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Introduction

Privatization is not enough, particularly voucher privatization.  Enterprises throughout the post-socialist world are in need of massive restructuring.  Decentralizing strategies within the firm, such as setting up separate profit centers or even spinning off assets in new firms, have emerged as particularly appropriate restructuring strategies in Russia and in the former Soviet republics.  This paper will focus on the advantages and drawbacks of spin-offs–with profit centers seen as a less extreme version of decentralization.

Multiplying Local Successes

Before proceeding, I would like to emphasize that this sort of foreign advice about "how to restructure Russian enterprises" is very much a second-best affair.  The first-best source of information is the set of Russian enterprises that have devised successful restructuring strategies.
  There are various ways that success can be multiplied.  

· Businessmen's clubs can be formed in the cities to share experience.

· Business magazines can be published to publicize successes ("manager of the month" awards) and analyze failures.  

· Trade associations can knit together clusters or networks of related businesses so they can cross-fertilize each other.  

· Management professors can study and publicize the best cases.  

· Managers can tour successful companies in other parts of the country and perhaps arrange for secondments in those companies.  

· Successful managers can align themselves with consulting firms to spread their methods--for a price.  

· Strong companies can accept business-related but weaker companies as partners to be tutored and guided to restore their health.  

All of these are methods to develop a stronger business culture so that enterprises can learn from their more successful brethren.  

In the early days of the transition, managers looked for models abroad.  Foreign models, particularly from America, would provide "magic solutions" to their problems.  This naiveté was mirrored by the confidence of western business advisors that they could parachute into Russia or the FSU, and "turn around" the companies with their sound and seasoned advice.  The first decade of the transition has been a sobering experience all around.  Few Russian managers believe that they will find magic solutions abroad, and western advisors have moved to other regions or areas where glib nostrums might find better success. 

There are sound reasons for the limited success of imported models.  Existing institutions in any country, which have evolved and settled over a period of time, are intertwined and interlocked in a complex and subtle manner.  If a major change is made in an institution A, that will entail a restructuring of B which in turn will require new arrangements for C and D, and so forth.  These interconnections are often not apparent to the foreign advisor, even in his home country.  With drafting and passage of a new law similar to the law in the advisor's country, the institution should be transplanted to the new country.  But the whole set of interlocking institutions are not present.  Even if the complex interlocks are known and understood, the attempt to change "everything at once" in an institutional "blitzkrieg"--as if human society were a well-defined engineering project--would probably dissolve in chaos.  The old institutions could indeed be destroyed, but the attempt to quickly establish new complex routines in a coordinated manner is highly unlikely.  Instead of leaping to a higher plateau, the social organization is likely to collapse back to a more primitive state where coarser methods will hold sway.

The failure of institutional blitzkrieg methods does not mean that piecemeal approaches to change will always work.  Often the interlocking nature of institutions will defeat piecemeal change and push frustrated reformers back towards "blitzkrieg" or "shock therapy" approaches.  While change should indeed be incremental (starting the change process with what exist, not a blank slate), it should operate on a broad enough front enlisting enough separate energies so that positive changes will be defensible and will take hold rather than slide back to the status quo ante.  

It is in this spirit that the recommendations given here are offered.  Based on experience in market and transitional economies, I think that enterprise restructuring strategies in post-socialist countries will almost always involve, among much else, decentralization of authority if not of ownership (spinoffs).

General Theory of Restructuring through Decentralization and Reconstitution

Industrial restructuring to improve competitiveness has proven one of the most difficult and intractable parts of the transition process.  Hopes that privatization would lead to restructuring "by the market" have been widely disappointed.  Part of the blame should be assigned to privatization methods that created little incentive for restructuring (as opposed to "tunneling" value out of firms).
  Moreover, restructuring for competitiveness is an inherently difficult process as is indicated by the many bankruptcies in well-developed market economies.

Yet it seems to me that there is a rather general model of restructuring which suitably describes successes in a wide variety of contexts and also explains the difficulties.  The model starts with a centralized organization that is encountering consistent failure in its tasks.  It could be a unit of government or an economic enterprise.  The "iron law of oligarchy" as done its work so the organization is centralized, ossified, and stagnant.  Those who have power in the organization want to maintain its structure to preserve their power.

In this rather common situation, one potentially successful strategy for restructuring is through radical decentralization (the hardest part) and partial reconstitution into one or more new organizations.  Charles Sabel's model of "bootstrapping reforms"
  is a sophisticated treatment of this type of restructuring through decentralization and reconstitution.

Wisdom starts with the realization of the inefficacy of centralized "solutions."  Presumably the central management has already tried various "solutions" and they have failed to turn around the organization.  The center is best able to resolve well-defined technical problems in a stable environment but these conditions are absent.  The environment has changed; it does not resemble the environment of the past when the current managers were learning their skills.  The problems are also new, more complex, and not well-defined, at least not by the standards of the past.  In this situation, the attempt to design and implement a "master restructuring plan" for the whole organization will only court disaster.

New and complex situations call for experiments; not one but many experiments.  The need for many parallel experiments to see "what works" implies decentralization so that the smaller units can operate with some independence.  In a large economic enterprise, decentralization means vertically and/or horizontally dis-integrating the firm into separate self-managing teams or into profit centers if not into more independent business units (e.g., spin-offs).  This is the hardest part of the process since it entails the central management giving up a good part of its power to the decentralized units.  That is why the dis-integration of the firm often takes place only in the context of bankruptcy (e.g., the reorganization bankruptcy of Chapter 11 in U.S. bankruptcy law) when much of the organizational capital, key people, and market opportunities have already vanished so little can in fact be saved. Thus most reorganization bankruptcies end up as liquidation bankruptcies.  

The moral is that when the reorganization has to be enforced by a bankruptcy court, then it is probably too late to save much of the business as a going concern.  The pressure for the center to cede power to the decentralized units to begin the process of re-constitution should at best come from the constituent stakeholders (e.g., workers, creditors, and other parties with stable relationships to the enterprise), those who will lose if the organization is not successfully restructured.  The political analogy is a political revolution, not the sort of "revolution" that replaces some oligarchs with more enlightened ones ("turnaround managers")--but a democratic political revolution that returns power to those who are governed to be reconstituted on the basis of discussion between the smaller constituent units.

Following the decentralization, the new units can experiment to probe their environment and to test their capabilities.  The connection between experiment and feedback is now much closer so the learning process can proceed apace.  Real decentralization within an enterprise means that the units can now buy supplies and sell outputs outside the firm whereas before they were in effect restricted to a monopoly supplier or buyer within the firm.  It also means the new units should bear the costs of their failure just as they may reap the fruits of their success.  These competitive possibilities will expose vulnerabilities within the various units to induce learning and change.

As the decentralization-induced social learning goes forward, the units will acquire new knowledge as to what works and what doesn't.  Much of the new knowledge will still be tacit since the process of codifying knowledge is itself time-consuming and costly.  The efficacy of the whole restructuring process will be enhanced if a "public space" is developed for the probing and learning units to interact and to discuss their lessons.  In addition, people can be rotated between the various units or teams to better absorb the tacit knowledge.  New knowledge, partly tacit and local, is thus horizontally transmitted through discussion and interaction between the units to drive a process of continuous improvement.  It should not be assumed that the new knowledge can be suitably codified to be transmitted to a central body and then retransmitted with fidelity to the other units.  Moreover, central management may hoard new knowledge transmitted to it to help reassert its power over the decentralized units.  Thus the horizontal discussions between the units [see "Multiplying Local Successes" above] should be seen not simply as "best practice fora" but as part of the "constitutional" process of rebuilding the organizational relationships from the ground up.

Experimentation should go well beyond finding new sources or outlets for old products.  The skills and equipment in the decentralized units might be adapted to new products and services as indicated by the probing of the local conditions.  The evolution of the many units, based on experimenting in their environment and adapting their powers, will go well beyond what could have been anticipated by the most enlightened master turnaround plan of central management.
  There should be no presumption that the ultimate outcome will be a reconstitution of the previous management as a reward for their wisdom to "allow" the decentralization to go forward.  Based on interaction and discussion, the units may agglomerate in new ways and with new outside partners.  

We have so far illustrated the general model of restructuring through decentralization and reconstitution by applying it to a large and presumably distressed firm.  The model helps to explain why successful restructuring is so rare in post-socialist countries (as well as elsewhere).  The center refuses to decentralize power to start the new process of learning and reconstitution.  The center clings to the hope that some new master restructuring plan (coupled no doubt with "new machinery" as a technological fix) will solve the problem.  If the government is to foster restructuring in troubled firms, then it might find ways to promote restructuring through decentralization and reconstitution as at least the last option before bankruptcy proceedings.  If the constituent units of a firm are too demoralized to undertake the process then liquidation with some assistance to a few spin-offs and some social protection for the unemployed may be the best option.  But where enough constituent units have the leadership (e.g., middle managers) and initiative to strike out on the restructuring path, then the government can help to devise ways to lift the dead hand of the center so the process of renewal can go forward.

Advantages of Spin-offs

Towards Unification of Principal and Agents

When problems are virtually intractable and solutions are far from clear, then flexibility, pragmatism, and above all experimentation are in order.  In this paper, I argue for experiments to push decision-making authority and initiative down as far as possible in Russian enterprises.  The idea is to shorten the distance or close the gap between initiative and effect so that economic agents will get quick feedback on their experimental actions and will learn accordingly.  Principal-agent relationships are a problem in any economy (witness the separation between ownership and control in the large American corporations), and this "corporate governance" problem is particularly severe in unsettled transitional environments.  The solution is to eliminate the relationship as much as possible by trying to unify principal and agents.  That is the operating principle of the small farm or owner-operated shop where the farmers or shopkeepers are working for themselves.  By decentralizing to smaller decision-making units, the people in larger firms move closer to that ideal of "working for themselves."

Unbundling Assets from Socialist Era

In view of the highly distorted economic environment of the socialist era, it would be remarkable if the enterprises of the post-socialist world could emerge into a market economy without major restructuring.  Assets had often been conglomerated together in uneconomic masses that need to be unbundled and rebundled into more appropriate units.  Decentralizing to a specific profit center or a spinoff provide the opportunity to assemble together a synergistic set of assets which can then function as a new business unit.

Greater Efficiency of Small and Medium-sized Firms

Socialism usually suffered from the disease of giganticism.  In economic terms, socialism passionately believed in the possibilities of reaping large returns to scale in most industries.  This belief seemed rather misguided even in yesteryear, and it is certainly misguided in modern times.  New technologies have usually allowed quite efficient units in smaller scales.  In human terms, small and medium-sized firms always had the advantage.  In general, organizations should strive to have greater proximity and visibility between the efforts expended by teams and the fruits of those efforts.  This is clearly more possible in smaller organizations than in large ones where the results of a team's effort can easily be lost in the enormity of the operation.

A reduction in the scale of operations can in part be achieved by dividing an enterprise into profit centers.  However, profit centers always seem vulnerable to "political" interference from top management.  By spinning off the profit center as a separate business unit, the unit can achieve a smaller scale, a greater measure of autonomy, and a greater ability to capture the fruits of its efforts with less threat of expropriation by the parent enterprise.

Some care must be taken as to how an enterprise is broken into segments.  Given a vertically integrated monopoly, it would be of little use to vertically dis-integrate it into a series of smaller monopolies each one buying an input or selling an output to another.  That would only reduce the scale of the monopoly and replace an internal transfer with a bilateral monopoly bargaining situation between the units.  It would be better to horizontally break up a firm according to product lines and/or regions so that there are some contested markets at least around the edges.

New Management

The managerial dynamics of spin-offs are quite interesting.  The older top management cannot provide the day-to-day management in a number of spin-offs even if they are maintained as subsidiaries, not to mention if they are spun off as separate firms.  Thus this sort of a breakup will always dilute and disperse some of the direct span of control of the original top management.  Ordinarily some of middle management would emerge as the management of the spunoff unit, although it is possible for an outsider to be recruited for the job.  Top managers might drop down into a particularly promising subsidiary but then they would be giving up their previous position spanning the whole enterprise.  

In view of the general need for new management in the post-socialist world and of the organizational inertia of the old structures, the break-up restructuring of spinning off various business units may prove a more effective means of getting new management in place than fighting to directly replace the top management of the parent company.  In any case, methods need to be devised to motivate the parent such as "compensating the parent for explicit release of rights to technology previously developed in the parent and to be used by the spinoff; giving the parent a right of first refusal for subsequent financing; preferential utilization of the parent's labor as the spinoff grows; or giving the parent the right of first refusal on licensed production."

Advantages of Asset Deals

Spin-offs usually start as partially or wholly owned daughters of the old mother enterprise.  Assets are "dropped down" into a new corporate shell in return for some shares in the daughter, some cash put in by the other owners of the daughter, or taking over of some explicit liabilities from the mother.  The important aspect is that the spinoff is a new corporate entity taking assets from the old entity.  It is not a continuation of an old corporate form with a transfer of old shares to new owners (e.g., as in mass privatizations or in some direct sale transactions).  Workers need to leave the old legal entity and be rehired by the new one.  That is very important in breaking up the set of psychological and institutional expectations (e.g., lifetime employment) that attached to the old enterprise.  The old enterprise might also have some hidden liabilities (e.g., for past environmental damage) that could be left behind by organizing the spinoff.  Hidden liabilities for the old firm that might emerge in the future would not fall on the spun-off firm.

Tapping the Vitality of the New Private Sector

One of the striking if somewhat stylized facts to emerge in the early transitional economies is the phenomenal success of the de novo private sector as opposed to the privatized (or to be privatized) sector.  Why the massive flow of entrepreneurial talent and resources to the new private sector?  Plainly, because that is where the returns to the investment of entrepreneurial resources are the highest.  Elementary economics shows that for the overall return to those resources to be the greatest, the rate of return must be equalized between the two sectors.  

Thus we arrive at a plausible design goal of the restructuring program in a post-socialist economy: to sharply increase the rate of return to entrepreneurial activity in the to-be-privatized sector so that entrepreneurial resources will stay in or flow into that sector to carry out the needed restructuring and revitalization.  How can this be accomplished?  

In view of the amount of down-sizing, rationalization, and rehabilitation that is needed in the old enterprises, entrepreneurs are understandably reluctant to invest their time, energy, and other resources in the old firms.  But many of these problems are alleviated in spin-offs.  One strategy is therefore to structure spinoff transactions that are so attractive to entrepreneurial managers from inside or outside the old firm that the spinoff option will compete with the alternative of investing those entrepreneurial resources in the new private sector.

Pure Plays for Outside Investors

Strategic (or trade-related) investors might only be interested in a relatively small and well-defined part of the old enterprise.  They have no desire to take over the entire old firm and then close down or sell all the other parts just to get the desired segment.  In any case, foreign investors would be ill-advised to undertake such politically unpopular actions as the "cost of doing business" in the to-be-privatized sector.  Thus if the government does not allow the foreign investors to "cherry pick" the viable and relevant parts of the old firm (a "pure play") and to repackage them in a spinoff, then the foreign investor would probably be better advised to build his own pure play, e.g., by making a greenfield investment in the new private sector.

This point is also relevant to the hopes of many western advisors and their post-socialist counterparts that strategic owners will emerge on the secondary stock market following a voucher privatization program.  Leaving aside the high transactions costs of pulling together a clean majority ownership package on the secondary market, why would investors want strategic ownership of a huge misbundled set of assets and a corporate form laden with socialist expectations?  Unless there were company-specific reasons to do otherwise (e.g., to get access to a distributional network), a rational investor would insist on a pure play on the relevant assets in a new corporate form, namely on a spinoff of the appropriate business unit.  That transaction could either be an asset deal or a private placement of the daughter shares from the mother to the investor.  The secondary stock market for the shares in the old firm (floated in the voucher privatization) would thus be largely irrelevant to the strategic investor.  A corollary is that some post-socialist governments may need to reassess their expectation that the messy job of restructuring the old voucher-privatized firms will be undertaken by foreign strategic investors buying shares on the public secondary  market.

Post-Voucherization Restructuring

In the early debates about privatization of the post-socialist economies, "private ownership" referred to real owners who would control and restructure the privatized enterprises.  The lease buy-out program of privatization in the Gorbachev era in Russia resulted in a close approximation to "real" private ownership through stable ownership spread throughout the workforce in a company (not concentrated in managers or in the hands of absentee owners).  But with the widespread use of voucher-based mass privatization, "private ownership" was redefined to mean the private ownership of shares in quasi-public companies ("quasi-public" in the Berle and Means sense
 of having widely dispersed passive shareholders).  The privatization debate finally discovered the difference between privately owned shares and privately owned companies.  Since the public "voucherized" companies had no effective owners, the question once again arose of fulfilling the original aims of privatization, namely restructuring the companies to function profitably in a market environment.  

In the absence of foreign investors or domestic entrepreneurs able to invest in a company, management-employee buy-outs (MEBOs), as in the Gorbachev-era lease buy-outs, are one of the few feasible methods of privatization that result in a set of owners able to act as a coherent unit (particularly in small and medium-sized firms) and bear the costs of their own actions or inaction.  Thus a hard budget constraint can enforce real restructuring in a MEBO-privatized firm.

One restructuring option for a large voucherized firm is, in effect, to sponsor its own "second-stage" MEBO or lease buy-out "privatization" program by facilitating the spinning off of its business units to their management and staff.  Thus the process of going from state ownership to real private ownership could be seen as a two-stage process: the first stage voucher privatization program and then the second stage MEBO privatization program.
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The original voucherized firm could survive as a mini-mutual fund channeling the payments from the spun-off MEBOs through to the voucher-based shareholders.  

Alternatively, the voucher-based shares could be redeemed for a bundle of preferred stock and other hybrid or debt instruments issued by the spun-off MEBOs (essentially an equity-for-hybrids or equity-for-debt swap).  The original firm could then survive as a type of group headquarters or be liquidated.

Drawbacks of Spin-offs

Less Financial Clout

In a market economy, the spun-off units would have greater credit-worthiness since they have greater economic viability.  But in the transitional economies, credit may in fact follow political directives, and the whole original enterprise would have more political clout and thus more financial clout than the separate parts.  This might well be seen as a drawback of the spin-offs.

The spunoff units need not, however, stand alone.  To use a political analogy, several segments of the former Yugoslavia "spun off" as separate countries which then sought to join, as soon as possible, the supra-national organization of the European Community.  In an similar fashion, segments of a large enterprise might spin off but then become a part of a larger "financial-industrial group" or "post-socialist keiretsu."  In that manner, they might hope to reap some of the benefits of a spinoff while not entirely giving up the financial and other advantages (e.g., access to social assets) of a larger grouping.

Bankruptability

It is increasingly unrealistic to expect post-socialist governments to let large voucher-privatized firms sink into bankruptcy.  In a strong economic environment, the United States government still stepped in and bailed out large firms such as Chrysler and Lockheed when they were threatened with bankruptcy.  In the middle of a transitional depression, the post-socialist governments can hardly stand by as numerous large firms go bankrupt.  Without an alternative, the old soft budget constraint threatens to be continued in new forms.

Break-up (or bust-up) restructuring separates a large firm into a number of parts spun off from the mother enterprise.  Some of the spun off may prosper and absorb workers from the other parts that have to rationalize their workforce.  Since the spun off firms are much smaller than the original enterprise, each of them is more bankruptable in the sense that it could go bankrupt without creating as much sudden unemployment and social shock.  From the viewpoint of the individual spun off unit, that bankruptability may be a drawback of the spinoff strategy.

The top managers and the workers of the original enterprise understand "instinctively" that the ability to extract continuing subsidies and support from the local and national governments depends on the size and clout of the enterprise--which may be lost after bust-up restructuring.  Thus break-up restructuring presents a basic dilemma to the top managers and workers: 

1)
to break up the enterprise by spinning off segments and gain the advantages outlined above, or

2)
to keep the old enterprise together and sacrifice the advantages of the spinoffs in favor of the greater political and financial clout of the whole enterprise.

A spinoff restructuring program would have to make the spinoffs attractive enough to overcome the attendant increase in bankruptability.

Financial Structure of Spinoff Transactions

The financial options are essentially the same as in a first-stage or state-sponsored MEBO privatization program except that the seller is the mother enterprise rather than the state.  Bank credit or other third party credit is typically not available to finance MEBOs in transitional economies so the transaction must use seller-supplied credit or be a leasing or hire-purchase transaction (which could be viewed as a seller-financed transaction with ownership only passing at the end of the payments).

Seller-supplied credit can take a number of forms, the simplest being a term note to be paid off over a period of years.  A more flexible arrangement is for the MEBO to issue redeemable preferred stock to the mother.  Instead of payments on a term note, the preferred stock is divided into different issues that need to be redeemed at fixed time intervals.  If a redemption payment is missed then that issue of preferred stock converts into voting common stock.  Thus if the MEBO fails to keep up its payments, then it will become increasingly owned by the original mother enterprise so its attempt to break away from the mother will have failed.  

In a typical example, the management and staff destined to work in a proposed MEBO spinoff will incorporate a new company using some amount of cash (possibly with personal borrowings).  Then the mother drops down the necessary assets into the MEBO firm in return for some combination of common stock, preferred stock, or debt notes issued by the new company (or by assuming some debts of the mother company).  If only a minority of the outstanding common voting stock went back to the mother, then the spinoff would be heavily leveraged but the insiders would have majority control (and thus a rather clear incentive and capacity to go their own way).  

In designing a second-stage MEBO spinoff privatization program, consideration must also be given to the creditors of the mother firm.  Ordinarily some consent of the creditors might be necessary before major assets were spun off to a daughter firm.  It might also be possible to drop down liabilities (as well as assets) into the spun-off firm.  Such a reassignment of debts would typically require the consent of the affected creditors.  If the mother enterprise was distressed (as would often be the case), the creditors might prefer their chances of being paid by the spun-off MEBO firm.

The following is an example of a MEBO spinoff using an asset drop-down transaction.
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The staff of the to-be-spun-off business unit invests 1,500 in a new company.  Assets worth 6,000 are dropped down to the MEBO firm in return for 4,000 worth of preferred stock and dropping 2,000 worth of debts.
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Government Policies to Promote Spinoff Restructuring

In the aftermath of the privatization or "voucherization" of SOEs, the government has lost the direct power of ownership over the enterprise.  But many voucherized enterprises lack effective or committed private owners (euphemistically called the “corporate governance” problem) and are slowly sliding into bankruptcy.  As arrears pile up in distressed firms, the government gains new levers to promote restructuring.  The court systems are quite unable to handle such a scale of impending bankruptcies.  Widespread liquidation is not politically or socially feasible.  Thus a government reorganization bankruptcy program may be the only alternative to de facto or de jure renationalization of the large bankrupt voucherized companies.

A government reorganization bankruptcy program would typically be implemented not by the courts but by an external agency or organization. The external agency should be like a company doctor that occasionally has to operate on the patient but does not try to run the patient's life.  This means that the agency should be designed more as an Enterprise Restructuring Agency (ERA) than as an asset management agency.  An ERA can use the power, such as it is, of state-owned shares in a company or it can use endowed powers like those of a trustee in a reorganization bankruptcy (in contrast with a liquidation bankruptcy).  Since most enterprises in need of any restructuring would have defaulted on a wide variety of obligations, the agency could function as an ERA using the combined powers of representing state shares and as a reorganization bankruptcy trustee.

There has been some experience with ERAs in former Soviet Republics (e.g., Moldova) but much further experimentation is needed.  In spite of almost a decade of "transition" there has not been much experimentation since early reformers thought "the Market" would take care of these matters.  Given the size of Russia and the lack of a tried and tested model, a number of different ERAs should be set up in various regions or oblasts.  There is no "One Best Way" to be imposed from Moscow.

Example of an ERA: Moldova 

The Moldova model does not try to restructure through judicial bankruptcy procedures or through government-run enterprise asset management programs.  The basic ideas are:

Component I: Enterprise Rehabilitation

· The Enterprise Restructuring Agency (ERA) is a local non-profit non-governmental organization (NGO) with certain legislated powers.  

· Distressed (e.g., tax delinquent) companies volunteer for the program which entails working with foreign or domestic turn-around consultants (foreign ones perhaps from CEE region) and their local trainees to devise a restructuring plan acceptable to a majority of the creditors or tax authorities.  If the management agrees, there are benefits such as reduction or elimination of penalties for overdue debt.  If the management balks at implementing the plan, then the company's assets are sold under liquidation bankruptcy to satisfy the creditors or tax authorities. The consultants are required to work with and train local counterparts who can then continue the work at local rates.

 Component II: Managerial and Consulting Secondments

· After local training and selection, certain managers and consultants will be sent for secondments and internships in 6-12 week programs in domestic or foreign successful firms.

· One of the conditions for selection is the requirement to participate in ERA-run training and dissemination programs back home for non-participant firms.  There will be an enforceable contract that the secondment costs must otherwise be refunded by the participating firms.

· The targeted managers are middle-to-senior managers, not the current top managers close to retirement.  Prior to selection, the managers must learn at ERA courses or display computer skills (e.g., word processing and spreadsheets) so the experience can be better documented for dissemination.

In a small country like Moldova or Georgia, there is only one ERA, but in Russia there would have be a program to select and fund ERAs only in regions or oblasts of similar size (several million population) and which satisfied certain criteria that such a program could be implemented. 

With different management or middle-management teams vying to spin off segments of the distressed business, the ERA will need to decide which restructuring plans are to be accepted in view of the interests of creditors and other stakeholders.  Insofar as possible, the process should be “passively” regulated in the sense that the ERA officials do not need to exercise active judgment, but only need to check if the restructuring plans satisfy certain objective criteria.

To reduce transaction costs and bargaining stalemates, the ERA should enforce standard terms for asset drop-downs and other spinoff transactions.
  A standardized valuation procedure would be needed to value the assets.  Assets to be dropped down to a spunoff unit might be: 

(1) purchased in return for a note receivable or redeemable preferred stock with installment payments on standard terms; 

(2) purchased in return for assuming (renegotiated) debt from the parent enterprise; 

(3) transferred as injected capital into the daughter in return for shares; or 

(4) leased by the daughter with an option to purchase after specified payments have been made.  

A certain percentage  (e.g., majority or 75%) of the workers originally involved in the segment being spun off would have to accept the spinoff proposal (e.g., by getting shares if not jobs in the initial spinoff unit).  Within the standardized guidelines for each option and within a certain time deadline, the entrepreneurial team would have to devise a restructuring plan acceptable to the Enterprise Restructuring Agency.  Otherwise liquidation procedures would commence to satisfy, as far as possible, the claims of the creditors.

Conclusion

A biological example may help to explain the systematic use of spin-offs as a restructuring strategy in the transitional economies.  If organisms (such as mammals) have a fair amount of control over their environment and can protect their offspring, then the species can survive by having one or only a small number of offspring at a time.  However, if organisms (such as fish or insects) have little control over the environment for their offspring, then they must have numerous offspring so that at least some will survive and can then grow to perpetuate the species.

It is rather clear which survival strategy is best adapted to the uncertain economic environment of most post-socialist economies.  Bust-up restructuring with systematic spin-offs (or radical decentralization to profit centers) will maximize the chances that some of the offspring will survive and prosper--and even absorb some of the excess workers cast off by the less successful offspring.

* The findings, interpretations, and conclusions expressed in this paper are entirely those of the author and should not be attributed in any manner to the World Bank, to its affiliated organizations, or to the members of its Board of Directors or the countries they represent.
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