Little, 2007). Yet the example of Trondheim also 
shows that the primary focus of public service reform should not be how to 
cut costs, but how to improve services.
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15.7 Conclusion

The elements of a progressive ESM identified and discussed in this chapter 
are certainly important but not exhaustive. These elements are:

An active yet more responsive and democratic state that resumes its  ●

 responsibilities vis-à-vis its citizens. Such a state should introduce encom-
passing regulation that covers the entire process of service provision and 
makes sure that services are of high quality and easily accessible. An active 
state should furthermore promote public ownership in public services in 
order to built capacity for public problem-solving processes and innovation. 
To be able to do so, states need an adequate tax and monetary policy.
An encompassing welfare system based on universal rights that enhance  ●

decommodification and protect workers from poor jobs and working con-
ditions. Such a system should also guarantee a basic income for those 
outside paid employment, many of whom do unpaid work, in order to 
promote self-development and participation. Money transfers should be 
combined with a social infrastructure of high-quality, easily accessible 
public services. Such a welfare system can hardly be imagined without a 
meaningful distribution of wealth.
Public services that are of high quality, accessible and affordable and  ●

thereby promote equality and social cohesion. As far as possible, public 
services should be freely accessible but if prices or tariffs are charged they 
should reflect social and environmental concerns, rather than reflecting 
market power of particular groups of costumers. In short, services should 
be the same for all service users regardless of their purchasing power. To 
make sure that all services are of high quality, regulation should address 
the various quality aspects involved in the provision of public services 
and cover all services providers not only the former monopoly suppliers.
A public sector workforce which creates decent jobs especially for low- and  ●

medium-skilled workers and for groups that are discriminated against in 
private sector labour markets. Regulation should make sure that liberalisa-
tion and privatisation does not lead to a fragmentation of labour relations 
and a deterioration of employment and working conditions. Furthermore, 
trade unions, work councils and other forms of labour presentation should 
play an active role in the planning and delivery of public services.
A high level of participation, accountability and sustainability. This is  ●

perhaps the greatest difference to the post-war models and the Western 
European welfare states and the Eastern European communist systems. 
Public services that constantly strive to meet the changing needs of citi-
zens’ demand for an active role of service users, both, in monitoring exist-
ing services and in the planning and designing of new services. Although 
there is much work ahead in developing institution and mechanisms that 
promote accountability and participation, there are a few examples in 
Europe that can be used as an inspiration to build a progressive ESM.
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16
The Role of the Public Sector in a 
Progressive Construction of Europe
Jörg Huffschmid and Jacques Mazier

16.1 Introduction

The dominant role of markets, competition and private profit as the regu-
lating mechanisms of economic and social reproduction has during the last 
years been challenged for theoretical reasons and on the basis of empirical 
evidence. This raises the question of alternative frameworks and tools for 
a more democratic and sustainable development. In this chapter, we present 
and discuss the public sector as a strong and indispensable pillar for a progressive 
European Social Model (ESM). Its role should be revitalised on the local, regional 
and national level, and it should be established on the European level.

We use the term public sector in a narrow sense: It includes state-owned 
enterprises and public authorities which provide goods and services on a 
not-for-profit basis. We will first explain the importance of the public sec-
tor for a strong economy, for social cohesion and for a democratic society 
(Section 16.2), and then consider some problems of democratic manage-
ment and criteria for the ‘efficiency’ of the public sector (Section 16.3). In 
Section 16.4 we explore the perspectives (and limits) of a European pub-
lic sector. The concluding remarks in Section 16.5 relate to the necessary 
embedding of the public sector in a comprehensive and democratically con-
trolled macroeconomic and fiscal environment.

16.2 The role of the public sector for economic 
development, social inclusion and 
political democracy

A new mixed economy and a public sector for strong and sustainable  development 
The political focus on liberalisation and competition-driven  economic devel-
opment has in most countries led to the erosion of infrastructure, sector-
specific imbalances, regional and local disparities and growing international 
disequilibria, which all bear the risk of economic crisis and political con-
flicts. As a correction and alternative, the set-up of a new mixed economy 
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should be envisaged in which the main directions for the development of 
a productive, sustainable, and balanced economy are controlled by, on the 
one hand, a stronger macroeconomic and structural guidance of the private 
sector, and, on the other hand, the use of state-owned enterprises and pub-
lic services. Experience shows that the provision of public goods and ser-
vices through political regulation of private activities becomes increasingly 
difficult and expensive, and tensions between the quest for private profit 
and provision of public goods tend to increase with time as in the case of 
network industries (see Chapters 7 and 8). Therefore, a stop and reversal of 
the wave of privatisations and the re-nationalisation of network or infra-
structure providers should be set on the agenda of economic policy. State-
owned enterprises which are embedded in a progressive economic policy 
can be cornerstones for large state programmes to stabilise macroeconomic 
development. They are the core of industrial policies and the guarantee for 
the implementation of regional and structural policies (see Whitfield, 2001, 
chapter 8); and they can play a crucial role in the necessary restructuring 
of the economy in a more ecologically sustainable direction, like the devel-
opment of public railways and other transport services or the development 
and promotion of new systems of energy generation and provision based on 
renewable energy sources.

The financial crisis that started in 2007 has also raised the problem of 
state-ownership of banks and other financial institutions. Governments 
and politicians of all orientations have during the year 2008 again and 
again underlined the public good character of financial stability which has 
been undermined through the private financial sector in the main centres 
of the world. Instead of bailing the sector out and subsidising it with fresh 
capital without controlling power, it would be appropriate to nationalise 
the leading banks and change their business model with concentration on 
securing a smooth payment system, sufficient provision of credit and safe 
deposits.

Public firms could and should also set standards for good working 
 conditions and wage development. Lastly, public institutions for research and 
innovation are key instruments to secure a long-term development strategy.

The public sector and social inclusion Inclusiveness and solidarity as essen-
tial elements of a progressive European social model require the protection 
against the various risks within a capitalist society which cannot be avoided 
on the basis of individual activities, and the unrestricted and affordable 
access to social, cultural and other services which define the general social 
living standard (see Heintze and Lehndorff, 2009). These are unconditional 
social rights for every citizen or resident. To achieve these objectives the 
public sector is of eminent importance:

To avoid or minimise unemployment a determined  ● macroeconomic 
 policy for full employment is the most important tool. To maximise the 
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 employment effects public investment programmes are more efficient 
than stimulation of private investment through tax cuts or other subsid-
ies. The most direct and efficient measure is a high share of employment in 
the public sector, where there has been a continuous reduction of employ-
ment during the last 20 years in most state members of the E.U. Through 
the implementation of additional public works the level of employment 
can be counter-cyclically adjusted throughout the business cycle. In order 
to avoid the creation of precarious employment, high standards in pay-
ment and working conditions should be maintained. Public training and 
education programmes should aim at a swift reintegration of the tempor-
arily unemployed into decent jobs.
Comprehensive  ● public health systems should be in place for everyone 
regardless of his or her social status. Health and health care are not com-
modities with a market price but citizens rights, the costs for which must 
be borne by the society. Commercialisation of health care and privat-
isation of hospitals should be resisted, and the pharmaceutical industry 
should be nationalised in order to finance public health systems.
The recent financial crisis has underlined the enormous risks for the  ●

elderly inherent in (completely or partly) private capital-based pension 
systems. A life in dignity after retirement is a cornerstone of the ESM and 
a social responsibility which cannot be delegated to financial markets. 
Furthermore, private pension systems which must spend much to market 
their products and which strive for profits are much more expensive and 
much less comprehensive than public ones. For both reasons it is impera-
tive that pension systems should take the form of pay-as-you-go systems 
and be managed by public authorities. At the same time, these authorities 
must become more transparent and accessible for the individual employee 
and pensioner.
Poverty is unacceptable and avoidable, particularly in developed societies,  ●

and it is a main element of social exclusion. Apart from an efficient sys-
tem of public transfers, the public sector can contribute to the avoidance 
of poverty through decent wages for workers and employees which set 
standards also for the private sector.
Universal and affordable access to modern services also relate to a bun- ●

dle of services which together define the level of general societal devel-
opment and enable people to participate in social life. These begin with 
childcare and include, for example, health care and other social services, 
educational services on all levels and for all ages (free school and univer-
sity access and provision of the necessary equipment, textbooks and so 
on); cultural and recreational services and facilities (theatres, museums, 
parks, swimming pools and so on); communication services (postal ser-
vices, telecommunication, transport and so on); other network services 
(electricity, gas, water); basic financial services (free bank account, bank 
card, certain number of transfers and so on) as the basis for monetary 
social inclusion; housing and residential facilities corresponding to the 
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citizens right to a decent home; public housing should be revitalised and 
combined with urban restructuring and development policies.

These services all belong (to varying degrees) to the heritage of the differ-
ent societies in Europe. Most of them have been developed in the public 
sector and were provided for free or at low prices and fees. In the last two 
decades, they experienced a process of modernisation and differentiation 
(corresponding to the differentiation of individual preferences, sometimes 
generating segmentations). The simultaneous process of commercialisation 
has often led to privatisation (with or without regulation), in other cases to 
competition between private and public suppliers. Commercialisation and 
competition threatens the principles of universal and affordable access and 
leads to exclusion of lower income groups and poorer regions. An alterna-
tive trajectory requires the restoration of public control in these sectors, be it 
as direct and exclusive public provision or the tight and efficient public con-
trol of parallel private provision. Public provision is certainly appropriate for 
the whole range of educational and a minimum level of cultural services. 
For most of the other services, experience shows that commercialisation and 
private provision are generally neither more efficient nor less expensive, and 
certainly less comprehensive than public provision (gas, electricity, water, 
even telecommunication). Therefore, there is no tenable argument that they 
should be private.

The role of the public sector for political democracy A well functioning dem-
ocracy requires:

the guarantee for equal treatment of every citizen by public authorities,  ●

regardless of his or her economic or social status, race, sex, age and indi-
vidual orientations;
the real chance for every citizen to participate in a relevant way in the dis- ●

cussion and decisions about the structure and development of the society 
they live in, and, on this basis;
the exclusive assignment of the right to use coercive power and force to  ●

democratically legitimised and controlled public authorities.

Such requirements cannot be fulfilled through profit-driven private com-
petition amongst suppliers and the “exit” (Hirschman, 1970) option on 
the side of the people as consumers, which have led to a progressive “com-
mercialisation of citizenship” (Crouch, 2004, p. 80) and “the emptying of 
democracy” (Cella, 2008, p. 338). They require a strong basis of public insti-
tutions. These relate to two basic areas: on the one hand, the administra-
tion and public authority side, and on the other hand, the empowerment 
or participative side. The tasks of public administration and exercise of public 
authority should not be privatised because this would inevitably endanger 
the principle of equal treatment of every citizen. A privatised administration 
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stands under competitive pressure to rationalise and cut costs, which entails 
a bias towards reduction or outsourcing of services, introduction of fees and 
exclusion of low-income groups from administrative services. The empower-
ment and participatory aspect of a well-functioning democracy require well-
informed individuals with developed abilities to analyse and assess societal 
problems and to make solid and independent judgements. These proper-
ties are promoted through education, the media and an open space for 
discussion.

The task of education is not only to provide knowledge and professional 
proficiency to the individual but to develop personalities with the ability for 
critical analysis and independent judgements. Under the pressure of com-
petition and ‘efficiency’ these tasks are regularly disregarded and education 
is narrowed down to the exclusive preparation of individuals for the chal-
lenges of the labour market. Comprehensive education which is functional 
for democracy is necessarily a public domain and must not be put under 
competition of profit-oriented providers. It should on all levels be financed 
through taxes.

The media play a crucial role for the functioning of democracy. While 
the provision of information and opinions cannot and should not be an 
exclusive domain of the state or other public bodies, these have the task to 
guarantee a media landscape which provides comprehensive information 
and balanced opinions and arguments for debate, to enable all individuals 
to form their own opinions and judgements.

A participatory democracy also requires not only the creation of the 
capability of individuals to understand and assess societal structures and 
problems but also the space and opportunity for discussion, opinion building 
and decision making. It is therefore an essential task for the public sector 
to organise public events, forums, panels and so on at all levels, including 
particularly the local level. Such public events are a space for competition, 
albeit not economic competition for profit but discursive competition of 
arguments for the organisation of society.

16.3 Challenges of public sector governance

The re-establishment of a strong and democratic public sector requires not 
only the identification of areas and sectors which should be governed by 
public interest providers instead of private firms and the profit maximisa-
tion mechanism, but also requires the elaboration of alternative manage-
ment tools and techniques. This is one of the most difficult challenges, not 
only for the conduct of practical policy, but also for the development of 
coherent, convincing and viable conceptions, and much research remains 
to be done (see Clarke, 1994).

The recourse to the management methods of the existing public sector 
which has survived the various waves of privatisation offers little help, 
because the development there has during the last 20 years gone into the 
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opposite direction. State-owned enterprises – like the German railroad cor-
poration Deutsche Bahn or the French gas provider Gaz de France – have 
been trimmed to become global players and profit maximisers; and the 
management of public institutions and administrations has been increas-
ingly pushed into the direction of ‘modern government’ and approached 
the techniques of private corporations. This tendency is reflected in the 
rise of ‘New Public Management’ literature (see Krems, 2008; OECD, 2005), 
which claims to show ways to improve the efficiency of public administra-
tion and to generate better performance at smaller costs.

This literature is, on the one hand, to a certain extent a response to the 
sometimes poor quality of traditional public services: intransparency and 
bureaucratic structures, lack of reliability and modernisation. On the other 
hand, it is an answer to the pressures on public budgets, which was partly 
self-induced through tax reductions. While in such reform models a public 
sector is formally accepted as existing reality, its content and functioning is 
gradually changed and transformed into private corporate techniques and 
integrated into a model of competitive markets. The public interest is more 
and more seen as the compilation of individual preferences of customers on 
markets, and public services are transformed from social rights into com-
modities offered on these markets.

Commercialisation of public services establishes a simplistic pattern of 
governance and assessment. It is based on the model of profit maximisa-
tion which is equally simplistic because it can be operationalised and its 
performance can be measured in straight figures. In the new public services 
model there is a tendency to disregard everything which cannot at all or 
hardly be translated into output figures. This is also true when additional 
parameters for quality management or participation are added. In reality, 
there are enormous difficulties to translate general public interest objectives 
into concrete guidance for action and measures. For instance:

How should the objective and efficiency of education be defined? There  ●

seems to be a broad consensus that education should not be limited to the 
appropriation of skills and techniques for a professional career, but also 
include a broader knowledge of the world as a whole and contribute to the 
formation of independent personalities capable of analysis of problems 
and solutions (see Chapter 10). The same is true for health care. The con-
cretisation of such ‘visions’ is an extremely complex process.
How can the generally accepted claim that management in public admin- ●

istration should be a democratic process in which the employees should 
participate and have influence be organised in a more than declamatory 
way. Often we find that round tables or employees’ working groups in the 
context of change management are simply discussion groups without real 
influence and power.
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Raising these objections against the one-dimensional conceptions of public 
sector management does not imply that there is no need for further devel-
opment and change of the traditional structures and management methods. 
Neither their traditional deficiencies, nor the need for modernisation, nor 
the current fiscal pressures can be denied – although the latter should be 
addressed more by enhancing public revenues than by public sector reforms. 
But even without the current fiscal pressure, public services should operate 
in a transparent way, use resources cost-effectively, and develop methods to 
monitor the performance of a service and the capability to take corrective 
measures if declared and agreed goals are not met. And it is also reason-
able to complement these – more static – tools by techniques to adjust the 
size, structure and quality of public services to changing circumstances and 
political priorities (see Whitfield, 2001, chapter 9). But such tools and tech-
niques are more complex and difficult to develop than through imitation 
of the competition-for-profit-model. There are different ways to deal with 
these problems.

One approach is decentralisation and reduction to smaller units of discus-
sion, decision making and organisation. In the European construction this 
approach is reflected in the concept of subsidiarity which is firmly rooted 
in the EU Treaty. It requires the assignment of competence for political deci-
sions to the lowest possible level on which the respective public tasks can 
be managed. A strong pillar of this approach are municipal and local enter-
prises and their respective federations in the EU (European Local Public 
Enterprises Barometer, 2008).

Another approach to the problem is the concept of a solidaristic economy, 
often concretised in local or regional cooperatives or other forms of cooper-
ation and self-organisation (see Monzon and Chaves, 2008). Such projects 
are, on the one hand, often a step forward, when they increase transparency 
and the degree of participation for their members and broaden the basis of 
discussion and concretisation – and necessary modification – of objectives. 
On the other hand, they are facing several problems. First, how do they 
organise contact, communication and division of labour with other small 
and decentralised units? Second, how do they participate in large-scale 
projects like railroads, telecommunication, complex research and devel-
opment projects? Thirdly, how do they deal with money; if they use their 
own money, what is the exchange rate to the national or – in the monetary 
union – the European currency?

A third way to organise the public sector is the introduction and/or 
enhancement of relevant democratic participation to all levels. More worker 
participation at the workplace and in the control of firms and corporations, 
including development and investment control; more influence of social 
movements and initiatives in decisions about regional and local develop-
ment; more accountability of administrations, politicians and parliaments 
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to their constituencies; more public discussion and relevant influence on 
the structure and volume of public expenditure and taxation; more refer-
enda on all levels and so on (see Whitfield, 2001, chapter 9).

16.4 A European public sector?

The essential functions of the public sector for economic strength, social 
inclusion and political democracy stands in strong contrast to the very lim-
ited role it plays in the EU Treaty, in its present form as well as in the concep-
tion of the Lisbon Treaty. Although formally neutral with regard to all forms 
of property regimes (Article 295 EUT) in reality the treaty does not recog-
nise a public sector outside the framework of the private competition model, 
except for two cases: the first are public not-for-profit-services which are 
completely provided for free by public authorities, and the second one are 
narrowly restricted exceptions from the overarching single market and com-
petition rules. All services which are provided ‘for remuneration’ regardless 
of the final source of finance fall into the framework of the single European 
market (Articles 43 and 49 EUT) and competition rules. These apply in the 
view of the Commission not only to infrastructure and network services but 
also to most traditional social and health care services and increasing parts 
of education. The reason for this is, that the organisational developments, 
economisation and new management practices in these areas, too, have 
led to the fact that such services are increasingly provided against remu-
neration, even if they are completely financed through public resources. 
Only within this overarching framework can narrow exceptions from the 
competition rules be granted for ‘services of general economic interest’ if 
this interest cannot be achieved otherwise – and even then such exceptions 
are only permissible if they do not impede trade between member states 
(Article 86,2 EUT).

This restrictive interpretation of the public sector is not acceptable. The 
alternative is the explicit acceptance of a not-for-profit public sector and 
its integration into the EU Treaty. The public sector should be treated as a 
genuine alternative and second pillar of reproduction in its own right instead of 
an exception to the world of competition. It should not be limited to non-
economic activities, but include all economic and non-economic activities 
provided in the public interest – by public enterprises or organisations and 
by private regulated enterprises. The definition of public interest and there-
fore of the services and assets which should be regarded as public goods and 
services is a deeply political matter and should in the first place – following 
the principle of subsidiarity – be left to the member states and, according to 
their respective constitutions, to their regional or local levels. This compe-
tence of definition preserves and strengthens the diversity of the different 
social models in the EU.
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This does not mean that there is no room for the public sector in the 
European Treaty, or even for a European public sector. Six perspectives can 
be mentioned here:

The first European perspective is the creation of space for the public sector, 
that is the explicit acknowledgement of the role of a broad public sector, 
which is not limited to non-economic services, and the implantation of 
this acknowledgement as an important element and pillar of a progressive 
economic, social and political order in Europe in the treaty or a new con-
stitution. This requires the removal of all attempts to restrict this sector, 
and the development of a democratic culture of discussion and cooper-
ation, underpinned by corresponding institutions. In particular, it should 
be clearly stated that the single market and competition rules do not apply 
to the public sector and its activities.

The second European perspective is the formulation and implementation of 
European minimum standards for core public interest services, social services, 
health care, pensions, education, media, cultural services, political struc-
tures and other services which are regarded by the member states as falling 
in the area of public interest. Such minimum standards could be formulated 
in quantitative terms – like a definition of a share of expenditures for social 
services in Gross Domestic Product (GDP) or the percentage of doctors or 
teachers in the population – or in qualitative terms, like level of accessibility 
of public services and so on. They should include a bias for upward conver-
gence and not permit the reduction of standards in countries where these 
are already higher than the European minimum requirements. The imple-
mentation of such standards should not be limited to recommendations 
to member states but include active support – technical and financial – to 
those states that are lagging behind and have difficulties to catch up. Such 
activities require the set-up of European institutions and higher resources 
for the EU budget.

A third European perspective for the public sector is the cooperation of 
existing national or regional public services, for instance in health care, local 
transport and cultural services in border-regions, or harmonisation of tech-
nical standards for the provision of public services – like, for instance, tele-
communication, postal or railway services throughout Europe. A European 
provision for such cooperation is already in place for social security (regula-
tion 883/2004), and this could be extended to other public services as well. 
For instance, on the level of regional and industrial policy a much tighter 
European perspective is recommended to arrive at an efficient and balanced 
intra-European division of work.

The fourth European perspective for the public sector is a European indus-
trial policy. Public infrastructure programmes under the leadership of the EU 
and appropriate European institutions and corporations are the first com-
ponent of this industrial policy. Large European projects, consortia and 
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corporations owned jointly by the member states and/or the EU are con-
ceivable and – in the light of unsatisfactory experience – preferable to lib-
eralisation and market-driven structures and performance. The Kopernikus 
programme recently proposed for a global control of environment is an 
example of infrastructure programmes based on spatial technology. Other 
and more traditional potential areas for such projects are transport (rail-
ways, waterways, motorways) and telecommunication structures, as already 
proposed in the Trans-European-Networks plan in the 1993 White Book on 
Employment and Growth by the Delors-Commission. Their implementa-
tion would require a mixture of cooperation of member states and activity 
on the European level.

A fifth European perspective for the public sector is the establishment of 
new European institutions for research and innovation policy. They should 
deal with the most urgent problems of the EU: development of a new energy 
regime, mastering climate change and medical research and other issues. 
They should be financed through member states’ contributions, the EU 
budget and through loans from the European Investment Bank (EIB).

A sixth European perspective relates to the institutional framework for 
democratic economic and social policies. The global financial crisis has 
clearly demonstrated the pernicious consequences of the absence of such 
a framework of an ‘economic government’, which should integrate the 
European Central Bank (ECB), the EIB and central authorities for fiscal pol-
icies, taxation and structural development. A European economic govern-
ment cannot replace national governments but it can, if based on democratic 
structures and procedures, set-up a guiding framework for coherent and effi-
cient policies on the national and European level and thus strengthen a 
progressive European Social Model.

16.5 Concluding remarks

A stronger public sector and better public services as a basis for a progressive 
ESM require larger public budgets – on the national and on the European 
level. These should be financed from three sources. First, if the public sec-
tor fulfils its mission to strengthen the basis for full employment, and the 
development of the productive resources of an economy it will generate 
higher incomes as a solid and reliable basis for public revenues. Second, 
tax competition among member states undermines the revenue basis for 
the public sector, therefore it must be stopped. An efficient public sector 
requires higher and not lower shares of tax revenues in GDP, and as the 
examples of the Scandinavian countries show these are socially accepted if 
the performance of the public sector is regarded by the people as satisfac-
tory. The race to the bottom in corporate tax rates must be ended, the tax 
base should be harmonised and a minimum rate introduced for all member 
states. Also new EU taxes – on CO2 emissions, energy consumption and/or 
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financial transactions – should be introduced to finance a higher EU budget 
which is necessary to implement joint European public sector programmes. 
A third source of finance for European public sector initiatives is the EIB, 
which is itself a public corporation owned by the EU and can refinance itself 
at favourable conditions at the capital markets.

A strong public sector cannot play its beneficial role in society if it acts 
in isolation from or contradiction to the political environment, particularly 
macroeconomic policies. Therefore, it is essential that the currently existing 
straitjackets for monetary policy – the exclusive fixation of the ECB on prise 
stability – and fiscal policies – the Stability and Growth Pact and the narrow 
framework for the European budget – be relaxed or removed.
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17
Social Actors – Trade Unions and 
Social Movements
Miren Etxezarreta and Marica Frangakis

17.1 Introduction

The political economy model put forward by the proponents of privatisa-
tion considers the rent-seeking vested interests, that is, the incumbents, 
as the main opponents to privatisation. In practice, resistance to privatisa-
tion has been much more broad based, including a range of social actors: 
trade unions, social movements, political groupings, community organisa-
tions, consumers, professionals, environmentalists (especially in the case of 
energy), and so on.

Such resistance emanated from the fact that privatisation was largely asso-
ciated with a negative social impact, including job losses, the spread of flex-
ible types of employment, rising income inequality, and so on. Furthermore, 
it did not deliver in terms of sizeable price reductions, due to an ambiguous 
effect on productivity. For example, in a comprehensive study of the eco-
nomic aspects of mass privatisations in the UK, Florio (2004) concluded that 
the overall effect of ‘the Great Divestiture’ on efficiency has been modest 
and that privatisation had a substantial regressive effect on the distribution 
of incomes and wealth.

The central issues around which the social opponents to privatisation 
have rallied include high prices and profits, job losses, poor accessibility 
and reliability of service (especially education and health), reduced social 
security, environmental policy, public accountability, national control and 
corruption. Generally, opposition has been based on the perceived conflict 
between privatisation, on the one hand, and equity and social welfare, on 
the other. Furthermore, in the case of the privatisation of social services and 
public utilities in particular opposition is based on the perception of the loss 
of citizenship rights, which are converted into commodities to be purchased 
on the market.

Public disenchantment with and resistance to privatisation has meant that 
governments have become more covert in their support of privatization pol-
icies, which have also become more sophisticated. For example, the Private 



Social Actors – Trade Unions and Social Movements 257

Public Partnerships and the Private Finance Initiatives – some of the latest 
forms of privatisation – obscure the fact that it is the private sector that mainly 
gains from them. It has also meant that privatisation is an issue that may 
influence electoral results and therefore the behaviour of political parties.

Thus, whereas in the 1980s privatisation was presented as a sign of pro-
gress, in the 1990s and 2000s it has acquired negative, social connotations, 
so that few political parties are prepared to champion it outright. On the 
contrary, it has been known for campaigns against privatisation to be sup-
ported by and be supportive of specific political parties (Hall et al., 2005).

In this chapter, we shall examine two major social actors resisting neo-
 liberal policies in general and privatization policies in particular. Our review 
will encompass the role of the trade unions – a traditional social actor dir-
ectly concerned with changes in the work regime – in Section 17.2, and 
that of the social movements, a relatively new social actor, the influence of 
which is growing, in Section 17.3. Section 17.4 summarizes and concludes.

17.2 Trade unions

Trade union membership The trade unions constitute the most traditional 
type of organisation, aiming at protecting worker interests over a large range 
of issues, including working conditions, pay, prospects, and so on. In the 
aftermath of World War II and the economic boom that followed, the trade 
unions increased in strength, in terms of membership, organisational struc-
tures, finance and negotiating power. This is especially true of the trade 
unions in Western Europe, as the experience of the unions in the countries 
under a Soviet-type regime was quite different, as we shall see below.

In the late 1970s and early 1980s, the onset of neo-liberal policies, includ-
ing market liberalisation and the privatisation of state property, worsened 
the terms and conditions of work. Not surprisingly, the unions resisted such 
changes. However, this was an unequal struggle, in view of the fact that the 
implementation of such policies weakened the unions in a number of ways, 
through the spreading of flexible labour contracts, increased unemploy-
ment, reduced membership and financial resources. This was in fact a cen-
tral political aim of privatisation policy – namely, to suppress the unions. In 
this sense, the unions were both a force opposing privatisation and one that 
was being negatively influenced by it.

Table 17.1 shows union membership and density in the EU and in selected 
countries in 2003, as well as changes over the period 1990–2003, when 
the bulk of privatizations occurred in Europe, where (1) ‘density’ denotes 
the proportion of union membership to total wage and salary earners in 
employment and (2) union membership, in both absolute and relative terms, 
is employed as a ‘summary’ – albeit not a full – indicator for the evaluation 
of the strength of the unions.
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As we can see, over the period 1990–2003 union membership declined in 
8 out of 13 countries, while density declined in 10 out of 13 countries.1 Such 
a general downward trend suggests that there were common structural and 
cyclical factors at work. Such factors include the growing flexibility of the 
labour market, the shrinking of the public sector, where unionization has 
traditionally been high, the increasing share of the services sector, where 
unionization is traditionally low and the increasing rate of unemployment, 
over the period in question. As concluded by Visser (2006, p. 46), “union-
ization in manufacturing, together with public sector unions still constitute 
the vertebrate of today’s labour unions and federations in terms of bargain-
ing power and wage setting.” As the public sector and especially public ser-
vices are increasingly threatened by privatisation, this is going to lead to a 
further deterioration of trade union membership and strength.

The findings of Schmitt and Zipperer (2009) with regard to the United 
States are also pertinent in this respect. In particular, starting at the end 
of the 1970s, American employers began to engage in the systematic and 
widespread use of illegal firings and other aggressive legal and illegal tactics 
against pro-union activists. Thus, it was found that in the 2000s workers 

Table 17.1 Union membership and density in the EU and selected countries

Membership Density

2003
1990–2003
% change 2003

1990–2003
% change

EU 36,261 –7.6 26.3 –6.7

Germany 7,120 –11.2 22.6 –8.6

France 1,830 –7.0 8.3 –1.9

Italy 5,327 –9.3 33.7 –5.1

UK 6,524 –27.1 29.3 –10.0

Ireland 516 16.9 35.3 –15.8

Finland 1,495 –2.1 74.1 1.6

Sweden 2,984 –8.5 78.0 –2.8

Norway 1,109 7.3 53.3 –5.2

Denmark 1,710 –2.6 70.4 –4.9

Netherlands 1,575 16.9 22.3 –2.0

Belgium (2002) 1,850 12.4 55.4 1.4

Spain 2,197 84.1 16.3 3.7

Austria (2002) 1,151 –16.3 35.4 –11.5

Source: Visser (2006), Tables 2 and 3
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were illegally fired in over one-in-four (26 per cent) of union election cam-
paigns, up from about 16 per cent in the late 1990s. Overall Schmitt and 
Zipperer conclude that “Our findings provide significant support for the 
view that an important part of the decline in private-sector unionization 
rates is that aggressive – even illegal – employer behaviour has undermined 
the ability of workers to create unions at their work places” (Schmitt and 
Zipperer, 2009, p. 1).

Trade unions in the Central and Eastern European countries The role of the 
trade unions in the Central and East European (CEEs) has been quite differ-
ent to that in Western Europe. Generally, the greatest challenge they faced 
in the late 1980s was an almost complete change in paradigm, from corpora-
tions with guaranteed membership to voluntary associations of  employees. 
Further, their role changed overnight from one of working closely with the 
management and with the state, to one of having to conduct collective bar-
gaining and industrial action. Industrial relations in the CEEs are today 
characterised by the following main features: (1) the state continues to play a 
dominant role; (2) bargaining policy is most often conducted at a company, 
rather than at a sectoral level; (3) unionisation is largely non-existent in the 
Small and Medium Size Enterprises (SMEs) and in the services sector.

In view of the radical sociopolitical and economic changes happening 
in the CEEs, promoted mainly through privatisation and liberalisation, the 
unions often took on the task of monitoring privatisation, in order to ensure 
that it is carried out in a transparent and efficient way.2 The continuing 
weakness of the trade union movement in many CEEs today – with certain 
exceptions, such as Slovenia – do not allow it to assume a leading role in the 
opposition to privatisation. This must be viewed within the particular his-
torical and institutional context of the CEEs and the transformation they 
have undergone since 1990.

Trade union strategies Generally, the strategies the unions have adopted 
vis-à-vis privatisation have included confrontation, ‘hard’ bargaining (char-
acterized mostly by critical support of government policy) and ‘soft’ bar-
gaining (supporting the government’s reform programme). We shall give 
few examples, which are necessarily selective and largely anecdotal.

A well-known case of a trade union confronting the government plans 
for the reform of the industry in preparation for privatisation is that of the 
National Union of Mineworkers (NUM), one of the strongest unions in the 
UK in the 1980s. In 1984, the National Coal Board announced the closure 
of 20 coal mines, leading to a loss of 20,000 jobs. On 12 March 1984, Arthur 
Scargill, president of the NUM, called for strike action from NUM members 
in all coal fields. The strike lasted for almost a year, ending on 3 March 
1985. During that time, 11,291 people were arrested, 8392 were charged 
with offences such as breach of the peace and obstructing the highway and 
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six pickets died.3 In spite of the human and social cost of the strike, this 
ended in defeat, as a result of the government’s tactics, as well as the discord 
within the union movement itself. For example, the Trades Union Congress 
(TUC) did not support the strike.

The coal industry was finally privatised in December 1994 to create a firm 
called ‘RJB Mining’, later known as UK Coal. Between the end of the strike 
and privatisation, pit closures continued, with a particularly intense group 
of closures in the early 1990s. During the strike, Scargill had constantly 
claimed that the government had a long-term plan to reduce the industry 
in this way.

Overall, the UK miners’ strike of 1984/85 was a major industrial action 
affecting the British coal industry. Its defeat significantly weakened the 
British trade union movement, while it signified a major political and ideo-
logical victory for Margaret Thatcher and the Conservative Party, which 
then proceeded to consolidate its free-market programme.

The resistance to privatisation in France in the 1990s provides another 
example of trade union confrontational activity. In particular, in 1995 the 
Chirac-Juppe conservative government announced measures to reduce 
social security provisions – especially pensions and health insurance. This 
sparked off a strike movement, which lasted for three and a half weeks with 
an impressive participation rate and railway workers playing a leading role. 
As a result, the most provocative of the measures – such as the abolition of 
public service pension schemes, the closure of 6000 km of railway track and 
the destruction of thousands of jobs at Société National des Chemins de fer 
Francais (SNCF), the national railway system – were withdrawn. These, how-
ever, were temporary gains, to the extent that the thrust of liberalisation 
and privatisation policy was renewed in the 2000s.

More recent examples include UNISON – a UK public sector union with 
a membership of 1.3 million – resisting government efforts to introduce 
 market-oriented reforms in the National Health Service. For example, in 
March 2007, over 300 workers at Manchester’s mental health and social 
care trust opposed management plans threatening job losses, the regarding 
of posts and the privatisation of many teams. Following a campaign that 
included strike action, it was agreed that there would be no compulsory 
redundancies, no automatic downgrading of posts, while the threat of pri-
vatisation was lifted.

Yet another recent example of social intervention in the privatisation 
process is that of the Turkish energy trade unions, engineers and other 
professional organisations, which have established a platform against 
the privatisation of the Turkish energy sector. The following extract from 
the platform is characteristic of their stand: “Energy is very important and 
a public right for human life. Therefore, it cannot be dealt with in terms of 
any profit-loss account. The notion of central planning and operation can-
not be ruled out just for the sake of allegations of ‘irrationality’ or so.” 4
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At the other end of the spectrum of trade union activity vis-à-vis privat-
isation, there is what may be called a ‘soft’ bargaining position. An example 
of this is given by the ‘Guidance for negotiators on privatization good prac-
tice agreement’, produced by the Public and Commercial Services Union 
(PCS) – with 300,000 members – in April 2008. As stated in the document 
itself (‘Introduction’), “This PCS guidance for negotiators and reps aims 
to help all union activists involved in dealing with potential outsourcing 
or privatization situations to use the Guidance to get the best deal for 
our members, though without prejudice to our position of opposition to 
privatization.”5

In more recent years, trade unions have adopted a more active strategy, 
aiming at strengthening the role of the public sector and at creating broad-
based alliances in its defence. In the UK, for example, there is currently a 
broad political campaign, endorsed by the trade unions and various other 
organisations and individuals, organising resistance to further privatisation 
of health services under the slogan ‘Keep our NHS public’.6 In Germany 
an alliance called ‘Bahn für alle’ (‘The railways for everyone’) is campaign-
ing against privatisation. In the Netherlands, the Dutch Trade Union 
Confederation FNV has launched a ‘Time Out’ campaign, which demands 
a moratorium on further liberalisation and privatisation unless it can be 
guaranteed that negative consequences for working conditions and service 
quality can be avoided. Furthermore, trade unions are coordinating their 
actions on the European level.

Trade union initiatives on the European level As pointed out by Schulten et al. 
(2008, p. 309), “the prevention of liberalization and privatization, as well 
as their social regulation are defensive strategies ... . A more active strategy 
would require provisions on strengthening the public sector.” Indeed, on 
a European level, trade unions are running two main campaigns, which 
were started in 2006. These seek, on the one hand, to defend public services 
and on the other to improve their accessibility and quality. In particular, 
the European Public Services Union (EPSU) is running a campaign for a 
EU legal framework on public services, while the European Trade Union 
Confederation (ETUC) is calling for the support of a petition for ‘quality 
services, accessible to all’.

The EPSU campaign calls for a legislative programme at EU level, which 
provides a solid foundation for public services to flourish. For EPSU, this 
can be achieved through “a clear recognition by European policy makers 
that public services, services essential for a functioning society, are at the 
heart of citizens’ concerns. Quality healthcare, clean water, efficient and 
affordable energy supplies, easy-access childcare, hygienic waste services, 
responsive and friendly administration, are all essential to a good quality of 
life for all people living within the European Union.”7 The campaign is pol-
itically active in the EU, pursuing lobbying strategies within the framework 
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of the European Parliament and Commission, as well as institutions such as 
the Economic and Social Committee and the Committee of the Regions (see 
also Marcon and Zola, 2007).

The ETUC campaign involves the gathering of support for its petition 
for ‘High Quality Public Services, Accessible to All’, so as to place the issue 
on the official EU agenda and to give it as wide a visibility as possible.8 
ETUC’s starting point is the belief that public services in the EU “must be 
of the highest standard, accessible to everyone at an affordable price and 
subject to democratic control and accountability involving both consumers 
and  workers.” In effect, both the EPSU and the ETUC campaigns provide a 
framework for action for the European trade unions, in fighting for strong 
public services in the EU, outside the sphere of the Single Market and the 
competitive regime this entails.

Overall, it may be argued that privatisation is a factor accounting for 
much of the loss or curb of power of the unions.9 In this sense, privatisation 
achieved one of its main political and ideological goals. The trade unions 
resisted, albeit not with long-lasting results, even when they were able to 
record a victory. However, more recently the trade union movement is pur-
suing policies aiming at building broad-based alliances in favour of a strong 
public sector. Examples include UNISON’s ‘Positively public’ campaign in 
the UK and VER.DI’s ‘Genug gespart’ (‘Enough economization’) campaign 
in Germany.10 Also, concerted efforts are being made by the trade unions 
on the European level to give public services a legal status that falls outside 
the EU competition rules. In most such initiatives, an increasingly import-
ant role is being played by the newly emerging social movements, which we 
shall look into in the next section.

17.3 Social movements

During the past few decades another evolution in the social panorama has 
taken place, as new forms of social organisation have emerged. Broadly, two 
types of new forms of social organization have appeared, nongovernmen-
tal organizations (NGO), mainly dealing with poverty and social exclusion 
(primarily international but also national) and the generically denominated 
‘social movements’, concentrating basically on the resistance to the conse-
quences of globalisation and capitalism.11 Some of the latter have also been 
present in the opposition to privatisation.

It is not possible to map here all the groups and tendencies of the social 
movements between 1980 and the present, but it is possible to say some-
thing about their main features. They are movements that do not focus 
on labour issues exclusively, as they are more preoccupied with the nega-
tive consequences of neo-liberalism and precariousness in its many 
forms – social, cultural, economic, ecological – and trying to create new pol-
itical structures of collective action on the basis of self-organised projects. 
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To a large extent they have been spontaneously created, focusing mostly on 
 particular –  thematic – areas of interest, such as the financial markets, tax 
havens, housing, education, antiwar and antimilitarism, and so on and also 
on the strengthening of social rights and fighting against repression.

They have emerged as diverse, plural, multiform, temporal, self-organised 
groups gathering in networks that try to combine coordination of activ-
ities and common goals with full independence and autonomy of action of 
each group. They operate on the national, European or international level, 
but their international character and the nature of their global connections 
constitute one of the most novel and interesting element of these new forms 
of organisation. The international meetings of these networks have become 
one of the key elements of their public presence. They have been active and 
taken advantage of the opportunities provided by modern technology, such 
as the Internet, in order to get organised and grow in terms of members 
and support.

The social movements are not new, of course. However, as a form of alter-
native socio-political organisation, they acquired visibility in the May 1968 
events in France and in those of June 1969 in Italy, as well as in the mid-
1990s, with the Zapatistas in Mexico.12 The expansion of these new forms of 
organisation was rapid and extremely varied. In 1999, an impressive demon-
stration of the vitality of these informal forms of organisation took place in 
Seattle (USA) during the protests against liberalisation and the World Trade 
Organisation (WTO). This was followed by a number of international meet-
ings on various levels.

In 2001, the first World Social Forum (WSF) took place in Porto Alegre 
(Brazil) and it was intended as a counter-summit to the World Economic 
Forum, that is the annual gathering of the global political and economic 
elites in Davos (Switzerland). One of the results of the WSF was the call to hold 
similar forums at regional level and in November 2002, the first European 
Social Forum (ESF) took place in Florence (Italy). The ESF was an annual 
event between 2002 and 2004, while it has since become a biannual one.

In addition, the social movements meet and coordinate their efforts on 
many other occasions, often as counter meetings to official summits of the 
European and international authorities (Alternative ECOFIN meetings, G-8 
and others). Generally, it may be argued that a new European and global 
public space for discussion, debate and organisation has emerged.

Most of these social movements are actively questioning the legitimacy 
of neo-liberal policies, enhancing resistance to it and proposing alterna-
tives. Privatisation is one of the policies they reject. An example of such an 
initiative against privatisation is the campaign led by Compass – a left of 
centre pressure group – against the privatisation of the postal services in the 
UK. On the day the British government published legislation to privatise 
the Royal Mail, Compass sent out an urgent call to recruit new support-
ers to help stop this, while it produced a report, entitled ‘Case not made’, 
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disputing the arguments put forward by the government-sponsored Hooper 
report on the future of the Royal Mail.13

On the European level, the European Network for Public Services was 
established at the 4th ESF (2006) in Athens, aiming at coordinating actions 
in order to influence the political agenda. The objective of the Network is 
“to reinforce the mobilization and the voice of civil society through the 
exchange of information and of experiences and the elaboration of com-
mon positions and initiatives at the European level.” In particular, at the 
ESF in Malmö (2008), a statement entitled ‘Hands off our common welfare!’ 
was issued, in which it is stated that “we are convinced that a large coali-
tion is possible between trade unions, NGO’s, political parties and citizens’ 
organisations in every country and on a European level. Democratizing 
public services is a cornerstone of an inclusive European Social Model.”14

Although many social movements are active in various international cam-
paigns against EU policy, they often pay greater attention to issues, such as 
ecology, globalisation, world inequality, new forms of consumption, social 
exclusion, and so on than to the area of labour relations and public policy.15 
In this sense, it is important for the struggle against privatisation and neo-
liberal restructuring to be pursued by trade unions and social movements 
in common, ensuring “a broad basis for resistance as well as a connection to 
the social relations of production” (Bieler, 2008, p. 8).

17.4 Summary and conclusions

Opposition to privatisation has come from a range of social actors. It is based 
on the perceived conflict between privatisation and equity, as well as the 
loss of the social rights of citizenship, while it is organised around a number 
of central issues. In this chapter, we discussed the role of the trade unions in 
resisting privatisation and in the pursuit of alternatives, as well as the impli-
cations of privatisation for the present state of the unions. Furthermore, we 
reviewed the emergence of the social movements in the fight against neo-
liberalism and against privatisation in particular.

In the case of the trade unions, it was shown that although in many 
instances they put up a valiant fight, they were not able to secure long-
 lasting results. This was an unequal struggle. However, the unions’ own 
weaknesses – political and organisational – account for part of their failure 
to make an impact on the process of privatisation, especially in the early 
stages of the liberalisation and privatisation process. However, as public 
opinion has become more skeptical of the implications of this process, the 
trade unions have become especially active in resisting privatisation and 
in building broad-based alliances favouring a strong public sector on the 
national and on the European level.

In the 1990s, a new form of social organisation appeared, that of social 
movements, giving rise to a new European public space for discussion, debate 
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and opposition to neo-liberal policies, including privatisation. The need for 
close cooperation and coordination between the trade unions and the social 
movements in pursuing the same goals has been recognized, although the 
process of their coming together is arguably still in its early stages.

Generally, in response to the social reaction against privatisation, deci-
sion makers have tended to resort to increasingly more sophisticated forms 
and methods of privatisation, some of which were reviewed in Chapters 2 
and 3. In this sense, it is an ongoing struggle between opposing sets of inter-
ests and forces.

On the other hand, the current financial crisis, which is already turning 
into an economic one, has led to government bailouts first of the financial 
system and then of particular industrial sectors (for example automobiles: 
‘too big to fail’). As the crisis unfolds, a new nationalisation wave is on 
the way. However, it may be argued that this is some sort of ‘asymmet-
ric public intervention’, in the sense that it appears to serve business inter-
ests  primarily – that is, it is ‘upward-looking’ – rather than those of society 
at large – or, ‘downward-looking’. This is especially so, in view of the fact 
that the neoliberal orientation of EU economic and social policy, includ-
ing privatisation, remains practically unchanged. Thus, in the long run, it 
is important for the social actors – trade unions and social movements, in 
particular – to strengthen their fight against neo-liberalism in general and 
privatisation in particular.

Notes

1. In the case of Spain, it should be noted that until 1978 there were no demo-
cratic trade unions because of the Franco dictatorship. It took several years for 
democratic trade unions to become legal and to consolidate. Thus, the remarkable 
increase in membership represents at least partly the time lag in voluntary union 
membership.

2. For example, the Confederation of Independent Trades Union of Montenegro 
(CITUM) describes its position vis-à-vis privatisation as follows: “The trade union 
is supportive of privatization, but not of its process,” to the extent that it is pre-
pared to address the problems affecting its members as they occur during the 
privatisation process (Duric, 2005, pp. 81–95).

3. Details on the UK miners’ strike were drawn from Wikipedia at http://en.wikipedia.
org/wiki/UK_miners’_strike_(1984–1985).

4. European Federation of Public Service Unions, at http://www.epsu.org/a/4065
5. The document can be found at http://www.pcs.org.uk/en/campaigns
6. Quoted in Schulten et al. (2008). The relevant sites are www.keepournhspublic.

com and www.bahn-fuer-alle.de
7. EPSU, ‘What are the main issues for EPSU?’ (www.epsu.org/a/4040).
8. The petition can be found at www.etuc.org
9. Hermann and Atzmuller (2008, p. 190) also conclude that “Although there are 

country-specific differences, liberalization and privatization in general have led 
to a significant decentralization and fragmentation of collective agreements and 
bargaining structures.”
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10. www.unison.org.uk/positively public/index.asp and www.genuggespart.de 
respectively.

11. Many different varieties exist among them too. Some of these movements have 
become very big and prominent organisations like ATTAC, Greenpeace, Amnesty 
International, while there exist an enormous amount of small groups of persons 
pursuing very specific aims like defending a particular territory from specific 
building projects or caring for marginal people. Another important feature of 
differentiation is their willingness to improve the working of the present eco-
nomic system or their anti-capitalist character.

12. One of the first ‘different’ ways of social collective organisation took place in 
Madrid in 1994, where 50,000 people gathered in order to protest against the 
International Monetary Fund (IMF) and the World Bank, on the occasion of the 
50th anniversary.

13. www.compassonline.org.uk
14. www.fse-esf.org
15. Most struggles against the privatisation of pensions in the different countries 

have been organised and led by trade unions.
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