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Introduction
On the past New Year’s Eve the newspaper Lidove noviny published the "Statement of Independent Economists" written by 14 Czech and Slovak economists including me. In this statement we expressed a clear support to the strategy of market transformation as it was originally adopted and as it was being implemented in Czechoslovakia. At the same time, however, we also presented some critical comments aiming to accelerate and improve this strategy. One of our critical point was that it was wrong from the very beginning to outlaw the trade with voucher books. We also warned that it could be even more dangerous to continue with further prohibitions such as the ban of free sale of shares that would be acquired for voucher books at the end of privatization.

An immediate motive for writing our Statement was the scandal with the so-called unlawful sale of voucher books sometimes in November of the last year. At that time TV presented a documentary showing a legally established organization in one of the smaller towns, which was purchasing voucher books from people, mainly gypsies, for 350 Kcs. The agents of this institution were immediately declared swindlers and the Czech Minister of Privatization Tomas Jezek stated on TV that it was imperative to adopt as soon as possible the Act which had been already submitted to the Federal Assembly and which would help prevent such "frauds". The mentioned Bill would ban the trade with shares acquired for voucher books for the period of several years after the end of the first wave of privatization. In the similar fashion, that is by the threat of prohibitions and administrative restrictions Tomas Jezek and other politicians and state officials responded to the vigorous activities of some privatization funds in January of this year. To the public it was presented as an effort to protect common people against deceit and abuse by privatization funds.

This reaction has greatly surprised me. In summer of 1990, when I visited Czechoslovakia for the first time after 23 years of emigration in the USA I was pleased to see that the governmental posts and the direction of the economic reform were in hands of my former colleagues and friends who as I thought believed in the efficiency of the free market mechanism. In the recent months, however, I observe that these liberal economists, monetarists and Hayekeans gradually mutate into politicians and bureaucrats who try to protect the people by imposing such restrictions on the market that reduce competition and make it less efficient.

Recent developments clearly confirmed at least one point of our Statement from the end of the last year. There we wrote that no politician or official can persuade people by his statements, no matter how well-intended, that the voucher book has a real value for them, because no economic value can be created by calculations or declarations of an official. The real value can be created only in the market. Until almost mid-January only very few people listened to the governmental promotions on TV and to numerous appeals of politicians who pleaded for mass registration in voucher privatization. By the end of the last year, which was also the originally announced deadline for the registration, less than one million people, i.e. only a small fraction of all eligible persons, showed interest. Occasional public opinion polls and coverage in the press, radio, and TV revealed that the majority of population did not trust the privatization and that they were neither interested nor did they intend to participate in it.

Approximately in the middle of January a sudden change occurred. Only after the Harvard Fund shortly followed by a number of other privatization funds began to offer guarantees (put options) for the repurchase of shares at the fixed minimum price of ten, fifteen or even more thousand crowns, people realized that the voucher books had real value for them. A well-organized effective campaign of privatization funds, using an extensive network of agents and persuasive even though not always completely taintless publicity, contributed considerably to the change of the public opinion about the voucher privatization. At that point people rushed en masse to get registered and long lines began to develop in front of registration offices. The forms of voucher books were in great demand and they were quickly sold out. The reaction of former liberal economists transformed into politicians and state officials was again characteristic. They blamed the shortage of voucher book forms on the speculative behavior of some privatization funds and began to threaten them with cancellation of licenses. The common citizen was then rebuked for not having obeyed the politician who advised them to quickly register already before Christmas. Hours spent in lines in front of registration offices were called a just retribution for this disobedience.

After a short time, however, it became evident that there were no major speculative purchases of voucher book forms. Simply the number of printed forms was insufficient. The demand that was raised by the fact that the guarantees of privatization funds endowed voucher books with a real value exceeded by far the most optimistic estimates of state officials. In the second half of February, instead of the expected 2 to 4 million, the number of registered voucher books surpassed 8 million.

I find it surprising that the Czechoslovak Hayekeans and Chicago-school economists did not understand that the real value can be created only by the market. I remember, that as a student of the Prague School of economics I learned already in the fifties, that even according to Karl Marx only such goods had value that are traded in the market. Marx’s labor theory of value is obsolete now nevertheless he knew that the value did not exist outside the market. Why did he know it? It may be because he was a good student of Adam Smith. Or it may be also because providently enough nobody offered him a ministerial post. And today we face a situation when a government official is convinced that he is the only one to know the real value of a voucher book and that he is the only one who can protect citizens by prohibiting the sale of books. It should be clear that if the trade with voucher books were legal from the very beginning their actual market value would have been known long ago, people would have shown a mass interest in voucher privatization already in November and December, and any "swindlers" would have failed in their attempts to purchase voucher books for 350 Kcs because everybody would have known that it was possible to sell them on the free market for say 15 thousand crowns.

Unfortunately, we still do not have the free market for voucher books, and thus their real market value is not known. Guarantees and options issued by privatization funds as well as agreements on future purchase of shares acquired for voucher books are only inadequate substitutes for free market and thus provide us only with a very imprecise information about the market value of voucher books. As a result we cannot even say now how much money will lose people that will fail to register their voucher books. And in case somebody has sold his/hers voucher book on the black or gray market we can hardly say whether and how much he/she lost or gained. Freeing the market with voucher books would have been a far better protection of common people than prohibitions and restrictions imposed by government.

After this introduction I will divide the remaining part of my Lecture into five parts: 
1. A brief history of voucher privatization and views of its critics.
2. Estimate of a hypothetical market price of a voucher book. Is there a danger of a financial collapse after the end of voucher privatization?
3. Voucher privatization and inflation. Will the property distributed by vouchers turn into "hot money" that will be used for the purchase of consumer goods and thus will trigger hyperinflation?
4. Development of investment funds and experience with their regulation in the USA.

5. Conclusions. Can a financial collapse be prevented? How to avoid hyperinflation? How to regulate privatization funds?
1.History and Critics of Voucher Privatization

In the first months after the “velvet revolution” there was a general consensus among economists and politicians of various convictions about the following basic principles of economic transformation:
1) Urgency of the fast dismantling of the administrative system of central planning.
2) Liberalization of prices and restoration of the coordinating function of market.
3) Liberalization of foreign trade and exchange rates.
4) Restrictive fiscal and monetary policies to prevent hyperinflation.
5) Privatization of a considerable part of state-controlled economy.
At that time these basic principles were supported both by the right wing liberal economists such as Vaclav Klaus, Tomas Jezek, Vladimir Dlouhy,  Karel Dyba and others and by the left-of center economists such as Valtr Komarek, Ota Sik or Milos Zeman. Only a few isolated voices such as the Communist Party economist Zdenek Haba strongly disapproved with some of these principles.
Already in the first half of 1990 opinions began to diverge. The main disagreement was about the way and speed of practical implementation of the basic principles. The mentioned liberal right wing economists submitted to the government a detailed and well- substantiated scenario of the rapid and radical strategy of economic transformation. This scenario involved very fast privatization of the great majority of state enterprises and a fast transfer of governmental controls to the self-regulating function of the market.
On the other hand, the group represented by the then Deputy Prime Minister V. Komarek, deputy M. Zeman and a number of other ministers and economists shared the view that the transition should be much more gradual and that government should retain significant and active role in controlling economic processes. Although this group came up often with vehement criticism of the liberal wing, it was not able to elaborate its own consistent proposal for an alternative strategy. It lost its first battle when Valtr Komarek resigned and freed the post of the Deputy Prime Minister for Vaclav Klaus.
The right wing strategy of radical economic transformation was adopted by the Government and was launched in the course of 1991. Its critics continued in their attacks from their positions in academia, in the Parliament, and in political parties. Valtr Komarek and Milos Zeman were in some of their opinions strongly supported by other academic economists e.g. M. Matejka from the Prague School of economics or Milan Zeleny from Fordham University in New York. They had their sympathizers among some Czech politicians and even more among economists and politicians in Slovakia. During this process the critics began to move more and more to the left and finally in the period of pre-election campaign at the beginning of 1992 both Komarek and Zeman became prominent spokesmen of the Social Democratic Party. With the approaching elections they are escalating their attacks against the government strategy and their language is becoming more and more blunt. It is now quite evident that the differences go far beyond the mere disagreements about the speed of transformation. The very principles of the economic transformation and the nature of the targeted economic system are now in question. Against the official goal of the western-style private free market economy, the leftist critics are proposing a kind of the "third way" solution, with markets controlled by the government, mixed private, state, and workers ownership and strong social policies.

Since the very beginning, one of the major disputes concerned both the extent and speed of liberalization of the domestic and foreign trade, as well as the extent and speed of privatization. At issue was not so much the so-called small privatization, i.e. the privatization of retail outlets, restaurants and small enterprises of local nature, but mainly the large privatization, i.e. the privatization of large state enterprises.
The government’s scheme resulted from the view that it was impossible to increase substantially the economic efficiency without a well operating free market and without the restoration of private property rights. Therefore, it wanted to start the transformation by a large-scale liberalization of domestic and foreign trade, with subsequent privatization of substantial part of the Czechoslovak economy. This was to be done in two waves in the course of a few years.

The alternative left wing scheme would on the contrary leave much greater share of the economy in state ownership and would spread both the market liberalization and privatization of the remaining state enterprises over a much longer period. This was justified by reasoning that because of the low market value of the highly inefficient state enterprises and the devalued exchange rate, presumably deviating significantly from the purchasing power parity, a cheap sell-out of the national wealth to foreign capital could follow. In order to prevent this outcome the left wing scheme recommended revaluation of the Czechoslovak currency, imposition of government controls over foreign trade and rationing of hard currency.

Further, before accomplishing the full liberalization of prices and before a more substantial privatization it wanted to restructure the whole economy and increase its efficiency under government directions, and with the use of "scientific predictions" of new technologies and selection of industries with comparative advantage.
It was not said, however, by what magic the state officials would be able to achieve today the tasks, dealt with unsuccessfully in the past by a huge team of planners. They would have to decide correctly, what is beneficial to produce in Czechoslovakia, what to export and what to import, how to optimally allocate investment and how to choose the best technology. And this all without private property rights and with market signals still distorted.

There has been also a heated dispute over the form of privatization. As the Czechoslovak population evidently did not have enough savings to purchase stocks of state enterprises for their actual value, and as the sale of the greater part of the state property to foreign capital was not considered desirable the government. adopted the method of voucher privatization.

Voucher privatization means a give away of the state property to people free of charge. Each adult is entitled to 1000 investment vouchers, which he or she can use for the purchase of shares of state enterprises that were in the meantime transformed into joint-stock companies. According to the original plan, by far the greatest part of the state property should have been distributed for vouchers and only a smaller part of some selected enterprises should have been sold directly to the domestic or foreign capital. Further, a more significant entry of foreign capital was anticipated only after the conclusion of the first wave of voucher privatization, when the secondary financial markets would come into existence.

It is interesting that not only the left wing critics but also the authors of the government version of the transformation strategy had an exaggerated mistrust of foreign capital. Various restrictions hindering the entry of foreign capital were based on the mistaken overconfidence in the attractiveness of the Czechoslovak economy for foreign investors. Overestimated were also the quality of Czechoslovak enterprises, cheap work force and their professional skills while deeply underestimated were the risks the foreign investors would have to take.

Of no less interest is to compare the Czechoslovak voucher form of privatization with the form proposed in Poland and some other East European countries as well as with the original version proposed for Czechoslovakia by Jan Svejnar from Pittsburgh University. This method was based on the distribution of a certain part of state property free of charge among people through the system of several investment funds established and administered by the State. To give all citizens equal proportion of the privatized property, and at the same time, to reduce their risks, it was proposed to distribute all the property equally, let us say to ten investment funds, and then distribute their shares equally to all citizens. Through this "double portfolio" system each individual citizen could obtain an equal share in each of the thousands of privatized firms.

The just described method was based on the correct assumption that most people are risk averse and it would also ensure a relatively high level of equality in the distribution of property among citizens, however, it would have to be organized by government officials in a large centralistic scheme. One can hardly imagine that such a scheme could raise lively interest of people in investing and stimulate spontaneous development of secondary capital markets. The Czechoslovak government version originally did not count at all with investment funds and rather naively assumed that each Czechoslovak citizen would become a stockbroker. Nonetheless, its advantage was decentralization, spontaneity and possibility of adjustments. Due to economic freedom and competitiveness not ten but over four hundred of investment funds spontaneously evolved. This in turn stimulated the interest of people in voucher privatization.

The left wing criticism rejected the voucher privatization from the very beginning. It denigrated it as a "non-traditional" method of privatization, ascribing to it bad properties of all kinds. It also preferred other forms of privatization and specifically privatization by employee ownership.

Voucher privatization was criticized for distribution of the state property free of charge. Supposedly, citizens would get property, which they had not helped to create and consequently they would not have an appropriate attitude towards it and would not manage it properly. People would try to get rid of the effortlessly acquired property as soon as possible and they would sell the shares acquired for vouchers immediately. Thus the property distributed free of charge would be converted into the demand for consumer goods. Voucher privatization would thus allegedly unleash a rapid process of inflation. Moreover, by exchanging shares for vouchers firms would not get the new capital, which they needed so badly for modernization and further growth.

These arguments are erroneous. True, under communism it was the government who decided on investment and thus on the accumulation of property. The source of investment, however, was the forced saving of citizens. The free-of-charge distribution of state property may be considered a restitution, i.e. a just return of the property which people created by their work and saving and which was taken from them in the past by the government. It is also wrong to assume that people would not care about property obtained free of charge and that they would try to get rid of it as soon as possible. In the third part of my Lecture I will try to answer the question of what a rationally behaving household will do with the property acquired through voucher privatization and I will demonstrate there, that the fear of inflation is greatly exaggerated.

The argument that by exchanging shares for vouchers enterprises will acquire no additional capital is not relevant either. New capital for companies is created on primary financial markets when savings are used to purchase newly issued equity. Privatization, be it in the form of exchange of shares for vouchers or their sale for money, is similar to secondary financial markets, where only changes in the owners of the existing capital take place. Even when the shares are sold for money, the newly privatized firm receives nothing, because all the proceeds from privatization go to the former owner, i.e. the State.

It was also frequently argued that the voucher privatization would create a large number of small and inexperienced owners who would not be in a position to exert a sufficiently strong pressure on managers and perform the entrepreneurial role in restructuring and modernization of privatized firms. It is symptomatic that at the moment when it became evident that certain privatization funds could control a significant portion of all investment vouchers, the very same critics quickly forgot about their previous argument and began to alarm about the extensive monopolization of the Czechoslovak economy and to demand radical reduction of interests that the funds could own in privatized firms. It is also revealing that many government economists expressed very similar concerns.
Against voucher privatization the left wing alternative sets most often privatization by distributing shares to employees. Presumably, the advantage of employee ownership is that with their share in capital, employees would also acquire a share in profits and would participate in the management of the firm. Thus the managers would allegedly get under control of well-informed and strongly interested co-owners. Profit sharing should also motivate employees to higher performance and better quality of work and thus result in increased efficiency of the enterprise.
The advantages of this form of privatization have been documented almost exclusively by references to the ESOP system, which has been recently rapidly spreading in the USA. It has been claimed that the American experience proved that profits and incomes of companies with employee co-ownership grew more rapidly then profits and incomes of other companies. Repeated were also generally known data showing that the number of corporations included in the ESOP system grew from 1600 in the year 1974 to 8100 in 1985 and that the number of employees involved in this plan increased in the same period from 250 thousand to 8 million.

Milan Zeleny full of optimism predicted that soon after the year 2000 employees would own most of the American economy by. To support his enthusiasm Zeleny did not hesitate even to quote a positive statement of Michael Milken, made shortly before this crook started to serve the ten-year prison sentence for what may have been the biggest financial fraud in the history of the capitalist system.
Neither Milan Zeleny nor anybody else from the proponents of employee ownership quoted from the book "Paying for Productivity - a Look at the Evidence" edited for Brookings Institution by Alan S. Blinder. There they could have read that the American ESOP was far from being what they presented it for. In the USA, ESOP is taken almost exclusively for one of many forms of fringe benefits, which the employers provide their employees in addition to their salaries. Despite its rapid growth in recent years, its size is still very small in comparison with other more disseminated forms of fringe benefits such as for example contributions to pension funds.
Although the American ESOP gives employee share in profit it provides almost no participation in the management of the firm. The portion of employee shares in most cases ranges only between 3 to 10 percent of the shareholders equity of the participating corporation and employee’ shares in the ESOP plan usually do not establish the right of vote.

Included in the above-mentioned book is also an extensive study of at present probably the most prominent American economist of Czech origin Jan Svejnar, who is a recognized specialist in this branch of economics. With a co-author Michael Conte they made an exhaustive survey of studies, which attempted to test empirically the hypothesis that the firms incorporated in the ESOP plan have higher profits or are generally more efficient. A careful interpretation of econometric results, lead them to the rejection of this hypothesis. Econometric results showed that the enterprises incorporated in the ESOP plan were not less efficient, however, with the exception of one single study, the efficiency gains were not statistically significant. The authors concluded that employee ownership by itself did not provide sufficient stimuli for higher efficiency of enterprises. This applied particularly to the ESOP system where the forms of participation in the management were very weak.
Employee shares are usually non-transferable and therefore also non-tradable. If the substantial part of privatization were to be implemented through employee ownership it would weaken secondary capital markets and retard their further development. But well functioning secondary capital markets are indispensable for efficiency of market mechanism.
This form of privatization is also very unjust to population. The distribution of state property through employee ownership means to give a high share to those employees whom the communist state placed inadvertently to highly efficient enterprises and give almost nothing to those who had to work in enterprises that are today at the brink of bankruptcy. And what about the employees of offices, schools, police, army and other institutions that will not be privatized? Had they not participated by their forced savings in the creation of the state property?
When we distribute state property accumulated by the communist state to citizens and have no evidence about the share created by each individual the principle of equal opportunity requires to give each the same proportion. And this is exactly what voucher privatization does.

Concentrated attacks against voucher privatization even if in our opinion mostly unjustified resulted already at the very beginning of the transformation process in the political decision to give "equal opportunity" to various "traditional" and "nontraditional" forms of privatization. Voucher privatization was the "nontraditional" form while "traditional" forms included sale of enterprises to the existing managers, restitutions to original owners, sale to domestic or foreign capital, and privatization through employee ownership. Each enterprise was requested to draft its own well-documented "privatization project" that would propose the most suitable combination of privatization methods for the enterprise. The public then had the right to draft alternative "competitive privatization projects" for any state enterprise.
All these facts led quite understandably to the decrease of the share of voucher privatization in the total privatized property as well as in the repeated delays of the start of the first wave of privatzation. The reason was that sufficient time had to be provided to settle restitution claims, draft original and competitive privatization projects and to review them by ministries of privatization and in some cases also by republic governments or even by the Federal Government.

Finally, I will mention the most recent criticism of voucher privatization or rather the criticism of the activity of some privatization funds related to issued guarantees or "options" for paying certain minimal amounts for voucher books invested in the fund. Perhaps the most apt formulation of this criticism was presented by Jan Svejnar in the recent discussion published in the weekly RESPEKT and showed also on TV. Similar criticisms by other authors also appeared in press.
It concerns the danger of a financial collapse in case that after the end of the first wave of privatization market price of the portfolio of some privatization fund would fall below the level of financial guarantees issued by it. Thus, e.g. the mentioned Harvard Fund guaranteed that twelve month after the end of the first wave it would pay either 10,350 Kcs or the market price, whatever is higher, to each of its shareholders who would want to withdraw from the fund. Some fund issued guarantees for 15,000 Kcs, 20,000 Kcs or even more.
As there exists no free market of voucher books nobody knows today what is the expected market price of an average portfolio per one voucher book. If this price were only slightly higher than the guarantee issued by some fund it could easily happen that after one year people would start to request the guaranteed value of their shares and the privatization fund would have to sell the shares acquired through privatization in order to be able to pay off its shareholders. Sudden increase in the supply of shares may further reduce - even if only temporarily - their market price and, consequently also the average market price of the fund’s portfolio below the guaranteed sum. In such a case there could occur a run on funds, i.e. the shareholders might request en masse the payments for their shares and by chain reaction the financial markets might collapse.
2.Market value of a voucher book
Now I will present my subjective estimate of the market value of a voucher book. Apart from the above mentioned value set by the options of investment funds a number of other estimates of the value of the privatized property per one voucher book appeared in recent months. Almost all these estimates were calculated by dividing the total expected book value of the property privatized in the first wave of voucher privatization by the expected number of owners of voucher books. With the rising number of registered people the estimates of the property per one voucher book gradually declined from the original 130 thousand Kcs to mere 30 thousand Kcs. My approach is quite different. It is based on the estimate of the present, i.e. discounted value of future property which an average citizen will acquire for his or her voucher book. The book value of the privatized property does appear in my formula as well but it has a minor role compared to the other parameters. Despite this fact it is interesting that one of the resulting numbers, namely the "risk-free" value is not too far from the estimates based on the book value. The estimate of the market value of a voucher book must be logically based on the estimate of the expected present value of future property acquired by one owner in the process of privatization. The term "present value" means that the future value of the property must be discounted, i.e. decreased by the real interest. Thus e.g. at the 5 per cent interest rate 100 Kcs received one year from today has now the present value of only 100/1.05 = 95.24 Kcs. The reason is that 95.24 Kcs deposited today at the bank at 5 percent interest will in a year’s time increase its value to 100 Kcs. The term "expected value" is used here in two related meanings. First, expectation means here the necessity to anticipate uncertain future and, secondly, it means a mathematical expectation or a mean in the cross-sectional sense. The voucher book provides its owner with the right to purchase shares of any enterprise, therefore its value must be equal to the value of an average portfolio of such shares.

In calculating the expected present value of future property it is of a great importance to determine the correct discount factor. If we used in discounting a low interest rate which is normally paid on saving deposits or Treasury bills we would implicitly assume that the property to be distributed by privatization entails only minimum risk. That would be a mistake. Shares are very risky securities and in this case the risk is especially high because of the lack of reliable information for forecasting the future changes. Thus the hypothetical market value of the voucher book must be equal to the expected "risk-free" value reduced by a relatively high risk premium. The "risk-free" value of the property per one voucher book will be calculated bellow by discounting with the "low risk" interest rate. It does not represent any real market value of the voucher book and its sole purpose is to demonstrate the size of the risk premium. The estimate of the true market value of the voucher book will be calculated by discounting with the real interest rate increased by the annual rate of risk premium.

I will divide my estimate into two parts: the first one will be the discounted expected flow of dividends in the period 1992-2001, the second will be the present value of property by the end of 2001. I assume that the full transformation to market economy will take almost ten years and in the course of this period the economic decline will gradually come to an end and then the economy will start to grow again. Therefore it can be expected that dividends will be very low at the beginning and that they will grow only very slowly. The dividend rate used in my calculations is further diminished because certain number of joint stock companies will very likely go bankrupt and thus the nominal value of the "voucher equity " will gradually decrease. For the sake of simplification I have, however, left the nominal value constant in the estimated formula. I also anticipate that by the end of 2001 Czechoslovakia will reach approximately two thirds of the present economic level of Western Europe.
For my calculation I will use the following formulae: 

(1) V  =  E{At[t/s(1 + rs)] + B/t (1 + rt)}/D

(2)
P  =  E{At[t/s(1 + rs + ds)] + B/t (1 + rt + dt)}/D
where

V…. is the "risk-free" (before deducting the risk premium)value of property per one voucher book, at the beginning of 1992;

P…. is the estimated market value of a voucher book at the beginning of 1992;

A…. is the nominal (book) value of assets scheduled for the first wave of voucher privatization;

B…. is the total market value (at 1992 prices) of the property owned by participants of the first wave of voucher privatization at the end of 2001;

D…. is the number of registered owners of voucher books;

t … is the mean dividend rate in the year t;
rt … is the real interest rate in the year t;

dt… is the annual rate of risk premium in the year t;

E … is the operator of mathematical expectation;

 … is the operator of summation;

 …is the operator of multiplication.
Index t  in the summation and multiplication operators ranges from 1 to 10. Index s in the operator of multiplication ranges from 1 to t. The nominal value A is determined on the basis of the book value of the property of privatized enterprises. Note: total risk premium is V minus P.
It is quite simple to estimate A. Today we already know quite reliably the number of registered voucher books is a little more than 8.5 million. We also know, that the Government has committed at least 260 mil. Kcs of property for the first wave of voucher privatization and that at present it tries to over fulfill this commitment. It is much harder to estimate B, i.e. the market value of the equity per one voucher book at the end of 2001. Because we know the number of registered voucher books we need to estimate the total value of equity, which will by owned in 2001 by owners of these books. We shall estimate this value as a proportion of the total equity, which we shall again estimate as a proportion of the total national net worth in 2001. To estimate national net worth we shall multiply the expected gross national product of 2001 by the capital-output ratio. To estimate the total GNP in the year 2001 we need two facts: gross national product per capita at 1992 dollar prices and the present exchange rate of the Cz. crown with regard to US dollar. In this case the purchasing power parity exchange rate is relevant.
Thus we can write the estimate of B in the following manner 
(3)                               B = xyNkem

where

N ... is population in the year 2001;
y  ... is the per capita GNP in 2001 (at 2001 dollar prices);

x  ... is the purchasing power parity exchange rate (Kcs/$);

k  ... is the capital-output ratio;

e  ... is the share of equity in national net worth;

m ... is the share of total equity to be owned by participants of the first  wave of privatization in 2001
The meaning of formula (3) is as follows: xy is per capita GNP in the year 2001 but at 1992 prices in Kcs, xyN is total GNP of 2001 at 1992 prices in Kcs, xyNk is total national net worth of 2001, xyNke is the total value of all equity in 2001 and thus xyNkem is the estimated value of the equity owned by the participants of the first wave of voucher privatization.

As none of the quantities occurring in the formulae (1), (2) and (3) is exactly known I will consider them random variables and with the exception of the dividend rate I will assume that they have normal distribution of probabilities. In this case I will formulate my own subjective distribution of probabilities by determining expected value (mean) and standard deviation. Because we know that 95 percent of normal distribution is concentrated in the interval of +/- two standard deviations from the mean it is the same as to determine the upper and lower limit of the interval within which the estimated quantity will lie with 95 per cent probability. In case of the dividend I shall simply determine subjectively the expected upper and lower limits taking into account that the mean is in the middle of this interval.

PARAMETERS OF NORMALLY DISTRIBUTED QUANTITIES
	
	expected value
	standard deviation
	units

	A
	  260
	1
	billion Kcs

	D
	8.65
	0.025
	million persons

	N
	16.
	0.075
	million persons

	y
	10
	2.5
	thousand dollars

	x
	15
	  2.5
	Kcs/dollar

	k
	3
	  0.2
	

	e
	30
	3
	percent

	m
	12.5
	1.25
	percent

	r
	4
	1
	percent

	
	8.5
	1
	percent


As it has been stated above, today we have got the best information on quantities A (book value of equity) and D (number of registered voucher books) and therefore their probability distribution may be determined with a relatively small variance. The population size in 2001 N may also be relatively reliably forecasted from demographic statistics. For the estimates of other quantities we have got much less information and therefore their subjective probability distribution will have much greater variance.
I have based the estimate of GNP per capita of 2001 on the following consideration: it is neither very likely that the Czechoslovak economy would not improve at all or even fall below the present level of approximately 5 thousand dollars per capital nor is it probable that it will reach the present West European level of approximately 15 thousand dollars per capita already in 2001. Therefore I can state with about 95 percent probability that in the year 2001 GNP per capita will range in the interval from 5 thousand to 15 thousand dollars. It follows that the expected value is 10 thousand and the standard deviations is 2.5 thousand dollars. It should be pointed out that this is entirely my subjective estimate. Some people may consider the level of 10 thousand dollars too optimistic for the year 2001, others may find it too pessimistic. I do not claim that this level will be actually achieved. I allow for a relatively wide margin of possible outcomes but consider extremes values as less probable than the values closer to the center. After all anybody disapproving of my subjective assumption may put down his own and repeat the whole calculation.

One of presently controversial problems is the estimate of purchasing power parity exchange rate. Without any claim to accuracy my subjective estimate is that this rate ranges with 95 percent probability between 10 and 20 Kcs per dollar. Capital-output ratio and the proportion of equity in national net worth were taken approximately from the US data. From the national net worth one needs to subtract the value of residential housing and governmental facilities (administration, army, educational system, health service etc.) to get the value of the property of commercial enterprises out of which a little over one half is usually financed by loans and the rest by equity. My very approximate estimate is that the equity will in Czechoslovakia form about one third of national net worth. Parameter m is determined approximately from the fact that the book value of firms privatized by vouchers in the first wave amounts approximately to one quarter of the book value of the total capital of all state enterprises. Apart from that I took into account that the quality of enterprises privatized by vouchers was on average lower than of those privatized by direct sale, that a number of these enterprises would be most likely closed within few years after privatization and that some part of the capital in the year 2001 would be created from new savings and import of capital from abroad. Finally it remains to estimate the discount factors, i.e. the real interest rate r and the annual rate of the risk premium d. Taking the experience of the USA economy and Western Europe in account I have chosen with 95 percent probability the intervals between 2 and 6 percent for the interest rate and between 6.5 and 10.5 percent for the risk premium.
In case of the average rate of dividend in 1992 I assumed that it would be uniformly distributed in the interval from 0 to 2 percent. I also assumed that in the following years both the upper and lower limit of the uniform distribution would increase by 0.5 percent per year and as a result of this the interval in the year 2001 would be from 4.5 to 6.5 percent.
Because the analytical derivation of the probability distribution of quantities V and P is quite complex I have chosen the method of numerical simulations. From the random sample of the size 250 thousand I got the following results:

EXPECTED PRESENT VALUE OF PROPERTY PER ONE VOUCHER BOOK

	
	before deduction of risk premium
	after  deduction of risk premium

	mean
	28622.77
	14242.76

	standard deviation 
	7343.01
	3376.69


DISTRIBUTION OF PROBABILITIES OF THE PRESENT VALUE

	
	before deduction
	after   deduction

	
	of risk premium
	of risk premium

	upper limit 
of interval
	probability
	probability

	
	simple
	cumulative
	simple
	cumulative

	5000
	0.00
	0.00
	0.00
	0.00

	7500
	0.00
	0.00 
	0.57
	0.58

	10000
	0.02 
	0.03
	7.86
	8.44

	12500 
	0.17
	0.20 
	24.28
	32.72

	15000
	0.91
	1.11
	30.09
	62.82

	17500
	2.89
	4.01
	21.12
	83.94

	20000
	6.34
	10.36
	10.27
	  94.21

	22500
	10.17 
	20.54
	4.00 
	98.21

	25000
	13.12
	33.66
	1.27
	99.48

	27500
	14.33
	47.99
	0.36 
	99.85

	30000
	13.47
	61.46
	0.10
	99.96

	32500
	11.50 
	72.96
	0.02 
	99.99

	35000
	8.96
	81.93
	0.00
	99.99

	37500
	6.29
	88.22
	0.00
	99.99

	40000
	4.52 
	92.75 
	0.00
	100.00

	42500 
	2.89
	95.64
	  0.00
	100.00

	45000
	1.81 
	97.46
	0.00
	100.00

	47500
	1.09 
	98.56
	0.00 
	100.00

	50000
	0.61
	99.18
	0.00
	100.00


The "risk free" expected present value of privatized property per one voucher book, i.e. the value before the deduction of the risk premium amounts according to my subjective estimate to 28.6 thousand Kcs, which is only slightly less than the expected book value per one voucher book. According to my subjective probability distribution the risk that this value would fall below 10 thousand or even 15 thousand Kcs is not too high. Because these were the most frequently issued guarantees by investment funds, it might seem that the danger of the "run on funds" is remote. This conclusion would be, however, true only if the privatized property was risk-free. The estimated risk premium makes up almost precisely one half of the "risk-free" value and, consequently, the estimated expected market value of one voucher book is only slightly over 14 thousand Kcs. Thus the amounts disbursed by the State to citizens through vouchers is not 28.6 but only 14 thousand Kcs. The probability that the market value would fall below 10 thousand Kcs is 8.44 percent which is still relatively small. The probability that it would fall below 15 thousand Kcs is, however, enormous.

Those privatization funds which will cleverly invest during the iterations of the first wave of privatization may acquire property with the value exceeding guarantees issued by them. Funds such as the Harvard Fund which issued guarantees for 10 thousand Kcs only do not seem to be exposed to tremendous risk. However, the funds which have issued much higher guarantees may very easily find themselves in an extremely difficult situation. If these funds would want to keep their commitments they may be forced to sell some of the shares acquired by privatization. By that they may depress the market value of the average portfolio far below 15 thousand and maybe even bellow 10 thousand Kcs and thus unleash a general "run on funds". The collapse of financial markets is not a far-fetched possibility. The government should be aware of it and should take measures to prevent the potential crash of privatization funds.

3. Vouchers and Inflation

Let us now return to the question whether voucher privatization will trigger off a rapid inflation. As I have already stated in the first part of my lecture voucher privatization has been often criticized for the reason that allegedly people will immediately sell the acquired property in exchange for consumer goods. As a result the distributed property would turn into "hot money" which would start hyperinflation. This argument is of a rather different nature than the danger of the financial collapse discussed in the preceding part although some consequences may be very similar. It was argued in the preceding part that if the market value of property acquired for one voucher book falls below the level of guarantees issued by some privatization funds their shareholders will naturally start to claim the guaranteed amounts and the funds will be forced to sell some of the shares acquired by privatization at the depressed price.
The presently discussed argument is more general, it states that people will not only withdraw from the funds but they will also sell the shares acquired through privatization regardless of whether their market price is higher or lower than the issued guarantees. This view is usually supported by the reference to the experience of Great Britain, Canada and other countries where a significant number of people sold the shares soon after privatization, indeed.

This seemingly convincing criticism of voucher method of privatization is based on two logical lapses. The first lapse consists of the confusion of two quite different economic notions, and namely the value of property and the amount of money in the economy. Voucher privatization redistributes the existing property from the ownership of the State into the hands of population, however it does not create new money by itself. The money supply in the economy is regulated by the Government through the agency of the State Bank. Even though we all shall most probably agree that the inflation is caused by the growth of the quantity of money, it certainly does not imply that the distribution of state property by vouchers must increase the inflation rate. It depends on the Government monetary policy during privatization: will it be restrictive or expansive.

Another logical lapse is the implicit assumption that if somebody sells shares of joint stock companies or shares of investment funds he or she will spend all the proceeds for the purchase of consumer goods. But this is far from the truth. People usually behave rationally and as we shall see in a moment, the immediate spending of the entire property even if fallen "out of the blue" is not rational. If this were the case we would observe people spending immediately all winnings in lotteries, gifts or inheritance from their relatives. Instead we can see that a normal household will use only a small part of the unexpectedly acquired wealth on the instantaneous increase of consumption while it will save and invest the rest to make the growth of future consumption possible.

There is no reason to expect that after the end of the first wave of privatization all the people will try to get rid of their shares and spend all the proceeds on consumption. On the contrary, it can be expected that people will spend only a small part and that they will want to invest the greater part in profit generating assets. It is true, though, that people have different attitudes toward risk. Only a minority of them, let us say 10 to 20 per cent are willing to tolerate high risk in order to achieve higher expected returns. Majority of population is risk averse which means that it is content with lower but also much safer returns. In the British and Canadian privatization many people were getting rapidly rid of shares in order to transform the acquired property into a less risky form and not to spend it all at once.

For the same reason the majority of people in Czechoslovakia put their vouchers in investment funds which provide lower but also less risky returns. But for many people even investment funds may be too risky. These people will sell shares and their interests in investment funds in order to reinvest their property in the form better suited to their preferences. Some of them will buy a family house or an apartment, others will invest in their business, others will purchase government bonds or other securities.

Now we face the task to estimate what part of the property acquired in the first wave of voucher privatization will people most probably spend immediately on consumption and what part they will save and invest in some form of assets. Two economic theories dealing with this issue on the macroeconomic level may serve us as a guidance. They are the so-called "permanent income hypothesis" of Milton Friedman and the so-called "life cycle hypothesis" of Ando and Modigliani. For several decades both of these theories have had a deserved place in macroeconomic textbooks and have been many times empirically tested using the data of numerous countries. Most of these empirical tests as well as new theoretical developments have confirmed their validity. These two theories can give us an approximate answer to our question.

Friedman’s "permanent income hypothesis" is based on the assumption that people distinguish between permanent and transitory changes in their incomes. The permanent income is a capacity to generate certain level of income in the long run. In contrast to that the transitory income involves temporary and mostly random variations up and down from the permanent income. Transitory income may be, therefore, either positive or negative. Friedman’s theory asserts that people determine their consumption expenditures exclusively according to their permanent income. Transitory income does not cause any change in the consumption expenditures. It only increases or decreases savings. This, however, does not imply that all the proceeds from voucher privatization will be considered by people a transitory income 100 percent of which they will save. Wisely invested increment of property will permanently generate for them returns equal at least to the real interest rate. These permanent returns will become part of their permanent income and will result in a proportional increase in consumption expenditures. If we assume that the real interest rate is 6 percent then 14 thousand Kcs which will come "out of the blue" should raise the permanent income and consequently the annual consumption expenditures at most by less than 1 thousand Kcs while the remaining 13 thousand Kcs or more should be saved and invested.

Ando’s and Modigliani’s "life cycle hypothesis" is based on a similar assumptions about rational behavior of households but it formulates the model in a somewhat different way. The result is again very close to the result of the Friedman’s model. The life cycle hypothesis starts from the fact that in each year of its life a typical household owns a certain amount of previously saved or inherited property. The household estimates the expected future flow of labor income in the remainder of its life cycle and also the expected future changes in the real interest rate. Using this information and its preferences between the present and future consumption the household decides what amount it will consume each year and what it will save. Consumption may be in some years lower than incomes and as a result of positive savings the household wealth would grow. In other years, e.g. at the very beginning or at the end of their career the consumption expenditures may be higher than current incomes and the household wealth would decline.

Thus the life cycle hypothesis explains how a rational household spreads optimally consumption over its life span so that it can build up its wealth by savings during the years of high labor income and draw from it in the time when its labor income is low or zero. Naturally the optimal strategy must include such a volume of wealth to be left at the end of the life cycle which the older generation wishes to bequeath to its descendants. From this model Ando and Modigliani derived macroeconomic consumption function according to which aggregate consumption expenditures are a linear function of an after-tax income and an accumulated wealth. Empirical studies have shown that the regression coefficient at the wealth variable equals approximately the mentioned 6 percent. This again implies that from a sudden and unexpected increase of the wealth of the households acquired as a result of voucher privatization about 6 percent will be spent for immediate consumption and the rest will be saved and invested.

For the better understanding of this point I have performed a number of numerical calculations on the computer with a simplified model to demonstrate the impact of voucher privatization on consumption expenditures of households in typical Czechoslovak conditions. Although these calculations are merely for illustration and are not based on actual empirical data I believe that the parameters were chosen sufficiently realistically so that the results show convincingly how small is the probability that the consumption expenditures would increase by more than 10 percent of the value of the privatized property.

The model of a dynamic optimization of a typical household is based on the maximization of utility function

(4) 
U(t) = Ts=t lnCt /(1+)s-t
subject to the budget constraint

(5) 
Ts=t Cs/(1+r)s-t = At + Ts=t Ys/(1+r)s-t - AT+1/(1+r)T+1-t
where

T ... length of life of the household

T ... age of decision making (today),

s  ... remaining years of life (future)

U(t) total utility during the rest of life

Cs.. annual consumption expenditures at the age s
Ys .. annual labor income at the age s
At.. value of assets at the beginning of the year

r ... expected interest rate

 ... annual rate of time preference

The model assumes that the household makes repeatedly at the beginning of each year of its life decision on how much out of its total income it will spend on consumption and how much it will save in each of the remaining years. In this decision-making it has the knowledge of the value of its present assets and estimates the expected flow of its labor income (including pension) for the rest of its life. For simplification I assume that the household considers interest rate r and its time preference constant during the rest of its life even though it is not too difficult to allow for a change in both of these parameters. The decision is made in such a way that at the end of the life there are assets AT+1 left, and the utility function (4) is maximized.

The constraint (5) states that in each year t the present value of future consumption flow must equal the value of the assets at the beginning of the year t increased by the present value of future flow of labor income and decreased by the present value of the assets to be bequeathed to the future generation at the end of the life. This constraint ensures the balance between incomes and expenditures of the household. It is assumed that assets A are invested and yield profit (interest, dividend) at rate r. The model admits that A may be in some years negative, i.e. that in these years it represents debt on which interest is paid at rate r.

It follows from this formulation of the model that the household has at the beginning of each year at its disposal previously saved assets At plus work income Yt. As it will spend Ct for consumption by the end of the year it will have At + Yt - Ct increased by interest. Thus the following formula must apply to the assets in the year t + 1
(6) 
At+1 = (1 + r)(At + Yt - Ct)

which is a difference equation describing the dynamics of family assets. Euler’s condition of optimality for our model determines that in order to achieve the maximum of the utility function (4) the following difference equation must hold for the dynamics of consumption in time

(7) 
Ct+1 = Ct(1 + r)/(1 + )

If we repeatedly insert (7) in (5) and rearrange the expression we shall get the formula for the consumption expenditures in the year t as a function of assets At, the present value of the expected flow of labor income, the present value of assets planned for heirs and discount factor depending on the coefficient of time preference.

(8) 
Ct = [At + Ts=t Ys/(1+r)s-t - AT+1/(1+r)T+1-t ] / Ts=t 1/(1+)s-t
This is the sought formula, which will allow us to calculate the effect of voucher privatization on the consumption expenditures of households. Let us consider a household with, say, one adult, which at his/her age of t will suddenly acquire additional assets by voucher privatization. Thus At in the numerator of the right-hand side of the equation (8) will be increased and we can easily calculate the amount by which consumption expenditures of this household will increase in the year t. Using equation (7) we can then calculate how the consumption expenditures of this household will grow in the subsequent years.

The following table presents an example of the household which for simplification consists of one adult, a female wage-earner. This woman will complete her education at the age of 18 and start to work in the following year. Her initial salary is 2500 Kcs which is 30 thousand a year. This salary will grow by 2 percent annually so that at the age of 63, i.e. in the last year before retirement it will achieve the level of 71.7 thousand a year. Her pension will be 43.02 thousand Kcs and will remain unchanged until her death at the age of 78. This woman inherited 50 thousand Kcs when she was 18 and at the time of her death she intends to bequeath to her relatives 200 thousand Kcs as inheritance. In the course of her whole life the real interest rate is constant at the level of 6 percent, and her coefficient of time preference is 3 percent.

On the basis of these data we can calculate an optimal path of consumption (column C1 of the table) and the optimal path of the assets resulting from inheritance and savings (column A). Now let us examine how the optimal consumption is influenced by the acquisition of additional assets in the amount of 14 thousand Kcs as a result of voucher privatization. Columns C2 to C7 show the changes in the optimal path of consumption if privatization occurs at different age of the examined person. C2 represents the case when privatization occurred at a young age of 20. Each subsequent column postpones privatization by ten years.

	age
	Y 
	A
	C1
	C2
	C3
	C4 
	C5 
	C6 
	C7

	19
	30.00
	50.00
	25.62
	25.62
	25.62
	25.62
	25.62
	25.62
	25.62

	20
	30.60
	57.64
	26.37
	26.86
	 26.37
	26.37
	26.37
	26.37 
	26.37

	25
	33.78
	100.57
	30.44
	31.01
	30.44 
	30.44
	30.44
	30.44
	30.44

	30
	 37.30
	152.09
	35.13
	35.79
	35.67
	35.13
	35.13 
	35.13 
	35.13

	35 
	41.18
	213.19 
	40.56
	 41.32 
	41.17 
	40.56 
	40.56 
	40.56 
	40.56

	40
	45.47
	284.81
	46.82
	47.70 
	47.53 
	47.41
	46.82 
	46.82 
	46.82

	45
	50.20
	367.74
	54.05
	55.06
	54.87
	54.73
	54.05
	54.05
	54.05

	50 
	55.43
	462.45
	 62.39
	63.56
	 63.33
	63.18
	63.10 
	62.39
	62.39

	55 
	61.20
	568.95
	72.02
	73.37
	73.11
	72.94
	72.84
	72.02
	72.02

	60
	67.57
	686.48
	83.14
	84.69
	84.40
	84.19
	84.08
	84.08
	83.14

	65
	43.02
	781.19
	95.97
	97.77
	97.43
	97.19
	97.06
	97.06
	95.97

	70
	43.02
	696.66
	110.78
	112.86
	112.46
	112.19
	112.04
	112.05
	112.53

	75
	43.02
	490.02
	127.88 
	130.28
	129.82
	129.51 
	129.34  
	129.34
	129.90

	78
	43.02
	285.05
	139.39
	142.00
	141.50
	141.16
	140.97
	140.98
	141.58

	79
	 
	200.00
	 
	 
	 
	 
	 
	 
	 


The table shows that a rationally behaving household will spend for consumption in the first year only a small portion out of the 14 thousand Kcs acquired by privatization. The rest it will invest and to ensure for itself higher consumption in all subsequent years. The following table shows the amount by which the optimal consumption in the first year after privatization will be increased.

C O N S U M P T I O N

	age
	original
	increased
	difference
	% of 14,000

	20 
	26.37
	26.86
	0.49
	3.53

	30
	35.13
	35.67
	0.54
	3.81

	40
	46.82
	47.41 
	0.59 
	4.26

	50
	62.39 
	63.10 
	0.71
	 5.06

	60 
	83.14
	84.08 
	0.94
	6.78

	70
	110.78
	112.53 
	1.75
	12.47


According to this calculation a young household will spend on consumption only approximately 500 Kcs, i.e. about 3.5 percent out of the acquired assets. This share grows with the age but only in the last decade of life it will exceed 10 per cent. It could seem that this result is so low because the chosen household was not very poor. However, that would be a mistake. Equation (8) shows clearly that if labor income and assets planned for inheritance remain unchanged then the consequence for C(t ) of the change in A(t) depends only on the age t and on the coefficient of time preference d. This means that with d = .03 even a very poor household would spend for consumption equally low share of the assets acquired by privatization.

Let us present one more table which summarizes the dependence of the examined share both on the age and the coefficient of time preference.

SHARE OF CONSUMPTION EXPENDITURES IN THE PRIVATIZED PROPERTY (percent)

	 
	time preference  

	age
	0.00
	3.00
	6.00 
	9.00 
	12.00
	15.00
	18.00

	19
	1.67 
	3.51
	5.84
	8.30 
	10.73 
	13.05 
	15.25

	20
	1.69
	3.53  
	5.85
	8.31 
	10.73
	13.05 
	15.26

	25
	1.85
	3.65
	5.91    
	8.34
	10.74
	13.05
	15.26

	30
	2.04
	3.81
	6.01
	8.38 
	10.76 
	13.06 
	15.26

	35
	2.27
	4.00
	6.13
	8.45
	10.79 
	13.07
	15.26

	40
	2.56
	4.26
	 6.31 
	8.55  
	10.84 
	13.10
	15.28

	45
	2.94
	4.59
	6.57
	 8.72 
	10.95 
	 13.16
	15.31

	50
	3.45
	5.06
	6.94
	9.00
	11.13
	13.27
	15.38

	55
	4.17
	5.73
	7.52
	9.45
	11.47
	13.52
	15.55

	60
	5.26
	6.78
	8.45 
	10.25 
	12.12
	14.03 
	15.94

	65
	7.14
	8.59
	10.15 
	11.78
	13.47
	15.19
	16.92

	70
	 11.11
	12.47
	13.87
	15.30
	16.76
	18.22
	19.69

	75
	25.00  
	26.12 
	27.23
	28.32
	29.40
	30.46
	31.50

	77 
	50.00
	50.74
	51.46
	52.15
	52.83
	53.49
	54.13

	78
	100.00
	100.00
	100.00   
	 100.00
	100.00
	100.00
	100.00


Usually the coefficient of time preference is assumed to be about 3 percent. Values of this coefficient higher than 10 percent would be very unusual. It is quite understandable that time preference of very old people similarly as of some groups of poor may be higher than normal. However, at least in the case of poor people it is an open question whether they have high time preference because they are poor or whether they are poor because they have high time preference, i.e. a strong urge to consume immediately rather than save. In any case this table indicates that for the most numerous strata of population the examined share will range between 3.5 and 10 percent, and that it will be greater than 10 percent only for marginal strata.

In the end of this part let me mention briefly inflation and restrictive policy. We have just estimated that with constant prices and constant interest rate the demand for consumer goods will increase as a result of voucher privatization by less than 10 percent of the value of privatized property. This relatively small, however, not negligible increase of aggregate demand may be at least partly compensated by the increased aggregate supply. If this is not the case the Government can apply restrictive fiscal or monetary policies. Restrictive fiscal policy would compensate the increased personal consumption expenditure by reduced government spending. Restrictive monetary policy would increase the interest rate and that could push down the consumption demand to a balanced level. Our equation (8) shows that the increase of the real interest rate will decrease consumption expenditures of households and increase their savings.

4. Development and Regulation of Investment Funds in the USA
In 1990 a study of mutual funds industry written by W.J. Baumol, S.M. Goldfeld, L.A. Gordon and M.F. Koehn was published under the title "The economics of Mutual Fund Markets: Competition Versus Regulation". The authors review the history of mutual funds and their government regulation and criticize the existing approach which is in their view a source of inefficiency. Here is the brief summary of their book.
The first small investment companies came into being in the USA as early as at the end of the last century. However the real investment companies in the present sense of the word began to appear only in 1924. In 1929 shortly before the onset of the Great Depression there already existed 108 investment companies with 582 thousand shareholders and 3.03 billion dollars of invested capital. During the Great Depression, however, many investment companies went bankrupt and, consequently, in 1940 their number was reduced by about one third and their total capital by two thirds.
After World War II the number of companies began to grow rapidly again. Their number grew by 6 to 12 percent, the number of individual accounts in these companies by 10 to 13 percent and the capital invested by 17 to 18 percent a year. In 1970 there were some 400 investment companies in the USA with 11 million accounts and the total capital exceeding 50 billion dollars. Only 17 years later, in 1987 there were already almost two and a half thousand companies with more than 55 million accounts and the total capital approaching 800 billion dollars. Thus after banks investment companies have become one of the most significant financial intermediaries that at the same time also intermediate ownership of quite a substantial part of the American economy.

According to two different criteria investment companies are divided into the open and closed ones and diversified and non-diversified ones.

The closed investment companies usually issue and sell limited number of shares in order to raise capital for a predetermined investment purpose. If needed the closed companies may increase their equity, however, they are not obliged to repurchase on request shares from their shareholders. Shareholders may withdraw from the company if they find somebody willing to buy their shares. Thus the closed company shares are tradable on secondary financial markets and their market value can differ from the portfolio value under the influence of demand and supply.

On the other hand, the open investment companies, usually called mutual funds, accept new shareholders continuously and are bound by their statute to redeem on request any shareholder’s share at its net asset value , i.e. at the value of the portfolio divided by the number of issued shares. The shareholder in the open mutual fund may thus withdraw from the fund without having to seek a buyer for his shares on the secondary market. In order to pay the proper value of shares mutual funds have to calculate the net asset value at least once a day, but many of them do it every hour.

To make an investment company - open or closed - eligible for the diversified status it must fulfill the following condition concerning 75 percent of its shares: it must not invest in any joint stock company more than 5 percent of its own assets and it must not own more than 10 percent of the company’s equity. The remaining 25 percent of its assets may be invested by the diversified company without any restrictions. Apart from the fact that diversification offsets investment risk it brings also certain tax benefits. If the investment company meets diversification terms and if it distributes at least 90 per cent of its pre-tax income to its shareholders it can avoid double taxation, i.e. it can pass the received dividends and capital gain to its shareholders without taxation. Naturally, most of the investment companies and especially the mutual funds are diversified.

In the USA majority of mutual funds are organized as corporations. Each mutual fund has its own specific investment objective and forms a specific portfolio of the purchased securities. It is an independent corporation which has its own manager and board of directors. However, such a fund is usually founded and administered by another corporation which is called the "adviser" to the fund. The adviser makes decisions on how to invest financial means procured by the respective fund, i.e. it maintains and updates the investment portfolio in order to achieve the investment objective of the fund. For these activities it receives from the fund an annual fee, most often as a percentage of the value of invested property. Apart from the advisory fee for the maintenance of portfolio the shareholders may be charged on their admission to the fund the so-called "sales load" and on their withdrawal the so-called "redemption fee" or "back-end fee’.
Only rarely such an adviser is a legal body independent of the founder of the fund. Mostly both the officers providing advisory service and the managers of the fund are paid employees of the founding company. Very often the same adviser administers several investment funds with different investment objectives. Such a group is called a "fund complex". The largest fund complex in the USA today is the Fidelity Management and Research Corporation which administers more than 100 funds.
During the development proportions of various categories of investment companies changed radically. At the very beginning the closed companies prevailed. In 1929 the share of open companies in the capital of all companies was less than 5 percent. However, in 1940 this share increased to almost 40 percent, in 1960 to 90 percent and in 1987 it reached 97.4 percent. Apart from that a number of other structural changes appeared in recent years:
1) As a result of the growing competition sales loads and redemption fees decreased substantially or were entirely eliminated and the advisory fee was pushed down mostly below ½ percent a year. In 1970 the typical sales fee ranged still between 7.5 and 8.75 percent and almost 95 percent of all assets were invested in mutual funds requiring such a fee. But already in the year 1983 the percentage of funds not requiring the sales load increased to 73 and many of the remaining reduced their sales load to mere 4 percent.

2) Between 1972 and 1974 an increased inflation rate and a very unstable capital market conditions resulted in the 45 percent cut of investments in traditional mutual funds. These investments were recovering only very slowly in the following five years. As an innovation a new type of mutual funds investing in money market financial instruments instead of equity was created in 1974. The money market mutual funds began to grow very rapidly and in the period 1980 - 1984 they even overtook traditional mutual funds which, however, resumed their first position again after 1985. In the year 1987 454 billion dollars were invested in capital market mutual funds and 316 billion in money market mutual funds.

3) The growth of the total number of funds was accompanied also by a rapid growth of fund complexes. Only in the five-year period from 1982 to 1987 the number of complexes increased from 181 to 338 and the average number of funds per one complex grew from 4.02 to 5.88. At the same time the funds with an adviser different from the founder and administrator became more frequent. There were only 45 such funds in 1982 but in 1987 they already numbered 224, i.e. their share in the total increased from 6.6 per cent to 12.7 percent.

4) The last noteworthy feature of the development has been the rapid growth of various investment objectives. In 1970 there were only five different types of funds by their investment objective. In 1987 their number reached already 22. Complexes of mutual funds usually allow a cost-free transfer of their shareholders’ investment from one type of fund to another.

All these features of the development have proven that in the past twenty years the competition between investment funds achieved a very high level. As a result of this competition favorable investment opportunities arisen for general public, including the possibility to transfer the capital easily, quickly and without excessive cost between funds with different investment objectives and different advisers. It is true, however, that in the twenties and thirties the competition among investment funds was still insufficient.
Governmental regulation of investment funds is carried out in the USA by the Securities and Exchange Commission operating on the basis of Acts of 1933 and 1934. Already in the thirties it became evident that these acts did not provide adequate protection of small investors and investment funds against their abuse by advisers. Therefore a specific Investment Company Act was adopted in 1940 and it was supplemented with even more strict amendments in 1970.

The authors of the Act of 1940 and its amendments of 1970 were convinced that a small investor had in fact no possibility to replace the adviser of the fund even if this adviser charged excessive fees for his services. This was explained mainly by the fact that the founder, administrator and adviser of the fund is in great majority of cases the very same institution. Apart from that it is quite evident that in the twenties and thirties founders and administrators of some investment companies actually misused their position in various ways for their own enrichment. It was estimated that in these two decades shareholders were deprived of more than one billion dollars. Apart from relatively rare cases of direct frauds and embezzlements some of the administrators and advisers of the funds used for their enrichment a number of at that time legal but unethical methods.

Thus e.g. Dillon, Read & Co. applied the so-called pyramiding scheme. In 1924 it founded the first major closed investment company the U.S. & Foreign Securities Corporation with the total equity of 31 million dollars out of which 30 million were in preferred stock and only one million in common voting stock. The majority of preferred and one quarter of common stock was sold to public, however, Dillon, Read & Co. retained 5 million shares of preferred stock and 750 thousand shares of common stock which allowed it to control the total investments of 31 million dollars. In the second round Dillon, Read & Co. founded the second investment company U.S. and International Securities Corporation with the total capital of 63 million dollars out of which U.S. & Foreign purchased 10 million shares of preferred stock and two out of the three million shares of common stock. Thus Dillon, Read & Co. succeeded in gaining control over the total capital of 80 million dollars while investing less than 6 million dollars of its own capital. Other shareholders of these investment companies had no effective control over their operations.

Among the other forms of enrichment belonged: a) using investment funds as a cheap source of credits for founders, b) sale of less valuable founder’s stock to investment funds for excessive prices, c) pressure on investors to change funds often and thus generate both sales loads and redemption fees for the administrators, d) the so-called dilution of shares from which advisers could profit due to the slow dissemination of information before World War II.

In 1939 Securities and Exchange Commission submitted to the Congress an extensive study on investment companies in which it identified as sources of the major problems the following issues:

· Inadequate release of information on investment companies,
· the fact that founders and advisers decide in their interest and not in the interest of shareholders, - issuing and sale of preferred and common stock discriminates against small investors, - investment companies are sometimes managed by irresponsible persons, - the application of misleading accountancy practices,

· the organization of investment companies is sometimes changed without the approval of shareholders, - extensive speculative loans, - many investment companies do not have sufficient own capital and reserves.

On the basis of this analysis the following requirements were incorporated in the Investment Company Act of 1940:

The requirement of extensive disclosure of information. Besides detailed information which has to be released on the registration, each investment company must send twice a year to its shareholders a detailed report on the financial situation, the status of portfolio, salaries of managers and fees paid to advisers.

The requirement of effective shareholders’ control of the management. All the shares of investments companies must be voting stock, certain decisions made by managers must be subject to the approval of the majority of shareholders and at least 40 percent of members of the Board of Directors of the investment company must be independent of the founder and adviser.

The requirement of a clearly formulated agreement between the fund and its adviser. This agreement must be in writing, it must include exact specification of fees paid to advisers by the fund, its duration must not exceed two years unless annually renewed by the Board of Directors or majority of shareholders and may be terminated at a two-month notice and without penalty.

The right of Securities and Exchange Commission to intervene in the activities of the fund with the aim to protect its shareholders. The Act does not explicitly sets limits for management and advisory fees, however, it gives the Commission the power to sue the advisers of the fund in case of "gross misconduct or abuse of trust " and to request fee relief to be imposed by the court.

In the sixties three more reports on mutual funds were prepared for the Congress, and namely the so-called Wharton Report of 1962 and two reports of the Securities and Exchange Commission of 1963 and 1966. These reports found that a number of regulations of the 1940 Act were not effective. Shareholders of mutual funds were in general apathetic towards their voting rights and attended general meetings only sporadically. Voting was mostly controlled by the managers through "corporate proxy machinery". Also unaffiliated members of Boards of Directors did not properly fulfill their role in the protection of interests of investors as required by legal stipulations. These unaffiliated managers only seldom challenged the decision made by the fund’s advisers.

These reports further state that the Act of 1940 did not establish an adequate mechanism for the court’s review of the fairness of contracts between funds and their advisers. It was determined that the fees paid by mutual funds were higher than the fees for similar services paid by other clients and it was recommended that a more stringent criterion of "reasonableness" should be applied and the advisers should be requested to reduce the fees whenever economies of scale were achieved. It was also found out that high sales loads (8.5 percent and more) discouraged investors from choosing other funds and thus made it possible for advisers to maintain high advisory fees. It may be worth to mention that the size of sales loads was in fact maintained by the Act of 1940 which prohibited the sales agents to reduce sales loads fixed by the administrator of the fund.

On the basis of these reports amendments to the 1940 Act were adopted in 1970. These amendments did not change the legal regulation in any substantial way they only weakened some of the points while making others stronger. As concerns the Board of Directors the word "unaffiliated" was replaced with "disinterested". The amendments stipulated much more clearly the "fiduciary duty" for the mutual fund adviser and both the "Commission" and shareholders got the right to sue the adviser for violation of this responsibility if it required excessive fees. However, the decision what was to be considered excessive was left to the court. No strong regulation of sales loads was enacted in 1970 amendments.

One of the main consequences of the Act of 1940 and of its amendments of 1970 was a large number of very costly litigations. As the Act did not specify clear regulations of the size of fees most of these litigations were settled out of court, and from those actually tried, courts found most frequently for the defendant, i.e. the mutual fund adviser. In the period of 1960 to 1987 the plaintiff won only in four out of the total 69 litigations. These litigations demonstrated very clearly that courts were incapable of deciding the cases according to the rational economic criteria.
This was a brief summary of study of mutual funds written by W.J. Baumol, S.M. Goldfeld, L.A. Gordon and M.F. Koehn that was published in 1990. What are their conclusions?
Although before the War competition in the mutual funds industry was inadequate and therefore government regulation was needed to protect small investors, the situation changed radically in the post-war period. Competition between a large number of funds and their advisers resulted in a significant expansion of the choice for investors, in the reduction of advisory fees and sales loads and thus it freed investors from the dependence on a single manager and adviser. Investment in funds have become much more liquid so that even small investors can transfer them quickly and without greater losses not only between the funds of the same complex but also between funds administered by different advisers. In such a situation founders and advisers of mutual funds are not in a position to charge excessive fees or exploit small investors in any other way. In such a fierce competition the loss of reputation would mean an early end.
Baumol et al. point out that competition provides a far better protection of the small investor than excessive and thoughtless governmental regulation. After all it was the Act of 1940 which for a long time helped maintain high sales and redemption fees, thus hindering the transfer of capital between funds with different advisers and restricting competition between them. As a result instead of protection, governmental regulation left small investors to the mercies of exploitation. Moreover, governmental regulation caused reduction of efficiency of this branch by imposing on it inefficient organization and management structure and initiating a significant number of costly but in fact unsuccessful litigations.
Baumol et al. conclude that as in the other areas of the mature economy with fully developed competitive markets also in the mutual funds industry the time is ripe for deregulation. "Overall, our policy prescriptions suggest that a considerable dose of mutual fund deregulation will serve the public interest. We do not suggest that the industry should be left entirely to its own devices. The rules against fraud and misrepresentation clearly have an important role to play in providing protection to the public, and they should be enforced vigorously. There are, equally, no grounds on which to exempt any entity in the arena from the workings of the antitrust laws. Moreover, we propose the adoption of somewhat more severe disclosure rules than currently exist. Our proposed disclosure rules would provide investors and other interested parties all the information necessary that no questionable activities or decisions by advisers or others threaten or actually produce detrimental consequences for the legitimate interests of investors. But beyond vigorous execution of such rules, we see no need for any substantial regulation of the industry. We believe that here, as in other industries such as airlines and banking, unnecessary regulation can cause economic inefficiencies that must ultimately be born by the public in general and by investors in particular in the form of higher prices."
5. Conclusions
 What are our findings?

1) The analysis in part 3 indicated that no more than 10 per cent of the market value of the assets acquired by privatization would increase the demand for consumer goods. With 8.65 million registered citizens and at the estimated market value of a voucher book of 14 thousand Kcs the demand for consumer goods would increase by no more than 12 billion Kcs. However, even this relatively small increment of demand can spark a mild inflation and consequently government might consider to offset it by some measure of monetary or fiscal policy.

2) It is conceivable that many people will wish to convert shares acquired by privatization into another type of assets more acceptable to them. Some will invest in apartments, houses or other types of real estate, others in their private businesses, but because of risk aversion many may want to keep the acquired property in saving accounts or less risky instruments of financial markets. Experience from other countries shows that a considerable portion of shares acquired by privatization may be thrown on the market in a short time. Soon after the final round of the first wave of the voucher privatization an excess supply of some shares may develop.

3) According to my subjective estimate in part 2 the expected market value of shares per one voucher book is only about 14 thousand Kcs. The privatization funds that issued guarantees for 15 or more thousand Kcs may have to pay off a significant part of their shareholders. To do so they may be forced to throw on the market a large part of shares they acquired during privatization. The excess supply on the secondary capital market would thus be amplified and the share prices further depressed. I f the decline of share prices goes so far that the value of an average portfolio falls bellow 10 thousand Kcs the Harvard Fund and other funds that issued similar guarantees may have to start selling their assets. The danger of a snowballing effect leading to the general financial collapse is therefore quite real.

4) We can learn quite a lot from the history of investment funds and their regulation in the USA. First of all, it could be expected that at the beginning, before sufficient competitive pressure develops, unethical administrators of funds who will try to profit to the detriment of small investors may appear. Strict rules about disclosure of information and tough penalties for fraud and misappropriation are certainly needed. On the other hand, the American experience shows that the promotion of competition is much better protection of a small investor than any administrative and legal regulation which often inhibits rapid development of competition and in general reduces economic efficiency of the industry.

5) In the recent months Czechoslovakia jumped almost 50 years of history and as far as the number and extent of investment funds is concerned reached approximately the U.S. level of the seventies. More than 400 funds encompassing about one half of the Czechoslovak households provides certainly an adequate basis for strong competition between funds and their advisers. In no case should government regulation of investment funds hamper the development of competition. It is particularly important to encourage the greatest possible mobility, i.e. the easiest and least costly transfers of investment between funds. Low advisory and redemption fees as well as low sales loads are the best way to this mobility. And the best way to low fees is to foster competition rather than to impose administrative restrictions.

6) Even if it is likely that at the end of the first wave of privatization many citizens will want to sell their shares or withdraw from privatization funds by which they could create a real danger of a snowballing financial collapse it would be very unwise to try to prevent it by prohibiting the trade with shares or by prohibiting pullouts from privatization funds. Such prohibitions would retard the development of secondary financial markets that are so important for a well functioning market economy. The prohibition of withdrawals from funds would lock up citizens in the funds they may have chosen by accident and as a result competition between advisers would be reduced to minimum.

7) The slight danger of inflation (see item 1) could be at the first glance prevented by restrictive monetary policy leading to higher interest rates. But this would not be an appropriate response. The increase of interest rate would further repress the stock prices on the capital market and would make saving bank deposits and bonds much more attractive than shares. As a result the excess supply of shares would become even more acute. High interest would also slow down economic recovery and worsen the situation of newly created private firms.

8) Instead of administrative restrictions the impending financial collapse can be better prevented by the use of market incentives that would reduce supply and enhance demand on the stock market. One of such incentives may be a temporarily imposed relatively high capital gain tax. This tax is regularly used in the USA and other advanced countries with market economy. It, however, has some undesirable by-effects because of which some economists and politicians want to reduce it or even eliminate it entirely. The undesirable effects coincide mainly with a considerable reduction of mobility on capital markets. The capital gain tax makes frequent purchases and sales of securities undesirable. This is because the tax is paid only at the time when the security is sold. Under some circumstances this tax can be avoided providing that the capital gain is reinvested within a certain period of time. In the USA this happens for example if the capital gain from the sale of the family house is used for the purchase of a new house. Similarly the tax need not be paid if the means are transferred between various pension funds. To stabilize the capital market I would suggest to impose temporarily a high - 50 to 75 percent - capital gain tax for let’s say 2 to 3 years. This tax would be paid on almost the full market value of shares acquired by privatization as the only price that a citizen paid for them was the administrative fee of 1035 Kcs. To avoid the undesirable reduction of mobility I would propose exemption from this tax in case the means acquired by the sale of shares are reinvested in real estate, private business or securities of the capital market within three months.

9) On the other hand, it is also imperative to stimulate the demand for stock with falling market value. Taking into account that people will sell primarily to convert their assets into less risky form the solution is straightforward. Government, banks, investment funds or even private companies could issue long term bonds, sell them to the population and use the proceeds to buy out shares in excess supply. This would, of course, result in concentration of ownership of companies privatized by voucher method in the hands of major institutional owners, a desirable outcome, if we believe that fragmentation of ownership resulting from voucher privatization is unwanted.

10) Foreign capital could create an additional source of the demand for shares that people might want to sell after the end of the first wave of voucher privatization. Therefore, it would be wrong to impose any further restrictions on sales of stock to foreign investors. By their presence foreign investors may help to maintain high stock prices and thus prevent the financial collapse. Further they may improve the balance of payments and, consequently, help to achieve the revaluation of the exchange rate. Fears of the complete buy-out of Czechoslovakia by foreign capital have no substantiation. First of all, the foreign capital inflow is still very low because investments in Czechoslovakia are more risky and generally less profitable than investment in some other countries. Moreover, free financial markets would have selfregulating function. Inflow of foreign capital would result in appreciation of the exchange rate which would reduce the attractiveness of these investments and eventually reach the level when any further inflow of foreign capital would stop.

11) Finally, I would like to make another suggestion. In the USA and Western Europe the major part of small investment is concentrated in "pension funds" that are a specific form of investment funds. In these countries individual citizens feel responsibility to accumulate resources for their own retirement. The time when the Czechoslovak government guaranteed to each citizen a full pension financed from the State budget has inevitably come to an end. Therefore, it should be encouraged that some privatization funds are converted into pension funds. They would offer specific contracts according to which all the dividends and capital gains accrued before the retirement age would be fully reinvested and only from the time of retirement the owner would be paid a regular monthly pension. Up to a certain level additional investment in pension funds should be tax exempt.

