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INTRODUCTION

CERGE-EI Tackles Transition

Lubomir Lizal

Efficiency. Transition is about achieving efficiency. When the communist
economies collapsed, there was no other option. The so-called transition countries
had stocks of obsolete or even ruined capital and populations with mostly
inadequate or even obsolete skills. There would be no miraculous new labor force
or capital stock, no panacea. The task was to combine the existing capital and
labor in a way that led to both more and higher quality output. The countries were
engaged in a simultaneous search for improved allocative and X-efficiency with
endowments they inherited from the failed system of the past.

The transition countries experienced between 40 and 70 years of command
economic history. During that period, market forces were replaced with
plans. Prices were nothing but a tool for accounting the uncountable and profit
was an insult, if not a crime. In effect, the whole economy was nationalized. The
private sector was virtually non-existent, and even the elderly did not know how
a modern market economy worked. At best, there were distant pre-war memories
of different times. Links between property and its owners were not just broken,
they were forgotten. Reformers soon learned that while the rules of the game can
be changed rapidly, the mindsets of people adjust slowly, if ever.

When the communists came to power, they implemented their economic, social,
and political rules by brute force. Their opponents (and the descendants of their
opponents) suffered in ways that our politically correct civilization can hardly
imagine. Talents were wasted; ideology trumped common sense.

Mathematically, if the communist regime did X to the market economy, transition
implied doing X, the inverse. Yet, the inverse was not that simple even if it
existed in its pure form. Some reform steps were easily implementable, some
were not. Some were possible but hard, some even not available or applicable in
a democratic society. The transition was, therefore, simultaneously a process of
transforming a command economy into a market one with a broadly accepted
social consensus regarding the main reform path as well as an enormous laboratory
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for political economy. There was no blueprint available, no prior example that
could be simply copied. Everybody involved—the reformers, international
advisors, local advisors, and the citizens themselves—had to learn on the fly.
Therefore, transition also represents a lesson for the future: a lesson of the
achievable, a lesson of the second best, and a lesson of errors. Yet, from today’s
perspective, it is also a lesson of success.

People do not agree on uniform measures of prosperity, and some have strong
feelings about the transition process or its outcomes. Let me, however, provide
just one comparison that suggests why, despite various critiques of the reforms,
one must apply the word “success” to any characterization of the past 20 years,
at least with respect to the countries that entered the European Union. The life
expectancy at birth in the Czech Republic has risen from 68.1 years for men
and 75.4 for women in 1989 to 74.2 and 80.1 years respectively in 2009. Nobody
frowns at 6 extra years of life.

The “success-or-failure” debate regarding transition has been going on since the
fall of the Berlin Wall. Much of this debate has been based on speculation, casual
observation, and anecdotal evidence. It is easy to contrast individual failures
and successes; yet the ability to draw general conclusions on the basis of such
evidence is limited. Particular examples can illustrate but do not enable rigorous
assessment. Did the highly different structures of financial markets in different
countries matter for the economic performance of these countries? Did different
privatization methods translate into different performance across the thousands of
firms that were privatized? Did very different experiences with unemployment in
early transition translate into different allocations of labor at the end? The search
for scientifically well-grounded answers to such questions has occupied many
economists in transition countries as well as in the West. They have been working
with formal models, sophisticated econometric methods, and detailed micro
data on firms, workers, and markets. An entire new field, the Economics of
Transition, has sprung up. Twenty years on, the field has produced many lessons
about transition as well as generated many new insights into fundamental
questions of economics.

Much of the research on transition has been concentrated at CERGE-EIL. Some
of the lessons produced there are reproduced in this book, CERGE-EI Tackles
Transition. The book is not a complete inventory of the knowledge produced
at CERGE-EL Rather, it should be taken as representative of the research
interests and views of scholars based at CERGE-EI during the 20 years since
the organization’s founding.

The first chapter by Estrin, Hanousek, Ko¢enda, and Svejnar could just as well be
the booK’s summary as it tries to decipher the effect of privatization, one of the
cornerstones of the reform agenda. Overcoming the endogeneity of ownership
was the major challenge to this research: one cannot say a priori whether good
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firms are good because a particular type of owner can properly manage them
to get efficient outcomes, or whether a particular type of owner is better able to
identify firms that would be more efficient irrespective of their owner. This survey
paper carefully analyses a majority of the available studies (several by the authors
themselves) and scrutinizes the results according to sample size, selection bias,
region, time span after privatization, and treatment of endogeneity.

The results are not surprising, but they are well founded. First, privatization
to foreign owners results in considerably better performance of firms virtually
everywhere in the transition economies. Second, the performance effect of
privatization to domestic owners has, on average, been less impressive and has
varied significantly across regions, even being negative in some studies of Russia
and other Commonwealth of Independent States (CIS) countries. The most
important policy conclusion is that privatization per se does not guarantee
improved performance unless accompanied by other reforms and a proper
institutional framework.

The second chapter by Lizal, Singer, and Svejnar analyzes a very interesting period
when markets had been liberalized, but enterprises were not yet privatized. In
essence, there was a window of opportunity for the managers before new owners
could institute effective governance. This lag enables an evaluation of the concept
of “restructuring before privatizing’, a strategy that was hotly discussed on the
eve of transition. Several competing hypotheses attempted to explain the breakup
of large State Owned Enterprises (SOEs). Breakups might have occurred either
because top managers of SOEs discarded poorly performing divisions to improve
the performance of the remaining part prior to privatization, or managers of
divisions (subsidiaries) of SOEs spun oft the more efficient units to themselves
or their colleagues. Alternatively, given that firms created under communism
were artificially large, the SOEs may have suffered diseconomies of scale such
that the performance of their constituent units could be improved by unbundling.
Finally, managers of subsidiaries might have benefited personally from being
the top management of a firm even if their units performed worse as a result of
the breakup.

After analyzing the performance of several hundred Czech companies in the early
1990s, we found that the effect of breakups on productivity was positive for small,
medium, and slightly above average-sized spinoffs but negative for the very large
ones. In sum, the positive, short-term effects on performance of both the master
firms and the spun-off units are consistent with the hypothesis that the large
SOEs suffered from inefficiencies due to firms being “too big” Because these
positive effects dissipated later, however, the results are also consistent with
increased competition and the appropriation of profits by managers.

Chapter 3, by Hanousek, Ko¢enda, and Svejnar, focuses on the issue of efficiency.
Results reinforce those of the previous chapter. There are two key additional
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findings. First, concentrated foreign ownership (non-financial) yields superior
performance in terms of growth of sales and, sometimes, profits. While the less
visible effect in profits may be due to transfer pricing, the overall conclusion
reflects the presence of strategic restructuring. Second, concentrated domestic
ownership (in the hands of industrial companies and investment funds) reduces
employment. This result can be explained by firms engaging in defensive
restructuring. These findings are consistent with agency theory’s prediction
that concentrated ownership results in superior corporate performance and are
inconsistent with theories stressing the positive effects of managerial autonomy.

The series of articles on the enterprise sector is concluded by Bena and HanouseK’s
study (Chapter 4) of an important issue of corporate governance during
transition: the incentive of dominant shareholders to consume private benefits
at the expense of minority shareholders. The authors use Czech data from
1996-2003 to assess whether this rent extraction takes place. Given that they
find such rent appropriation, they further estimate whether and to what extent
minority shareholders are able to monitor large shareholders to partially mitigate
such behavior.

A simple indicator of a possible rent extraction is dividend policy: the
higher the dividends a firm pays (holding everything else constant), the more
proportionately the fruits of the firm’s work are shared across all shareholders,
implying that majority owners are less likely to be extracting rents at the expense
of other shareholders. Bena and Hanousek find that the dividend policy depends
on the concentration and domicile of ownership. In addition, the presence of a
significant minority shareholder increases the target dividend payout ratio. Given
this, they conclude that a significant minority shareholder can reduce the ability
of a majority owner to extract rent. The results are robust to alternative definitions
of key ownership variables, alternative ways of measuring the firms’ investment
opportunities and efficiency, and alternative estimation techniques.

A second frequently examined transition issue involves the labor market. Skills
acquired under communism were typically inadequate for the new economy, with
a distribution driven by the past non-market valuations and needs of the central
planner. In Chapter 5, Miinich, Svejnar, and Terrell estimate the returns to various
kinds of human capital during both the communist period and the transition to
a market system. Not surprisingly, returns to education under communism were
dismal — below 3 percent per year of education. The transition brought about a
major increase in the returns to education in both the private and state sectors. After
the regime change there were, in general, bigger increases in the returns to education
than in the returns to experience. Those who obtained vocational high school and
university degrees experienced more rapid rates of increase in their returns than
individuals with basic education. On the other hand, with respect to experience,
men’s wage-experience profile was concave in both regimes and did not change
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from the communist to the transition period. In sum, their results contradict the
intuition that education acquired under communism was less appropriate for a
market economy than education obtained after the transition began. In addition,
one could not reject the hypothesis that experience obtained under communism
was rewarded identically to experience obtained during the transition.

It appears from these results that the communist system was somehow able to
maintain a relatively effective educational system even though this system was
divorced from pecuniary rewards. Also, a large part of unobservable, individual-
specific wage effects (e.g., skill premia) carried over from communism to the
market economy, suggesting that the same basic skill set was valuable under
each system. While the de novo firms in the early transition period provided
considerably higher wages, state and privatized firms gradually adjusted their
wage grids upward so that by 1996 wages were almost equal across sectors.

Jeong, Kejak and Vinogradov (Chapter 6) shift our attention away from education
in general and towards the micro-composition of specific types of education. The
authors find a serious disparity between the skills taught under communism
and those needed by the market economy. Communist planners over-supplied
technical specializations and under-allocated resources to training in business
and consumer services when compared to the demands of a free market
economy. Once the market was liberated, the share of workers in business
occupations rose rapidly while those in technical fields dropped in both Poland
and the Czech Republic. A similar shift was not observed in Hungary, a fact
the authors attribute to that country’s pre-transition introduction of market
processes. Overall, estimates suggest that the gap between the structure of demand
for workers and the composition of existing human capital could be responsible
for an output loss of up to 40 percent of 1990 GDP.

Unemployment haunted almost all transition countries in the 1990s. The seventh
chapter by Ham, Svejnar, and Terrell looks at a striking difference between the
Czech and Slovak Republics. While the Czechs enjoyed a low unemployment rate
of about 3-5 percent, the Slovaks faced double digit levels. Looking at labor-flow
data leads to the conclusion that this differential was largely due to much higher
rates of transitioning from unemployment to employment in the Czech Republic
than in Slovakia. In other words, both Czechs and Slovaks were being discharged,
but the Czechs were rapidly finding new jobs. The question then becomes: what
were the causes of this difference in the exit rates? As the Czech and Slovak
Republics shared many institutional and legal features, their situation creates
almost ideal conditions for analysis: a natural experiment consisting of similar
initial conditions but different treatments. Results suggest that in both republics,
the unemployment compensation system has a moderately negative effect on
the exit rate from unemployment. This conclusion is based on a decomposition
of the determinants of the expected duration of unemployment in the two
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republics. For those who receive unemployment benefits, almost all of the
difference in exit rates arises from differences in the level and structure of labor
demand at the district level. Among non-recipients, on the other hand, differences
in demographic characteristics play a more important role than differences in
demand factors. The authors also argue that the results show the relative inability
of the Slovak Republic (and probably also of the other Central and Eastern
European countries) to absorb low-skilled, unemployed workers.

Finally, given that the unemployment compensation scheme was identical in
the Czech and Slovak Republics, they estimate that this system has moderate
effects on the duration of unemployment spells in these countries when compared
with the effects found in studies of the United States, Canada, and Europe. This
result suggests that policy makers might have been able to improve safety net
provisions without endangering efficiency.

While the previous chapter takes advantage of the similarities between
two related countries, Chapter 8 by Jurajda and Terrell chooses countries with
different approaches to examine differences in job creation and job destruction.
In particular, they contrast the more gradualist Czech with the very rapid Estonian
approach to the destruction of the communist economy. Such a comparison
brings into focus the theoretical predictions of two models of reallocation:
gradualist theories motivated by transition from central planning and the creative-
destruction-with-frictions theoretical work motivated by the adjustment crises
of the developing world.

In the early stages of transition, most reallocation occurs along a single dimension
whereby labor moves from existing post-soviet enterprises to small, newly created
private firms. While Estonia serves as an example of a country that did not have
the resources to support the ailing old sector or provide a safety net for workers, the
Czech Republic serves as an example of a country where the government had the
capacity to provide safety nets and/or subsidies to both slow down job destruction
and support job creation. Using very different early-transition policies, the Czech
and Estonian economies ended up with similar levels of sectoral reallocation. The
Czechs “paid” for their lower unemployment with greater welfare benefits (hence
higher taxes), whereas in Estonia many jobless workers faced unemployment with
little welfare support. In sum, gradual job destruction combined with job creation
support allow extensive reallocation to concur with low unemployment. Drastic
job destruction, on the other hand, need not slow down job creation as long as
unemployment benefits are kept very low.

The ninth chapter, by Jurajda, deals with the much-discussed male-female wage
differential. A well-established fact is that occupations and industries staffed
mainly by female workers pay lower wages to both men and women compared
to predominantly “male” occupations and industries. The literature on gender
segregation puts forward three main hypotheses for why “female” occupations pay
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less: (i) discriminating employers may prevent women from working in high-wage
occupations; (ii) “female” occupations may offer costly non-wage characteristics
preferred by women; and (iii) workers employed in “female” occupations may have
lower labor quality. Thus, is the observed persistent concentration of women in
low-paid groups of workers an artifact of gender segregation, or is the self-selection
of women regarding jobs they desire and/or skills they choose to obtain a key
explanation for the existence of the gender wage gap? The advantage of studying
the gender pay gap in the transition from central planning to a market economy is
that we observe dramatic changes in employment rates, which are, at least in part,
exogenously driven by different transition policies. The results presented for the
Czech and Slovak Republics suggest that little immediate change occurred in the
structure of the wage gap with the introduction of anti-discrimination legislation,
with the possible exception of a decrease in the effect of firm-level gender
segregation. Yet, despite the new legislation, almost two-thirds of the gender
wage gap remains unexplained, and segregation continues to represent a major
source of the gap. Since segregation affects gender wage differences primarily
within firms, the implementation of the anti-discrimination policies aiming to
equalize wages in occupations across firms would have little effect.

One of the key features of the early stage of transition was an enormous fall in
economic activity as measured by the aggregate figures. There are numerous
explanations and models but I like two of them, both elegant and simple. The one
I use myself says that since the real well-being of the people appears to have fallen
relatively little compared to the reported 20 to 40 per cent decline in GDP, the
fall is actually a measure of the extent of useless communist production that
nobody wanted, i.e., a measure of the amount of wasted resources rather than a
measure of valuable economic activity that had existed under communism but
disappeared with transition.

A second explanation, offered by Filer and Hanousek in the final chapter,
highlights a statistical artifact: the mismeasurement of real output and inflation
due to inadequate accounting for improvements in the quality of goods and
services. Measurement of quality changes has proven to be an especially difficult
aspect of calculating unbiased rates of inflation. Their innovative approach to
capture quality improvements is based on consumer focus groups. They advocate
applying this methodology in an environment where quality changes might be
expected to be especially rapid and extensive, like in transition economies, when
the traditional methods of quality-improvement bias are bound to fail. Their
results indicate a substantial understatement of quality improvements during
transition when compared to official methodology and, therefore, a substantial
overstatement of inflation. This results in a serious downward bias in growth
rate estimates for post-communist economies. Overall, it appears that the Czech
Statistical Office has captured only a fraction (at the median, perhaps 15 percent)
of the quality change that the actual consumers believe occurred. The move to free
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markets has, therefore, apparently improved consumers’ welfare more by improving
what they can purchase rather than by increasing how much they can purchase.
Overall, the mismeasurement of quality changes may have understated Czech
growth rates during the first decade after communism by as much as 5 percentage
points per year. These two causes seem to eliminate a majority of the supposed
economic “decline”

As these examples of a far larger corpus of CERGE-EI research show, the
transition was not only an interesting and complex process in and of itself. It
also revealed areas that were under-researched in prior economic analysis.
It enabled both asking new questions as well as trying new research concepts
that utilize the great variation created by the transition process. In this respect,
we have had a unique opportunity to study the natural experiment created by a
major systemic change. The transition countries were not, on average, obviously
undeveloped. They were located somewhere between the middle income and
high income countries. This is one reason why the reform processes originally
designed for poorer countries were not immediately adopted, no matter how
much they might have been appropriate. Lastly, the transition countries have, in
a very real way, lost the cold war — the battle of the efficiency of two economic
systems, one based on individual choice and freedom with responsibility and the
other based on dirigisme and limited personal choices. Freedom proved to be
the essential driver of long-term growth and prosperity.

Today, many may claim that transition is over; yet, the legacy persists. The
post-transition countries are still different from the Western European countries
today. More importantly, however, they are also different from what Western
European countries were when they had similar levels of income to today’s
post-communist states (several decades ago). But in many respects, they are also
alike. Within the past 20 years, the European transition countries have established
democratic systems and market economies. In addition, they are back in the
Atlantic civilization circle, members of NATO, the EU and, at least for some, the
EMU. Thus, despite various problems and false starts, at the bottom we find a
success story. They have found — and executed — the X,
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1. Introduction

This paper is motivated by the ongoing debate among economists and policy
makers about the efficiency and other economic effects of privatization of state-
owned enterprises (SOEs). Our goal is to evaluate what we have learned to date
about the effects of privatization from the experiences during the last 15-20 years
in the post-communist (transition) economies and, where relevant, China.

The transition economies — economies in Central and Eastern Europe (CEE)
and in the Commonwealth of Independent States (CIS) that replaced most of
the former Soviet Union - provide a useful laboratory, having experienced major
changes in the values of many relevant variables as they changed their economic
system. Unlike most other developing countries and until recently also China, the
transition economies for instance did not merely privatize a number of key state-
owned firms or strive to improve the functioning of their legal and institutional
framework. As may be seen from Table 1, they carried out a major transformation
that made the share of private sector in GDP increase from extremely low levels
to between 60% and 90% (see EBRD, 2007) and they instituted from scratch a
market-oriented legal and institutional system. The transition economies therefore
share with many other developing countries numerous characteristics associated
with “weak” institutions, such as poorly conceived and/or ineffectively enforced
property rights and insufficiently developed capital markets (see Daron Acemoglu,
Simon Johnson and James Robinson, 2001), but they have carried much larger
privatization programs than have been observed in other developing countries and
until very recently also in China. One can hence obtain valuable insights about
the impact of privatization by focusing on the large literature dealing with the
transition. It is appropriate to undertake a study of this type now because it has
been nearly twenty years since the start of transition so work has emerged based on
datasets of sufficient size, length and quality to allow the use of more sophisticated
methods and to address more robustly issues of causality.

There has already been one major attempt to survey this literature, by Simeon
Djankov and Peter Murrell (henceforth D-M) in 2002. D-M applied a meta-
analysis to the findings from a large number of diverse early studies of the
transition economies (but not China), combining - controversially - various
indicators of performance into one composite measure of restructuring. The early
literature focused on the impact on company performance of different types of
mainly domestic owners — insiders, outsiders, investment funds — and was based
largely on country-specific survey datasets that were frequently quite small and not
necessarily representative. It did not examine in a major way the effects of foreign
direct investment (FDI) as this remained relatively low until the mid-1990s in CEE
(except for Hungary and the Czech Republic) and until the new millennium in the
CIS (see Klaus Meyer, 1998).
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Table 1: Private Sector Share of GDP

g1 2|2|8|8|8/ 88\ 8 88 88|88 g ¢

—l ||| |||~ |~ ||| QNN Q|
Czech Republic 1015|130 [45|65|70|75|75|75|80|80|80|80|80|80]|80|80
Hungary 2530|4050 |55|60|70|75|80|80|80 80|80 |80|80]|80]80
Poland 3040 |45 |50 | 55|60 |60 |65|65|65|70|75|75|75|75|75]|75
Slovak Republic [ 10 | 15|30 |45 |55 |60 |70 |75 |75 |75 |80 |80 |80 |80 |80 80|80
Slovenia 15120 |30 |40 | 45|50 | 55|60 |60 |60|65|65|65]|65|65]|65]65
Estonia 1010|2540 |55({65|70|70 |70 |75|75|75|80 |80 |80|80|80
Latvia 10| 10|25 (30|40 |55 |60 |60 |65 |65|65|65|70|70 (70|70 |70
Lithuania 10 (1020|3560 65|70 (70|70 |70 |70 |70 75|75 |75|75|75
Bulgaria 10 {20 |25 |35 (40 |50 |55 |60 |65 |70 |70 |70 |70 |75 |75 |75 |75
Romania 1525|2535 |40 |45 |55 |60 |60 |60 |60 | 65|65|65|70 |70 |70
Russia 5|5 |25|40 |50 |55|60 (70|70 |70 |70 |70 |70 |70 |70 |65 |65
Ukraine 10 {10 |10 | 15 [40 |45 |50 |55 |55 |55 |60 |60 | 65 | 65 | 65 | 65 | 65

Source: European Bank for Reconstruction and Development (EBRD), Transition Reports

D-M concluded that privatization to outside owners resulted in 50 percent more
restructuring than privatization to insiders (current managers or workers).
Privatization to workers had no effect in CEE and a negative effect in the CIS.
Investment funds, foreign ownership and other block-holders were found to
produce more than ten times as much restructuring as diffuse individual ownership.
Hardening of budgets constraints (i.e. curtailing firms access to formal or informal
state subsidies) was also found to have a positive effect on restructuring. Among
other factors, import competition had a positive effect on performance in CEE, but
a negative effect in CIS. Overall, D-M noted that the impact of privatization on
company performance was typically positive and statistically significant in CEE,
but statistically insignificant in CIS. They suggested that this could be explained
by the more widespread occurrence of insider ownership after privatization and
a weaker institutional environment leading to less effective governance by outside
owners in the CIS countries.! Finally, D-M also pointed out that about one-half of
the studies they surveyed did not take into account the endogeneity and selection
issues associated with changing ownership and firm performance, and they urged
future research to tackle this issue.?

1 This was also argued in a short survey by Sergei Guriev and William Megginson (2006) which related the
mixed results on the impact of privatization in transition economies to the slow progress in microeconomic
and legal reform, especially in CIS countries.

2 D-M’s arguments were developed in Megginson (2005). He concluded that “mass” privatization often led to
disappointing outcomes, perhaps because it was frequently associated with insider ownership. Indeed, despite
their massive privatization programs, because of their relatively low levels of development and the widespread
use of “voucher privatization’, transition economies only generated 5% of the total global privatization proceeds
between 1990 and 2000.

1
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The present study highlights several significant shifts of emphasis in the literature
in recent years. Firstly as ownership structures have evolved, research interest has
shifted from comparing categories of domestic owners (e.g., insider versus outsider)
to domestic versus foreign ownership, the performance of privatized versus de
novo enterprises and with the impact of concentrated versus dispersed ownership.
Researchers have also increasingly noted that policies and institutional development
have diverged between the CEE and CIS countries, with the former increasingly
adopting European Union (EU) rules and joining the EU, and the latter proceeding
slower in introducing a market friendly legal and institutional system. China also
began from the mid-1990s to privatize large former state owned firms. Moreover,
unlike D-M who had to combine all available performance measures together in
their meta-analysis, we are able to distinguish separately the impact of privatization
on efficiency (total factor productivity — TFP), profitability, revenues, and other
indicators. Thirdly, an important aspect of our approach is to distinguish between
studies on the basis of their econometric methodology in order to focus attention
on more credible results. As might be expected given the changes in emphasis and
methodology, and by including a comparison with China, our conclusions are
richer and more nuanced, as well as more robust, than those available to D-M.

Commencing with the macro studies, we find that the results suggest that
privatization, especially when accompanied by complementary reforms, may have
a positive effect on the level of aggregate output or economic growth. However,
one of the most widely debated issues of transition (e.g., Janos Kornai, 2001),
namely the effect on aggregate output and growth of rapid privatization (frequently
accompanied by dispersed ownership) versus slower privatization (often with more
concentrated ownership) remains unresolved.

As to the impact of privatization on the level of TFP, we find that in CEE the
overall effect is mostly positive during both the early and later transition periods,
but that the effect of privatization to domestic owners is quantitatively much
smaller than that to foreign owners, and that it is greater in the later than earlier
transition period. In CIS, privatization to foreign owners yields a positive or
insignificant effect while privatization to domestic owners generates a negative
or insignificant effect. In most instances, the estimated economic effect is smaller
in the CIS than CEE. Overall, the TFP effect of privatization to domestic owners
is weaker than that to foreign owners, takes longer to take a hold, and in the CIS
it has been outright negative or insignificant. There are as yet no TFP studies
using data from China which employ robust methodologies and perhaps because
of this, the available papers find diverse results, with the effect of non-state
ownership being mostly positive but sometimes statistically insignificant and
sometimes negative.

Concentration of ownership is important, with majority private ownership having
mostly positive effects on the level of TFP. The overall positive effect is again
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driven primarily by foreign owned firms. The effect of majority domestic private
ownership tends to be positive but smaller in magnitude. Studies that distinguish
between privatized SOEs and newly created private firms suggest that de novo firms
are more productive than or at least as productive as SOEs privatized to domestic
owners. The effect of employee (insider) ownership on the level of TFP is found
to be mostly statistically insignificant or in one case actually positive. Estimates of
the effects of privatization on TFP growth suggest that in CEE privatization had a
positive effect on the rate of change of TFP in the early transition period and that
the effect disappears in the later stage.

The effect of ownership on profitability has been estimated mostly in CEE and
shows a small positive or insignificant effect of privatization to domestic or foreign
owners on profitability levels in the early as well late transformation periods,
together with an insignificant effect of privatization to domestic and foreign owners
on the rate of growth of profitability. The effect varies across types of ownership,
and concentrated domestic private ownership, managerial ownership, and to a
lesser extent foreign ownership tend to have a positive effect on profitability, while
state keeping a golden share or concentration of worker ownership appear to be
unrelated to profitability. The studies of private ownership on profit of firms in
China vary considerably in terms of methodology sample size and findings, with
most indicating a positive and usually significant effect.

The effect of privatization on the level of firm revenues, capturing the effect of
privatization on the scale of operation of the firm, is mostly strong and positive. In
terms of revenue growth, we observe in CEE a high positive effect of privatization
to foreign owners in the early period and a small effect in the later period, as well
as an insignificant effect of privatization to domestic owners. Overall, the studies of
CEE and CIS countries indicate that privatization tends to have a positive effect on
the scale of operation, while studies of the effect of private ownership on the rate of
change of scale of operations (from CEE, CIS and China) suggest that this effect is
not statistically significant except in certain categories of ownership.

Estimates of the effect of privatization on labor productivity (not controlling for
the use of others inputs) are similar to the TFP results - the effect of privatization
is primarily positive or insignificant. As in the case of TFP, foreign ownership and
concentrated ownership are found to have a positive or insignificant effect, while
the effects of employee and management ownership are estimated to be mostly
statistically insignificant. The corresponding studies of firms in China yield mostly
insignificant estimates of the effects of private/non-state ownership on labor
productivity.

In terms of the effect of privatization on employment, the estimates indicate that
there is a tendency for privatized firms, especially those with foreign owners,
to increase or not to reduce employment relative to firms with state ownership.
In general, employee ownership and control do not have a significant effect on
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employment, providing parallel evidence to the TFP studies that this form of
ownership does not result in excess employment.

Studies of the effects of ownership on wages find that state ownership is associated
with lower wages in some countries, such as Russia and former Czechoslovakia,
but not in others, such as Poland. In Russia, where in the 1990s firms tended to owe
wages to their workers, SOEs were more likely to exhibit wage arrears than firms
with domestic and foreign private ownership, firms with mixed ownership and de
novo firms.

Studies that have analyzed the effect of privatization on other dependent variables
show that (a) privatization results in higher exports and greater efficiency, as
measured by the cost of inputs relative to sales, Tobin’s Q, and degree of soft budget
constraints, and (b) privatization to foreign firms leads to more restructuring and
sale of assets, greater likelihood of payment of dividends, and smaller likelihood
of default on debt. These results exhibit a pattern that is in line with the above
measures of performance.

The structure of the paper is as follows. In Section 2 we discuss the theoretical and
institutional issues raised by privatization in transition economies. In section 3 we
briefly examine the macroeconomic evidence about the impact of privatization
before turning in section 4 to a survey of the enterprise-level economics literature
about the impact of privatization on different indicators of company performance.
We conclude our study in Section 5 with policy-oriented observations.

2. Theoretical and Institutional Issues

In the early 1990s privatization was widely considered one of the keystones of the
entire transition process. The policy arguments were based on successful experience
in developed economies (e.g., Matthew Bishop and John Kay, 1988; Aidan Vining
and Anthony Boardman, 1992), as well as on evidence from developed and middle-
income countries that suggested that privatization improves enterprise efficiency
(see Megginson and Jeffrey Netter, 2001 for a survey). The so called Washington
Consensus emphasized privatization and belief that private ownership together
with market forces would ensure efficient economic performance. Combined with
price liberalization, freedom from state control was seen as the way to bring prices
into line with opportunity costs and to harden budget constraints (see Kornai,
1990).

However, it was also often recognized that privatization on its own might not be
sufficient and that systemic changes and policy reforms were a prerequisite for
successful transition (Jan Svejnar, 1989; David Lipton and Jeffrey Sachs, 1990;
Olivier Blanchard, Rudiger Dornbusch, Paul Krugman, Richard Layard, and
Lawrence Summers, 1991; Philippe Aghion and Blanchard, 1994). We briefly review
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the accompanying policy reforms and systemic changes as well as the variation in
the effectiveness of their implementation in the first sub-section (2.1) below.

The transfer of ownership rights was seen by most academics and policy makers
as being crucial for the efficient allocation of resources and economic growth. As
a result, much empirical work has been related to efficiency and in the second
sub-section (2.2) below we therefore survey the efliciency-related arguments for
privatization.®

The large scale of privatization spawned considerable variation in privatization
methods. It was suggested at the time that “bad privatization methods”, for example
so-called “mass privatization” in which ownership rights were widely dispersed,
may lead to “bad ownership structures” and therefore reduce the potential gains
from privatization. We evaluate this argument in the third sub-section (2.3).

In the final sub-section (2.4), we consider factors likely to influence the selection
of firms for privatization. The theoretical and empirical evidence indicates that
firms were not chosen to participate in the privatization process at random. Hence
empirical estimates that fail to take account of this phenomenon will be biased.
The prevalence of selection bias leads us to apply stricter criteria than previous
surveys with respect to econometric methods when we evaluate the findings from
the empirical literature in the final section of the paper.

2.1 Policies in Transition Economies

Privatization in the transition economies occurred in the context of broader
systemic change. In almost all these economies, but not China (see Lawrence Lau,
Yingyi Qian, Gerard Roland, 2000), governments plunged ahead with what Svejnar
(2002) calls Type I reforms, namely macro stabilization, price liberalization and
dismantling of the institutions of the communist system. Most countries also
opened up rapidly to international trade, thus inducing a more efficient allocation
of resources based on world market prices, and quickly reduced direct subsidies to
SOEs.

Svejnar’s Type II reforms involved the development and enforcement of laws,
regulations and institutions that would ensure a successful functioning of a market-
oriented economy. These reforms included privatization and the establishment and
enforcement of a market-oriented legal system and accompanying institutions able
to create well-defined property rights, permit the enforcement of contracts, and
limit corruption.

3 From a political perspective, however, privatization was viewed as being necessary in transition economies,
even if there were to be no efficiency improvements - the reason for privatization was to eradicate the
command economic system rooted in communist ideology (see Andrei Shleifer and Robert Vishny, 1994).
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According to the EBRD’s Transition Indicators (EBRD, various years) progress
in developing a market-supporting legal system was everywhere slow, although
the pace was more rapid in CEE than CIS in limiting corruption and establishing
a functioning legal framework and institutions. An important impetus for
implementing legal and institutional reforms in most countries in Central Europe,
the Balkans and the Baltic, has been the need to develop a system that conforms to
that of the EU as a prerequisite for accession (Richard Baldwin, Joseph Francois,
and Richard Portes, 1997).

2.2 Privatization and Efficiency

Historically SOEs were established to ensure political control of production,
better provision of public goods, more effective ways of dealing with externalities,
spearheading of economic development in the absence of “well functioning”
markets, and guaranteeing full employment and equitable income distribution. The
economic performance of many SOEs proved disappointing, however, and since
the early 1980s privatization started to be advocated as a means of establishing
clear property rights, providing economic incentives and stimulating superior
economic performance of firms and economies at large (see John Vickers and
George Yarrow, 1988, Bernardo Bortolloti and Domenico Siniscalio, 2004). One
argument for privatization is that firms under central planning are inefficiently
large and their divestitures, combined with privatization, constitute a desirable way
to improve corporate performance (see Jan Hanousek, Evzen Ko¢enda and Svejnar,
2009)." Another argument for privatization stresses the fact that the objectives
imposed by the state as owner in SOEs are not necessarily consistent with profit
maximization (see Saul Estrin and Virginie Perotin, 1991). The politicization of
enterprise decision-making may also open firms up to lobbying and unproductive
rent seeking (see Shleifer and Vishny, 1994, 1997).

Even if the state as owner seeks to maximize the profits of its firms, problems
of corporate governance may still lead to inferior performance. Outside owners
— whether private or state — do not have full information about corporate
performance, so firm-specific rents may be appropriated by the managers. However,
private ownership may place more effective constraints on managers’ discretionary
behavior, via high-powered incentives for managers (Randall Morck, Shleifer
and Vishny, 1989) or through the operation of the market for corporate control
(Schleifer and Vishny, 1997), though if ownership is dispersed, owners may face a
free rider problem in which the individual returns to monitoring by each owner are
less than the costs (Shleifer and Vishny, 1997). The weak monitoring of managers
by the state and the absence of external constraints often enabled SOE managers to
gain discretion and follow their own objectives (Estrin, 2002).

4 Hanousek, Kocenda and Svejnar (2008) find that divestitures increase the firm’s profitability but do not
alter its scale of operations, while the effect of privatization depends on the resulting ownership structure.
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In much of continental Europe, greater emphasis has traditionally been placed on
bank debt than equity, with governance exercised via board membership of the
controlling owners. This approach has also developed in a number of transition
economies. However, in many developing economies as well as in some developed
countries, family and business group ownership remains predominant, and though
the ownership structures are typically highly concentrated, this ownership form is
argued to impair company performance relative to outsider ownership structures
(Morck, Daniel Wolfenzon and Bernard Yeung, 2005). This is relevant for transition
economies because, privatization, especially in the CIS, has led to the emergence of
diversified business groups owned by individuals (“oligarchs”). This might explain
differential performance between CEE and CIS, though preliminary evidence
suggests that business groups may actually be more efficient than other privatized
companies in Russia and Ukraine (see Guriev and Andrei Rachinsky, 2005; Yuriy
Gorodnichenko and Yegor Grygorenko, 2008).°

Firms in transition economies also suffered the incentive problems caused by the
softness of budget constraints (see Kornai, 1990, Mathias Dewatripont, Eric Maskin
and Roland, 2000; Kornai, Maskin and Roland, 2003), with poorly performing
firms often being granted easier access to external investment funds than the
better performing ones (Lubomir Lizal and Svejnar, 2002). This led analysts to
stress that hardening of budget constraints should be a priority and could be
achieved most effectively by breaking the link between firms and the state through
privatization (Alan Bevan, Estrin and Mark Schaffer, 1999). Moreover, Roman
Frydman, Cheryl Gray, Marek Hessel and Andrzej Rapaczynski (2000) have argued
that the imposition of hard budget constraints on SOEs will not induce strategic
restructuring because entrepreneurial incentives associated with outside investor
will still be absent. This relates to the incomplete contracts ideas of Oliver Hart and
John Moore (1988) that have been used to argue that state managers tend to make
routine decisions whereas private owners would engage in non-routine decisions
and stimulate entrepreneurship. In the presence of external shocks, privatized firms
are hence thought to move more readily into new markets and product lines and
hence be less likely to lay off workers than SOEs. This suggests that privatization
might only be effective when control shifts to new owners, who are thereby able to
change the managers. As we discuss below, delayed privatization can undermine
the performance of the SOEs, since in this situation the incentives of managers

5 A number of theoretical papers have addressed the problems raised by the need to induce SOE managers to
accept privatization (e.g. Shleifer and Vishny, 1994; Francesco Cornelli and David Li, 1997), although in practice
this turned out not to be a problem. The desire to generate widespread political support for privatization in
the context of de facto managerial control of enterprises has also been considered. For example Bruno Biais
and Enrico Perotti (2002) analyzed politically motivated privatization. They found that when median voters
favor redistribution, strategic rationing and under-pricing will be needed to shift problematic preferences.
John Bennett and James Maw (2003) and Bennett, Estrin, and Maw (2005) also consider under-pricing, and
explain how setting a zero price for privatized firms may be a rational strategy, even for a revenue maximizing
government, provided the state also retains some shares in the privatized entity.
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become to seize assets or to tunnel them out, rather than to improve performance
(see Johnson, Rafael LaPorta, Florencio Lopez-de-Silanes, and Shleifer, 2000).¢

Perhaps the main caveat to the efficiency arguments in support of private ownership
concerns the welfare dilemmas when private firms provide public goods and/or
have natural monopoly power (Jean-Jacques Laffont and Jean Tirole, 1993). If firms
have monopoly power, privatization can be harmful even if productive efficiency of
a firm increases, unless there are adequate regulatory controls or sufficiently rapid
entry (see also Edward Glaeser and José Scheinkman, 1996). Monopoly power also
creates a dilemma for the state as owner in a privatization process; firms that are
privatized with monopoly power can be sold for higher prices than if the company
is broken up to create a more competitive market structure. Similarly, if corporate
governance provisions for private firms are lax, company assets may be stolen and
misallocated. Monopoly power may hence explain a divergence between empirical
results concerning profitability and sales on the one hand, and TFP on the other.’

2.3 Extent and Methods of Privatization

The fact that the state owned almost every industrial firm in socialist economies
raised questions about how much privatization should be undertaken, by what
methods and at what rate. In practice, most countries decided to privatize a large
number of firms rather quickly (Estrin, 1994) and were therefore forced to innovate
in privatization methods in order to address the unprecedented issues of scale and
the political urgency for speed. Some authors have suggested that deficiencies in
some of these new methods of privatization, notably the widespread use of forms
of “mass” privatization, whereby shares are distributed at nominal prices to the
population at large, may explain the apparent initial deficiencies in the impact of
the policy (e.g. Joseph Stiglitz, 2002).

The arguments for fast privatization were that (a) price liberalization and other
reforms would not provide sufficient incentives for SOEs to restructure and
become competitive, (b) state would not be able to resist intervening in SOEs
(Frydman and Rapaczynski, 1991; Maxim Boycko, Shleifer and Vishny, 1995) and
(c) managers (and/or workers) would decapitalize firms in the absence of rapid
clarification of property rights (Frydman, Edmund Phelps, Rapaczynski and

6  One can also consider the issue of corporate governance from the perspective of employee participation in
management (see Derek Jones, 2004).

7  Privatization also has important for the distribution of income and wealth. Early analysts favored
privatization at reduced prices and open to the population as a whole on grounds of equity (Blanchard, et
al., 1991) and models were developed to evaluate the political processes balancing distributive and efficiency
issues (Biais and Perotti, 2002; Schleifer and Vishny, 1994). In practice, however, ownership structures have
evolved to become more concentrated and the emergence of “oligarchic” business groups in the former CIS
has probably also exacerbated income inequality. Nancy Birdsall and John Nellis (2003) surveyed the impact
of privatization on distribution in developing economies and concluded that privatization programs had
worsened the distribution of asset ownership, more so in transitional economies than Latin America.
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Shleifer, 1993; Blanchard, Dornbusch, Krugman, Layard, and Summers, 1991). In
contrast, Dewatripont and Roland (1992a,b) and Roland (1994) argued that gradual
privatization was needed because the political backlash to rapid privatization of all
firms would be unacceptable. In particular, Dewatripont and Roland’s (1992a,b)
argument for gradualism was that it allowed the government to pursue a strategy
that necessitated fewer workers/voters being immediately laid off and that it would
reduce uncertainty. As we discuss below, however, empirical evidence shows that in
most countries privatization did not bring about a reduction in employment.

The use of mass privatization did spearhead a remarkable growth in the private
sector (Table 1).® However, this achievement should not conceal concerns about
quality of privatization that was undertaken.’ Mass privatization led to ownership
structures that were initially highly dispersed because the entire adult population
of the country, or all insiders to each firm, were allocated vouchers with which
to purchase the shares of the company. Mass privatization was also argued to
hinder the establishment of effective corporate governance, especially when long
“agency chains” were created by the emergence of financial intermediaries holding
privatization vouchers (John Coffee, 1996; Stiglitz, 2002). It probably also hindered
the development of secondary capital markets and in many countries it also initially
resulted in majority ownership by insiders (Estrin, 2002).

Whether as a consequence of institutional weakness and/or the methods of
privatization, the EBRD Transition indicators show that capital markets in transition
economies developed less quickly than other market economy structures such as
liberalized price setting or openness to trade. Indeed, stock markets in transition
economies during the 1990s were often characterized by insufficient regulation,
institutional fragility and weak minority shareholder protection (EBRD 1998; John
Bonin and Paul Wachtel, 2003).

2.4 Selection of firms to be privatized

Whatever the privatization methods used, it is likely that firms are not assigned for
privatization at random. This has important implications for econometric work
assessing the impact of privatization on company performance because it implies
that studies that treat the allocation of firms for privatization as random or do

8 A hidden outcome of the large-scale property transfers was the creation of lasting state control over assets
in many privatized firms. The actual extent of privatization, especially in the early years of transformation, was
therefore less than appears from the official statistics. See e.g., Hanousek and Ko¢enda (2008).

9 For example, though retained state shareholdings were small in some of the leading transition economies
in CEE, the state continued to own significant shareholdings in others, especially in the CIS. Thus in a 1999
survey of privatized firms, the EBRD found that in 20 of the 23 countries, the state had retained some shares in
around 20% of privatized firms, with more than a 20 percent shareholding in around 12 percent of the firms.
The state kept a share of more than 15 percent of privatized firms in eight countries and more than 30 percent
in a further four (Bennett, Estrin and Maw, 2005). Retained state ownership has been a factor in recent Chinese
privatizations (Lihui Tian and Estrin, 2008). Governments have also issued golden shares to retain influence
over some of the privatized SOEs.
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not adequately control for the non-random selection may potentially overstate the
positive effect of privatization on performance. D-M for instance indicate that 47
percent of pre-2003 studies that they survey do not control for this non-random
selection.

Realizing this shortcoming, Nandini Gupta, John Ham and Svejnar (2008)
analyze the problem that arises in the studies that ignore the fact that better or
worse firms may be privatized first. They note that there may be several reasons
why a government may choose to sequence the privatization of SOEs. First, the
government may incur excessively high transaction and congestion costs if it tries to
privatize all firms simultaneously. Second, by sequencing it may reveal information
about the firms to investors (later buyers may observe the quality of the firms sold
earlier) if there is uncertainty about the quality of the firms being privatized, or
avoid political opposition to reforms (Dewatripont and Roland, 1995). Finally it
may want to sequence privatization so as to avoid unemployment (Aghion and
Blanchard, 1994; and Barbara Katz and Joel Owen, 1993).

Gupta, Ham and Svejnar (2008) consider five competing government objectives
for privatization: i) maximizing Pareto efficiency through resource allocation;
ii) maximizing public goodwill from the free transfers of shares to the public;
iii) minimizing political costs stemming from unemployment;!* iv) maximizing
efficiency through information gains and v) maximizing privatization revenues.
They use firm-level data from the Czech Republic to test the competing theoretical
predictions about the sequencing of privatization and find strong evidence that
the firms the government privatized first were more profitable, were firms in
downstream industries, and in industries subject to greater demand uncertainty.
Privatizing more profitable firms first is hence inconsistent with maximizing Pareto
efficiency but it is consistent with the model of maximizing privatization revenues,
maximizing public goodwill and minimizing the political cost of unemployment.
However, the implication of the political cost model that employment growth in
the firm’s industry should affect sequencing is not supported by the results. Gupta,
Ham and Svejnar’s (2008) finding that firms in downstream industries and in
industries with greater demand uncertainty were more likely to be privatized early
suggests that the government placed emphasis on efficiency in the Glaeser and
Scheinkman (1996) sense, namely by privatizing first firms that required flexible
management."

10 Political configurations can influence the pace and timing of privatization, as was found by Bortolotti and
Paolo Pinotti (2003) in their study of 21 OECD countries over the period 1977-2002. In particular, the authors
found that political fragmentation gave several groups the opportunity to veto or otherwise block large-scale
privatization, and hence delay or even halt the process.

11 Glaeser and Scheinkman (1996) examine sequencing strategies that would increase efficiency via
informational gains. In their model private firms respond to demand and cost shocks, but this information
is ignored by public firms. The Glaeser-Scheinkman model predicts that privatization should begin where
demand or cost volatility is the greatest and where it maximizes the flow of information. Thus when demand
uncertainty is greater than cost uncertainty, the authors argue that downstream firms should be privatized
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3. Privatization and Growth

A number of theoretical models provided competing predictions about the effects
of privatization on macro-economic performance and growth. In Thorvaldur
Gylfason (1998), privatization is shown to increase national economic output in
a two-sector full-employment general-equilibrium model by enhancing efficiency
as if a relative price distortion were being removed through price reform, trade
liberalization, or stabilization. Nico Hansen (1997) uses a general equilibrium
imperfect competition model to show that a broad distribution of ownership rights
can have favorable influence on micro-economic efficiency.

Several studies use aggregate data to assess the effect of privatization on economic
performance. Using data from thirty five developing market economies Patrick
Plane (1997) finds that privatization (through divestiture) has a significant positive
effect on economic growth and that the effect is stronger when privatization takes
place in industry or infrastructure rather than in other sectors. Daniel Berkowitz
and David De Jong (2001) find that regions with more large-scale privatization
exhibit greater formation of new (legally registered) enterprises, which in turn
exhibits a strong positive correspondence with growth. Steven Barnett (2000) uses
macroeconomic and privatization data from 18 countries to find that privatization
proceeds transferred to the budget tend to be saved and used to reduce domestic
financing. His other main finding is that total privatization, as opposed to just the
proceeds being transferred to the budget, is correlated with an improvement in
macroeconomic performance as manifested by higher real GDP growth and lower
unemployment. In a cross-country aggregate study, Clifford Zinnes, Yair Eilat, and
Sachs (2001) useapanel data setfrom 25 transition countries to find that privatization
does not by itself increase GDP growth, but they suggest that a positive effect is
present when privatization is accompanied by hard budget constraints and in-depth
institutional reforms. Bennett, Estrin and Giovanni Urga (2007) use a panel data
model and GMM estimation methods for almost all the transition economies (26
countries), controlling for country or time specific factors with fixed effects. They
do not identify a significant relationship between private sector share and growth;
hence their results do not indicate a direct relationship between privatization and
growth. However, they do have results concerning methods of privatization in that
they find countries which used mass privatization enjoyed significantly higher
growth post-privatization relative to pre-privatization, compared with countries
that used other privatization methods. Their study suggests that, the advantage
of speed in privatization brought about by mass privatization may have yielded
long-term benefits in terms of economic growth."? Using similar data, Fabian
Gouret (2007) provides complementary evidence about the impact of privatization

before upstream firms because downstream firms are better positioned to transmit information between the
retail and upstream sectors.

12 They argue that their result is due to an increase in ownership concentration following mass privatization
that had strengthened control over firms.
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methods on growth. He also finds a positive effect from mass privatization but it is
smaller than from the more gradual methods of privatization. The difference in the
results of the two studies stems from differences in specification, not completely
overlapping data sets and the use of different estimation methods.

The macro studies hence suggest that privatization, especially when accompanied
by complementary reforms, may have a positive effect on the level of aggregate
output or economic growth, but the effect of speed, and the accompanying dispersed
versus more concentrated ownership, on aggregate output and growth is unclear.

4, The Effects of Privatization on the Performance of Firms

Earlier surveys of firm-level studies examining the effects of privatization on
firm performance range from ones that find a large variation of outcomes but no
systematically significant effect of privatization on performance (Bevan, Estrin
and Schaffer, 1999) to those cautiously concluding that privatization improves
firm performance (Megginson and Netter, 2001), to ones that are fairly confident
that privatization tends to improve performance (Mary Shirley and Patrick Walsh,
2001; and Djankov and Murrell, 2002).

This variation in the interpretation of results is brought about in part by the fact
that the early studies had access to different and often somewhat limited data on
firm performance and ownership. For these reasons, many studies treat ownership
as a relatively simple categorical concept and some are often unable to distinguish
the exact extent of ownership by individual owners or even relatively homogeneous
groups of owners. Equally important, the diversity of interpretations and findings
is generated by three types of interrelated analytical problems that may be expected
in early studies in the context of the rapidly changing transition economies. First,
the early studies rely on short time periods with observations concentrated
immediately before and after privatization. Second, the early studies (a) use small
and often unrepresentative samples of firms, (b) are frequently unable to identify
accurately ownership because privatization is still ongoing or because the frequent
post-privatization changes of ownership are hard to detect, and (c) often combine
panel data from different accounting systems. Third, as we have discussed above,
many of the early studies have not been able to control adequately for the selection/
endogeneity problem of ownership and their estimates of the effects of privatization
may hence be biased.

Since the studies are heterogeneous with respect to their methodologies, we classify
all studies into those that (a) employ fixed effects or instrumental variables (IVs)
to handle the selection/endogeneity problem inherent in privatization and (b) do
not tackle this problem and use OLS. Our classification has an important reason
behind it. First, one can make the assumption that unobservable ownership effects,
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including those stemming from selection of firms for privatization or acquisition
of firms by foreign owners, are typically correlated with the explanatory variables
and error term in the model and do not change over time. In this case the bias
arising from unobserved heterogeneity can be removed by estimating the fixed
effects model. The fixed effects model contains an individual specific constant
that captures all time-invariant (observed as well as unobserved) characteristics.
The second assumption concerns the situation in which unobservable ownership
effects vary over time. In this case it is necessary to employ estimation using
instrumental variables to account for the selection/endogeneity problem inherent
in privatization.”” The success of the IV estimation depends heavily on finding
adequate instrumental variables that satisfy the exogeneity condition. As suitable
instrumental variables are often difficult to obtain, the fixed effects estimation has
been frequently used, especially in earlier studies.

In our evaluation, we use only estimates from the set of studies that employ fixed
effects or IVs because they are less likely to suffer from selection bias. In the case
of privatization, private (especially foreign) owners are naturally interested in
acquiring firms that have (at least potentially) superior performance. Hence, studies
that do not account for selection may erroneously attribute potentially superior
performance of privatized firms to the new owners rather than to the inherently
superior performance of firms selected for privatization.

In view of these issues, we consider 14 privatization studies covered by D-M that
handle the selection/endogeneity problem and we add 20 studies that have been
published or circulated as working papers by December 2007. In Table 2 we list
these 34 studies, together with information on their region and performance
indicator.

In assessing the effects of privatization, we focus on total factor productivity
(TFP) and TFP growth (Figure 1a and 1b, respectively), profitability and growth
in profitability (Figure 2a and 2b, respectively), and revenue level and growth in
revenue (Figure 3a and 3b, respectively). We also discuss the main findings of
studies dealing with labor productivity, employment, wages, and other indicators of
performance (not reported in figures or tables). In the figures, we report separately
results from studies dealing with Central-East Europe (CEE), including the
Baltics and Balkans, and studies dealing with the Commonwealth of Independent
States (CIS), which started the transition later and placed less emphasis on the
development of a strong, market-oriented legal framework and institutions."

13 Alternatively, other suitable techniques such as difference in difference estimator and matching-type
estimator can be employed, provided that adequate data are available.

14 For a more detailed discussion of the results of these studies, see Estrin, Hanousek, Ko¢enda and Svejnar
(2007), which contains detailed tables listing region, time period, performance measure, types of ownership,
and resulting effects separately for each available study from the CEE, CIS and China.
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Table 2: List of Surveyed Studies: Territorial Coverage and Performance
Indicators

Sales and
Revenues

2

Author(s) TFP Profitability D-M

Andreyeva (2003)

Angelucci, Estrin, Konings, Zolkiewski (2002) 1

Brown and Earle (2001a) YES

Brown and Earle (2001b) YES

wIiIN (N =N

Brown, Earle and Telegdy (2006)

Carlin, Fries, Schaffer, Seabright (2001) 3 YES

Claessens and Djankov (1998) 1

Claessens and Djankov (1999) 1 YES

Claessens and Djankov (2002) 1

Claessens, Djankov and Pohl (1997) 1 YES

Commander and Svejnar (2007) 3

Djankov and Hoekman (2000) 1

Frydman, Gray, Hessel, and Rapaczynski (1999) 1 YES

Frydman, Hessel, and Rapaczynski (2000) 1 YES

Grigorian (2000) 1 YES

Grosfeld and Tressel (2002) 1

Hanousek, Ko¢enda, and Svejnar (2007) 1 1

Hanousek and Koc¢enda (2003) 1

Jones and Mygind (2002) 1 YES

Jones, Klinedinst and Rock (1998) 1 YES

Maurel (2001) 1

Miller (2006) 1

Orazem and Vodopivec (2004) 1

Perevalov, Gimadii, and Dobrodey (2000) 2 2 YES

Pivovarsky (2001) 2

Pivovarsky (2003)

Sabirianova, Svejnar, and Terrell (2005)

Salis (2006)

Simoneti, Damijan, Rojec, and Majcen (2005)

Smith, Cin, and Vodopivec (1997) YES

Simoneti and Gregoric (2004)

mm | m | m W N
_

Weiss and Nikitin (2002) YES

1

1
Warzynski (2003) 2 YES
Zalduendo (2003) 1

Note: 1 denotes coverage of the CEE countries; 2 denotes coverage of the Russia and CIS region; 3 denotes
combination of the coverage for CEE, Russia and CIS. Yes in the D-M column indicates the study is covered by
Djankov and Murell (2002).
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Figure 1: Total Factor Productivity Level
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White circles denote effects of studies that cover the early-to-mid 1990’s period. Black circles denote those from
the mid-to-late 1990’s onwards. Half-white/half-black circles denote effects of studies covering both periods. One
circle represents result for one country.

As could be expected, even within each category of performance (e.g., TFP), the
various studies employ a variety of measures (e.g., revenues, sales, or value added).
Since there are very few studies that use a homogenous measure of performance,
we have decided not to perform a meta-analysis — combining coefficients and
associated standard errors from various studies to obtain a single efficient estimate
of the effect of privatization on a given measure of performance. We have opted
instead for a graphical presentation to synthesize results obtained from varying
measures within a given category of performance. The graphical presentation in
Figures 1-3 therefore serves as a proxy for a meta-analysis. As stated earlier, in
Table 2 we list all the studies employed in the graphical analysis and indicate what
performance measures they use. In the table we also denote whether a study deals
with data from the CEE, CIS or both.

In constructing Figures 1-3, we depart from earlier surveys by distinguishing
between effects on the level of performance (capturing a one-shot permanent
impact) and effects on growth (capturing effects on the rate of change in
performance over time). In Figures 1-3 we depict results for levels in panels A and
results for growth in panels B. When summarizing the results, we divide the studies
estimating the effect on level of performance into those that report relatively large
effects (defined as more than 15%), medium effects (5-15%), small effects (less than
5%), and results that are statistically insignificant at the 10% test level. In terms of
rate of growth, we divide the studies into those that report relatively large effects
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(more than 5 %), medium effects (1-5 %), small effects (less than 1 %), and effects
that are statistically insignificant at the 10% test level.

We present the results graphically in the form of white, black and half-white/half-
black circles. White circles denote effects of studies that cover the early-to-mid
1990’s when privatization was not yet completed (the exact timeframe varies across
countries). Black circles indicate that the data come from the mid-to-late 1990’
onwards. Half-white/half-black circles denote effects of studies that cover both the
early and late transition period. As a general rule one circle represents result for
one country. For this reason the number of circles exceeds the number of studies.
The difference is due to the fact that some studies report results for more than one
country or group or time period. Several results from one study are translated into
several circles. There are also four studies that report the average effect across more
than one country. These studies are not included in the figures but their effects are
captured in the text.'

Since the effects of foreign and domestic private ownership are in important
respects different, we present in separate columns estimated effects of privatization
to foreign owners, domestic private owners, and private owners as whole (studies
that do not separate private owners’ domestic v. foreign status).

4.1 Total Factor Productivity (TFP)

Productive efficiency, or total factor productivity, is of major interest since the
communist economies collapsed in large part because they were increasingly unable
to sustain innovation and technical progress. In particular, central planners were
relatively capable of mobilizing labor and capital resources through compulsory full
employment and high rates of investment, but they had hard time increasing the
amount of output that SOEs generated from any given inputs. As a result, a major
expectation during the transition has been that firms would increase their TFP.

We have identified 17 studies that control for selection/endogeneity and analyze
the impact of ownership on TFP or rate of change of TFP, using value added, total
product or sales revenues as the dependent variable and either dummy variables or
percent share ownership as measures of different types of ownership.'®

As may be seen in Figure 1, in CEE the overall effect of private relative to state
ownership on the level of TFP is mostly positive during both periods. Moreover,
studies that break private ownership into categories show that the overall private v.
state ownership dichotomy subsumes different private ownership effects. The studies
almost uniformly suggest that privatization to foreign owners greatly increases
efficiency. This effect of foreign ownership is strong and robust across regions. The
15 'This is case of Stijn Claessens and Djank({v (1998, 2002), Wendy Carlin, Steven Fries, Shaffer and Paul
Seabright (2001), and Simon Commander and Svejnar (2007).

16 There are also five studies that estimate the TFP effect by OLS.
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effect of domestic private ownership is by and large also found positive in the CEE
region, but it is quantitatively much smaller than that of foreign ownership (the
quantitative effects are not fully discernible in the figure). Moreover, this effect is
greater in the later than earlier transition period. In CIS, privatization to foreign
owners yields a positive or insignificant effect while privatization to domestic
owners generates a negative or insignificant effect. Studies that do not distinguish
the national origin of the private owner produce a positive effect on TFP levels.
In most instances, the estimated economic effect is smaller in the CIS than CEE.
Overall, the TFP effect of privatization to domestic owners is weaker than that
to foreign owners, takes longer to take a hold, and in the CIS it has been outright
negative or insignificant.

For comparative purposes, we have also surveyed the ownership-related studies
that have been carried out on data from China. Probably because large scale
privatization is a relatively recent phenomenon in China, there have not yet been
any studies of great econometric sophistication and this may explain the patchy
results. A number of studies, including Jefferson and Rawski (1996), address
TFP issues with firm level data but do not examine differences in TFP related to
privatization or ownership. Studies that address these issues (e.g. Yifan Hu, Frank
Song, and Junxi Zhang, 2004; Shahid Yusuf, Kaoru Nabeshima, and Dwight Perkins,
2006)) find diverse results, with the effect of non-state ownership being mostly
positive and often statistically significant."”

Compared to the D-M survey that found the effect of private ownership to be
positive in CEE but insignificant in CIS, we hence find a strong positive effect of
foreign ownership in both the CEE and CIS regions, and a quantitatively smaller
positive effect of domestic private ownership in CEE and in Ukraine (together
with a negative effect in Russia and the rest of CIS). The reason for finding a
stronger positive effect than D-M is in part because we are focusing on studies
that take into account the problem of selection/endogeneity of ownership, whereas
the earlier surveys did not place as much emphasis on this issue. Indeed, the
unreported OLS studies, including those in China, generate much more diverse
effects in terms of the estimated OLS coefficients. Another reason for our stronger
and more uniform findings of positive effects of private ownership may be that
more of our studies cover recent years and privatization may take several years to
have an effect as strong owners take control and markets start to function. Finally,
institutional development is a slow process and more recent data may pertain to a
more developed legal and institutional setting in most of the transition economies.
The variety of findings about the effects of non-state ownership in China may also
be related to the fact that privatization on a relatively large scale is a more recent
phenomenon in China.

17 For a more detailed discussion of the results of these studies, see Estrin, Hanousek, Ko¢enda and Svejnar
(2007).
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Figure 2: Total Factor Productivity Growth
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Several studies examine concentration of ownership and find that it plays an
important part, with majority private ownership having mostly positive effects on
TFP. The overall positive effect is again driven primarily by foreign owned firms.
The effect of majority domestic private ownership tends to be positive as well, but
it tends to be smaller in magnitude. As before, the effect is found to be positive in
Ukraine but negative in Russia. Overall, we hence find qualified support for the
hypothesis that concentrated private ownership tends to increase efficiency more
than dispersed ownership.

The existing privatization studies also provide information about the effect of
employee (insider) ownership on efliciency. There has been a major debate about
whether employee ownership and control are associated with lower or higher
efficiency and excessive use of labor (labor hoarding).’* We have found seven
studies that examine the effect of employee ownership on TFP. Six estimates from
both CEE and CIS countries are statistically insignificant and one (Estonia) shows
a positive effect of employee ownership on TFP. These results are different from
those of D-M who find the overall effect of employee ownership on performance
to be insignificant in CEE and negative in CIS. One reason for this discrepancy
may be the aforementioned limited overlap between our and D-M studies in
this area. Moreover, D-M report that “the results for managers and workers show

18 In addition to our discussion above, see Manuel Hinds (1990), John Earle and Estrin (1996), and Josef
Brada (1996).
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a considerable degree of sensitivity to how selection bias is handled”, while we
focus on studies that handle the issue of selection. Finally, D-M recalculate some
estimates (e.g., in their Table 1) for the sake of comparability across studies, while
we present the effects as reported in the original studies.

Two studies distinguish between privatized SOEs and newly created private firms.
Klara Sabirianova, Svejnar, and Katherine Terrell (2005) use 1992-2000 firm-level
data for almost all industrial firms in the Czech Republic and Russia and find that
foreign start-ups are less efficient than existing foreign owned firms, but more
efficient than domestic start-ups, which are in turn more efficient than existing
domestic firms. This study hence suggests that new firms tend to be more efficient
than firms privatized to domestic owners. Using 2002 and 2005 firm-level data from
26 transition economies, Commander and Svejnar (2007) find that domestic start
up firms are less efficient than foreign owned firms but not significantly different
from domestic privatized or state-owned firms. The two studies hence suggest that
de novo firms are more productive than or at least as productive as SOEs privatized
to domestic owners.

As may be seen from Figure 2, effects of privatization on TFP growth have been
estimated by country only in the CEE region. The results suggest that in CEE
privatization had a positive effect on the rate of change of TFP in the early transition
period and that the effect disappears in the later stage. The studies do not distinguish
between domestic and foreign categories of private ownership. Commander and
Svejnar (2007) have estimated the effect of privatization to domestic and foreign
owners on TFP growth on a sample of 27 transition economies, thus combining
CEE and CIS countries. Using data from 2002-2005, they find the two effects to
be both statistically insignificant. It is hence possible that foreign owners brought
about a sizable increase in efficiency in the period immediately after acquiring the
local firms in the 1990s, but that later on the rate of change in efficiency has been
on average similar in all the principal types of ownership of firms.

4.2 Profitability

Profitability is an important indicator of company performance, although in
the transition economies, as in many other developing countries, profits may be
underreported by firms to evade taxes, and may reflect market power as well as
technical efficiency.

In Figure 2 we summarize the effects of ownership on profitability from 10 studies.
Most studies pertain to CEE and show a small positive or insignificant effect of
privatization to domestic or foreign owners on profitability levels in the early as
well late transformation periods (Figure 2A). This is accompanied by insignificant
effects of privatization to domestic and foreign owners on the rate of growth of
profitability (Figure 2B).
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Figure 3: Profitability Level
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A further analysis of this overall pattern indicates that the effect varies across types
of ownership (bank, investment fund, individual, etc.), with the positive effects
in the case of foreign owners being brought about by industrial (non-financial)
companies as owners, while in the case of domestic owners it is usually some
form of financial ownership that generates positive effects on profit. In this finer
categorization, however, the effects vary across studies. Interestingly, using data
from the Czech Republic, Andrew Weiss and Georgiy Nikitin (2002) find a positive
effect of national (state) ownership on the rate of change of both operating profit
per worker and operating profit per unit of capital, as well as a positive effect of
municipal ownership on the rate of change of operating profit per worker. Using
data of the publicly traded firms in the Czech Republic during 1993-1995, Hanousek
and Kocenda (2003) in turn find a positive effect of foreign majority ownership on
the rate of change in returns on assets. Finally, Hanousek, Ko¢enda, and Svejnar
(2007) find positive effect of the subsequent ownership by banks on change in ROA
but this effect is offset by negative effect of change in ownership. Foreign industrial
owners exhibit positive effect of initial ownership on profit over sales, while effect
of subsequent ownership by others foreign owners is negative. Overall, profitability
is not significantly affected by the state keeping a golden share.

Three studies that control for endogeneity/selection examine the effect of ownership
concentration. In the Czech Republic, Hanousek, Ko¢enda, and Svejnar (2007) find
no effect of concentration that results from the initial large scale privatization, but



Effects of Privatization and Ownership in Transition Economies | 31

Figure 4: Profitability Growth
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they find a positive effect of majority ownership by domestic private owners as a
result of ownership changes that took place after privatization. In terms of foreign
ownership, the authors do not find any effect of high (majority) concentration
among foreign owners, but do find that strong (blocking) minority (33-49%)
foreign ownership has a positive effect on return on assets. Jeffrey Miller (2006)
finds the effect of concentrated ownership on return on assets to be positive in
Bulgaria, while Marko Simoneti and Alexandra Gregoric (2004) find concentrated
management (but not employees) ownership to have a positive effect on profit/
sales in Slovenia. Hence, concentrated domestic private ownership, managerial
ownership, and to a lesser extent foreign ownership tend to have a positive effect
on profitability, while state keeping a golden share or concentration of worker
ownership appear to be unrelated to profitability.

Studies of the effects of ownership on profit of firms in China vary considerably
in terms of their methodology, sample size and findings, and as yet only one uses
sophisticated econometric methods. Thus Gary Jefferson and Jian Su (2006) estimate
the effect of private ownership on profit/sales to be positive but significant only at
the 10% test level. Other studies include Xiao-Yuan Dong, Louis Putterman, and
Bulent Unel (2006) who find the effect of state urban and private rural ownership
to be positive, while that of state rural and private urban ownership to be negative.
Several studies of China examine ownership concentration, with Ligang Song
and Yang Yao (2004) finding with that state and private majority ownership has a
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Figure 5: Revenue Level
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positive effect relative to non-majority state and private ownership, with the latter
not being significantly different from one another. Tian and Estrin (2008) in turn
find that state having small shareholding has the largest positive value on corporate
value, followed by high state shareholding, while intermediate state shareholding
has the lowest effect. Finally, Qian Sun and Wilson Tong (2003) find that majority
state or foreign ownership does not have a significant effect on the operating
income/sales ratio.

In CEE, CIS and China, the effect of private foreign and domestic ownership on
profitability is hence found to be positive or statistically insignificant, with the
significance depending on the particular type of ownership. Concentrated domestic
private ownership, managerial ownership, and to a lesser extent foreign ownership
generally tend to have a positive effect on profitability, while evidence from CEE
also suggests that profitability is unaffected by whether or not the state keeps a
golden share or workers wield a more concentrated ownership.

4.3 Revenues

In Figure 3 we report the privatization effects on revenues from 14 studies. Since
these studies do not control for input use, they effectively measure the effect of
privatization on the scale of operation of the firm. In most studies carried out
in CEE there is a strong and positive effect of private ownership on the level of
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Figure 6: Revenue Growth
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revenues (Figure 3A). The effect is detected in studies that cover either the more
recent period or both the earlier and more recent periods. Studies that derive their
estimates only from the early period generate small (less than 5%). The positive
effect is found with respect to both domestic and foreign private ownership, with
foreign ownership appearing to have greater positive effects. A similarly strong
positive effect is found in a study covering privatization in the early period in
CIS. However, two studies that cover the later transition period in the CIS find
small positive and negative effects, respectively. The CIS studies do not distinguish
between domestic and foreign ownership.

In terms of revenue growth, we see in CEE a high positive effect of privatization
to foreign owners in the early period and a small effect in the later period, and an
insignificant effect of privatizing to domestic owners. The one study that covers CIS
does not distinguish between domestic and foreign private ownership and suggests
that the effect of privatization is statistically insignificant. The somewhat positive
findings for foreign-owned firms may be brought about by their better access to
foreign markets and possibly support from foreign headquarters.

With respect to China, Jin Jia, Sun, and Tong, (2005) find the effect of ownership
on the rate of change of real sales to be insignificant, while Sun and Tong (2003)
estimate this effect to be negative for state majority ownership, insignificant for
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foreign majority ownership and positive for companies that are listed on the stock
exchange.

Opverall, the studies of CEE and CIS countries indicate that privatization tends to
have a positive effect on the scale of operation, while studies of the effect of private
ownership on the rate of change of scale of operations (from CEE, CIS and China)
suggest that this effect is not statistically significant except in some well defined
categories of ownership.

4.4 Labor Productivity

Estimates of the effect of ownership on labor productivity (not controlling for the
use of others inputs) are based on twenty four studies. The results of these studies
have a less clear-cut interpretation since differences across types of firms could be
due to different efliciency or simply to different non-labor (especially capital) factor
intensity. For this reason we do not present these results graphically. Nevertheless,
it is reassuring that the findings of these studies are similar to the TFP results - they
suggest that the effect of private ownership is primarily positive or insignificant.
Similarly, as in the case of TFP, foreign ownership and concentrated ownership
are found to have a positive or insignificant effect, while the effects of employee
and management ownership are estimated to be mostly statistically insignificant.
Finally, newly established firms are found to have lower labor productivity than
others in some studies but not in others, but this may be brought about by a scale
effect. Government retention of a golden share (veto power over certain key
decisions) appears to have an insignificant effect.

The corresponding studies of firms in China yield mostly insignificant estimates
of the effects of private/non-state ownership on labor productivity, with only one
estimate being positive. Overall, the effects of all types of private ownership on
labor productivity (not controlling for non-labor inputs) are hence found to be
positive or insignificant in CEE and CIS, and mostly insignificant in China.

4.5 Employment

The effect of privatization on employment, like on revenues, is an indicator of the
extent of restructuring brought about through privatization. As such, it provides an
important empirical link to the theoretical models of transition.

Seventeen studies have examined the effect of ownership on employment or rate
of change of employment, with thirteen of them tackling the issue of endogeneity/
selection. The estimates indicate that there is a tendency for privatized firms,
especially those with foreign owners, to increase or not to reduce employment
relative to firms with state ownership, ceteris paribus, where the control variables
usually but not always include output (sales) and/or output and input prices. This
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positive or insignificant employment effect is very different from the negative
employment effect found in the Mexican privatized firms by LaPorta and
Lopez-de-Silanes (1999).

In general, employee ownership and control do not have a significant effect on
employment, providing parallel evidence to the TFP studies that this form of
ownership does not result in excess employment.

Using a large 1980-90 sample of firms in China, Julia Lane, Harry Broadman, and
Inderjit Singh (1998) find a negative effect of the state and collective ownership on
both job creation and job destruction.

The studies of employment hence find that privatization in the post-communist
economies and China is not associated with a reduction in employment, a
phenomenon that is assumed in many theoretical models and which was
documented in some developing countries (e.g., Mexico). On the contrary, private
owners tend to keep employment at higher levels than SOEs, ceteris paribus.

4.6 Wages

Five studies of the effects of ownership on wages find that state ownership
is associated with lower wages in some countries, such as Russia and former
Czechoslovakia, but not in others, such as Poland. Daniel Miinich, Svejnar and
Terrell’s (2005) study of the Czech Republic suggests that there is no significant
difference in the rate of return on an additional year of education between state-
owned, privatized and newly established private firms, but that private firms reward
university education more than SOEs.

In Russia, where in the 1990s firms tended to owe wages to their workers, SOEs
were more likely to exhibit wage arrears than firms with domestic and foreign
private ownership, firms with mixed ownership and de novo firms (Earle and
Sabirianova, 2002; Hartmut Lehmann, Jonathan Wadsworth, and Alessandro
Acquisti, 1999). Hence, during this period private ownership was associated with a
greater adherence to labor contracts than state ownership.

4.7 Other Indicators of Performance

At least 35 studies have analyzed the effect of ownership on other dependent
variables. The following patterns of private ownership effects seem to be broadly
supported by the data: (a) private ownership tends to result in higher exports and
greater efficiency, as measured by the cost of inputs relative to sales, Tobins Q,
and soft budget constraints, (b) foreign firms tend to restructure and sell assets
more than others (Djankov, 1999), are more likely to pay dividends (Jan Bena
and Hanousek, 2008), and are less likely to default on debt (Frydman, Hessel, and
Rapaczynski, 2000). Despite the fact that the broad range of indicators used in the
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studies precludes a unified summary, the results exhibit a pattern that is in line
shown by other indicators.

5. Concluding Observations

The transformation of the former communist countries from almost completely
state-owned to mostly privately-owned economies is one of the fundamental events
in recent economic history. Given the relatively poor performance of the centrally
planned economies before the transition, most academics and policy makers
expected privatization to result in greatly improved economic performance. As it
turned out, the post-communist countries went through a deep recession in the first
three to eight years of the transition, a period that usually coincided with the launch
of privatization. Yet, they have been among the fastest growing economies since
then - in the last ten to fifteen years. In contrast, China did not lead its transition
with large scale privatization and it avoided the transition recession observed in
Central and East Europe (CEE) and the Commonwealth of Independent States
(CIS). However, it is relatively soon to draw strong conclusions from the Chinese
experience with privatization, and there is a paucity of econometrically convincing
studies at this stage. The evidence assembled in this study suggests that privatization
and performance are related but that the relationship is more complicated than has
been assumed.

First, privatization to foreign owners is found to result in considerably improved
performance of firms virtually everywhere in the transition economies — an effect
that is best characterized as a fairly rapid shift in performance rather than a gradual
improvement over an extended period of time. Second, the performance effect of
privatization to domestic owners has on average been less impressive and it has
varied across regions. The effect has been smaller, often delayed, but positive in CEE;
it has been nil or even negative in Russia and the rest of the CIS. This divergence
of findings between the CEE and CIS coincides with differences in policies and
institutional development in the two regions, with the former increasingly
adopting European Union (EU) rules and joining the EU, and the latter proceeding
slower in introducing a market friendly legal and institutional system. Third, in
China the results to date are less clear cut and relatively more estimates suggest
that privatization to domestic owners improves the level of performance, perhaps
because of the benefits of the gradual reform process.

In-depth firm-level studies further suggest that concentrated (especially foreign)
private ownership has a stronger positive effect on performance than dispersed
ownership in CEE and CIS, but foreign joint ventures rather than wholly owned
foreign firms have a positive effect on the level of total factor productivity in
China. Worker ownership in CEE and CIS (collective ownership in China) does
not seem to have a negative effect. Data from CEE and CIS suggest that new firms
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are equally or more efficient than firms privatized to domestic owners, and foreign
start-ups appear to be more efficient than domestic ones. Interestingly, contrary to
assumptions of many theoretical models, as well as evidence from some developing
countries (e.g., Mexico), privatization in the post-communist economies is not
associated with a reduction in employment. On the contrary, private owners
tend to keep employment at higher levels than state-owned firms, ceteris paribus.
Finally, macro studies are consistent with micro analyses in that they suggest that
privatization, especially when accompanied by complementary reforms, may
have a positive effect on the level of aggregate output or economic growth. An
important issue that remains unresolved is whether speed of privatization, and the
accompanying dispersed versus more concentrated ownership, has a positive or
negative effect on aggregate output and growth.

In view of the above results, the question naturally arises as to why the effect of
privatization in CEE and CIS has been smaller in the case of domestic than foreign
private owners. Discussions with managers, policy makers and analysts suggest
three leading explanations. The finding may reflect in part the limited skills and
access to world markets on the part of the local managers. Domestically owned
privatized firms are also the ones where performance-reducing activities such
as looting, tunneling and defrauding of minority shareholders have been most
frequent. Finally, in a number of countries the nature of the privatization process
initially prevented large domestic private owners from obtaining 100% ownership
stakes and insiders or the state often owned sizeable holdings (see Ko¢enda and
Hanousek,2008). It frequently took these large shareholders several years to squeeze
out minority shareholders and in the process the large shareholders sometimes
artificially decreased the performance of their newly acquired firms in order to
squeeze out the minority shareholders at low share prices.

The results highlight the importance of good management and corporate
governance, access to world markets, and the presence of a functioning legal and
institutional framework. For the former state-owned firms, restructuring is most
easily and effectively achieved by foreign ownership. Foreign firms routinely bring
in capable expatriate managers and invest heavily in training local managers. They
sell products through their global distributional networks, introduce a relatively
advanced system of corporate governance and stress the importance of business
ethics. Corporate governance of foreign firms hence compensates to a considerable
extent for the underdeveloped legal and institutional system in many transition
economies. While some domestic firms have also developed good corporate
governance, the underdeveloped legal system has allowed local managers (or
block shareholders) in many privatized firms to maximize their own benefits at
the expense of corporate performance and hence welfare of (other) shareholders
as well as stakeholders such as workers and government treasury. This is likely to
account for the limited positive performance effects of privatization to domestic
private owners as compared to the performance of firms privatized to foreign
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investors. Interestingly, in China the constraints imposed by the government on
foreign firms, together with a relatively functioning legal system, have diminished
the difference between the performance of private domestic and foreign firms
and made domestic-foreign joint ventures the most productive form of corporate
ownership.

The most important policy implication of our survey is that privatization per se
does not guarantee improved performance, at least not in the short- to medium-
run. Type of private ownership, corporate governance, access to know-how and
markets, and the legal and institutional system matter for firm restructuring and
performance. Foreign ownership tends to have a positive effect on performance.
The positive effect of privatization to domestic owners, to the extent that it exists,
takes a number of years to materialize.
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1. Introduction

As the Central and East European (CEE) countries embarked on the transition
from a planned to a market economy in the early 1990s, the restructuring of state
owned enterprises (SOEs) became a major policy issue. From the standpoint of (a)
altering the size and number of firms and (b) bringing in new management, one of
the most important forms of restructuring observed during the CEE transition was
the massive breakup of SOEs in Czechoslovakia and to a lesser extent in Hungary
in the early 1990s. In Czechoslovakia, many divisions (subsidiaries) of SOEs
applied to their supervisory ministries for permission to break away from their
“master enterprise” in the 1990-91 period. The ensuing process of negotiations
among government officials, top managers of the SOEs and divisional managers
resulted in a phenomenal wave of spin-offs, giving rise to a large number of new
firms led by new top management. In particular, while Czechoslovakia started in
1990 with about 700 industrial enterprises employing more than 25 workers, by
mid 1992 the number of industrial firms in this category had virtually tripled to
about 2000.' This restructuring preceded other major reforms, as prices were still
under state control in 1990, and even in 1991, when prices were by and large free,
the state still owned the firms.

Theimportantquestion thatarisesis whether thebreak-upshad systematic economic
effects by improving or worsening the performance of the spun off subsidiaries and/
or the remaining master enterprises. We address this issue by analyzing 1990-92
enterprise-level data that relate to the breakups of Czechoslovak SOEs during the
1990-1991 period.® Since the Czech and Slovak republics are among the leading
transition economies whose policies have been followed by other countries (World
Bank, 1996), and since the two republics have displayed major problems with
management’s appropriation of profit in the presence of weak ownership and legal
frameworks (Lizal et al., 1995; Ellerman, 1998; Weiss and Nikitin, 1998; Stiglitz,
1999), our findings are of general interest in the transition context.

1 The latter number includes newly created firms. However, since only firms with more than 25 employees
are included, most of the growth in the number of firms has been brought about by the breakups of SOEs. It
should also be noted that the breaking up of firms in the transition economies has other aspects than those
that we study in this paper. The process for instance includes the unbundling of social service activities (e.g.,
clinics and kindergartens) and service activities for the workforce (e.g., food and beverage manufacture and
holiday homes). These spin-offs generate small firms (often with fewer than 25 workers) that operate in other
industries than the core activity of the firm. While important, they are not the subject of our analysis.

2 Yet, as discussed by Kotrba (1995) and Zemplinerova and Stibal (1995), the outcome of the process of
enterprise breakups had important implications for the structure of industry and the subsequent program of
privatization.

3 We build on previous work (Lizal et al., 1995) by using a better data set and superior analytical techniques
to address the issue.



Enterprise Break-ups and Performance During the Transition from Plan to Market | 47

2. A Conceptual Framework for Spin-offs and Breakups

The literature on the desirability of takeovers, mergers, and break-ups of firms in
market economies focuses on the tradeoff between transaction costs via markets
and the internal inefficiencies within organizations.* In the context of the transition,
the conceptually more relevant studies focus on the bargaining between the key
decisionmakers who, depending on the context, are managers, government officials
(politicians), workers, and new private owners.”

In the case of Czechoslovakia, the principal factors leading to the 1990-91 break-
ups of SOEs appear to have been the goals of and opportunities open to the top
management of the SOEs and the management of the divisions of these SOEs.
In particular, managers of many divisions of SOEs applied to the supervisory
ministries for permission to spin off from their master enterprises. The government
displayed a relatively passive posture toward the restructuring and breakups of
SOEs since the ministries were charged with screening rather than initiating the
spin-offs. Moreover, since the majority of applications for spin-offs were submitted
and processed in the last quarter of 1990 and the first quarter of 1991, the ministries
worked under time constraints and had little time to encourage applications.® The
institutional information hence suggests that breakups and spin-ofts were initiated
by the management of either the master enterprise or the subsidiary.

In conceptualizing the process, note that the compensation of the top management
of the firm before the break-up is an increasing function of performance of the entire
firm, while after the split it is a positive function of the performance of the remaining
master enterprise only. Analogously, the compensation of the management of a
subsidiary before the break-up is an increasing function of performance of the
entire firm, adjusted for the relative importance of the subsidiary, but it becomes
a positive function of the performance of the subsidiary after the split. Rational
behavior of managers in this setting yields two competing hypotheses:

1. Break-ups occur because the top managers of the SOEs discard poorly performing
divisions in order to improve the performance of the (remaining) master enterprises,
or

2. Break-ups are observed because managers of the divisions (subsidiaries) of SOEs
spin more efficient units away from the master enterprises.

4 Seee.g., Coase (1937), Alchian and Demsetz (1972), Williamson (1975, 1985), Chandler (1990), Klein et al.
(1978), Grossman and Hart (1986), Lichtenberg and Siegel (1987), Ravenscraft and Scherer (1987), Hart and
Moore (1990), Kaplan and Weisbach (1992), and Radner and van Zandt (1992).

5 Seee.g., Aghion et al. (1994), Shleifer and Vishny (1994), Prasnikar et al. (1994), and Lizal et al. (1995).

6 During this time period the ministry employees were themselves being screened as to whether they had
belonged to the communist “nomenclatura” or had worked for the former security police. They were hence
under extreme pressure not to transgress their narrowly defined duties.
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Since firms created under communism tended to be artificially large, we also
examine the hypothesis that the SOEs suffered from inefficiencies such as
diseconomies of scale and that the performance of the constituent units could be
improved by unbundling:

3. Break-ups occur because the large SOEs suffer from inefficiencies such as
diseconomies of scale and break-ups result in a superior performance of both the
spun off units and the remaining master enterprises.

Finally, we allow for the hypothesis that as government supervision of management
waned and control over management remained weak in the absence of a solid legal
framework, appropriation of profit and asset stripping by managers (“tunneling”)
has become a serious problem:

4. Break-ups occur because managers of subsidiaries benefit from being the top
management of a firm even if their unit and the master enterprise perform worse as
a result of the break-up.

In this fourth scenario the utility of managers of divisions does not depend on the
performance of their firms and the pursuit of managerial goals worsens enterprise
performance.

The four hypotheses hence provide a rationale for observing the following four
outcomes: (i) the effect of a break-up on performance is positive for the master
enterprise and negative for the subsidiary (Hypothesis 1), (ii) the effect is positive
for the subsidiary and negative for the master firm (Hypothesis 2), (iii) the effect is
positive for both the master enterprise and the subsidiary (Hypothesis 3), and (iv)
the effect is negative for both units (Hypothesis 4).

The magnitude of the effects implied by hypotheses 1-4 will of course depend on
the overall economic environment. An important countervailing effect is brought
about by increased competition, stemming from the break-ups of large firms with
monopolistic power and from the opening up of the formerly planned economies
to world trade. In particular, increased competition exerts downward pressure
on output prices and thus reduces nominal value added and profits. Moreover,
the Czechoslovak authorities eliminated quantitative import restrictions as early
as 1990, and the average level of trade weighted tariffs became as low as 5%
(Drabek and Smith, 1995). However, in 1990-91 the firms in Czechoslovakia were
temporarily protected by a uniform 20% import surcharge tax (Dyba and Svejnar,
1995). Since trade with Western economies experienced a phenomenal boom and
by mid-1990 exceeded the value of trade with the former Soviet bloc countries
(Dyba and Svejnar, 1995), one may expect that the combined effect of the break-
ups of monopoly firms and the 1992 elimination of the 20% import surcharge
would reduce any positive impact of break-ups on value added and profits in 1992
as compared to the immediate effect observed in 1991. We take these effects into
account as we interpret our econometric estimates.
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3. The Empirical Analysis
3.1 The Data and Identification of Break-ups

Our empirical analysis is based on quarterly and annual data reported by firms
to Czechoslovakia’s Federal Statistical Office and Ministry of Finance during the
1990-92 period. The data cover all industrial enterprises employing more than 25
employees.

Although carefully assembled, the data set contains no explicit indicator of the
break-ups, since no unplanned changes of industrial structure were expected under
central planning.In order to identify the break-ups, we exploited a special feature
of statistical reporting. The system required enterprises to report the preceding
year’s values of variables together with the current values. Moreover, enterprises
experiencing spin-offs were required to report preceding year values corresponding
to the remaining (post-break-up) part of the enterprise. If a break-up occurred, the
remaining master enterprise therefore reported both the current and preceding
year’s data corresponding to its new (smaller) size. Using quarter by quarter
comparisons, we identified the break-ups and the quarter of their occurrence.’”

Using the quarterly and monthly data, we are able to identify 476 enterprises that
were present in the data set from the first quarter of 1990 to the fourth quarter of
1992.We had to drop about 80 of these 476 firms because they provided inadequate
information and some observations were also lost as we collected data for the same
set of firms for 1992. Overall, in most regressions we are able to use data for 373
firms for 1991 and 262 firms for 1992.

Using the above mentioned procedure for identifying spin-offs, eliminating firms
that did not adequately fill out questionnaires and ignoring potential spin-ofts
involving less than 5% of the labor force or fewer than 5 employees, we were
able to identify 152 firms that experienced spin-offs. Most (78) of these spin-offs
occurred in the first quarter of 1991, 57 occurred in the last quarter of 1990, and
few occurred in the second quarter of 1990 and in the remaining quarters of 1991.
We use data from firms that experienced spin-offs in the first quarter of 1991. By
doing so we resolve the problem of endogeneity of regressors since we use 1990
values as exogenous variables for the 1991 and 1992 regressions. Of the 78 spin-offs
that occurred in the first quarter of 1991, 66 yielded data that could be used in our
analysis in 1991 and at least 50 generated data that could be used for 1992.

While the above data exercise allows us to compare the performance of master
enterprises that experienced spin-offs to the performance of those that did not, it
does not permit us to link the spun off units to their former master enterprises and
estimate the effect on the spun off units. In order to be able to do so, we carried out
puzzle-like comparisons of the values of variables such as number of employees in

7 An example showing the identification of break-ups may be found in Lizal et al. (1997).
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the newly established companies with the decrease in the value of these variables
in the master enterprises that were identified as experiencing spin-offs. In order to
generate a meaningful number of observations, we were also forced to impose the
assumption that the spun off units operate in the same or similar industry as their
master enterprises. This enabled us to identify 28 pairs of masters and spun off
subsidiaries, 27 of which were usable in our work.®

3.2 The Econometric Models

Since the comparisons of means indicate that in 1990 there were no significant
differences in performance between firms that later experienced spin-offs and
those that did not,” our empirical strategy is to estimate the performance effect of a
spin-off by comparing the performance of enterprises that were present throughout
the 1990-92 period, but did not experience any spin-offs, to the performance of (a)
the master enterprises that did experience spin-offs and (b) the newly spun off
subsidiaries. The method amounts to comparing the performance of a treatment
group (enterprises involved in a break-up) to a control group (enterprises not
undergoing a break-up). It goes beyond a simple comparison of means by
controlling for the relevant pre-spin-off conditions in these firms.

Enterprise performance 7 may be measured in a number of ways. To provide a
relatively broad set of tests, we have used three performance indicators:

1) Value Added/Labor,!*
2) Profit/Labor,
3) Turnover/Total Cost,

where turnover/total cost = (revenue + cost)/cost = 1 + (profit + cost)/cost = 2 +
profit/cost constitutes an alternative measure of the profitability of the firm.

Profitability is the traditional and most widely used measure of performance. We
use two alternative measures (one direct, scaled by labor, and one indirect, scaled
by total cost) to check how sensitive the findings are to these different measures
of performance. There are at least two reasons for using also value added per
worker as a performance variable. First, value added per worker is a measure of
productive efficiency of the firm when we analyze the impact of break-ups on value

8 See Lizal et al. (1997) for details. Note also that data problems related to the 1993 dissolution of
Czechoslovakia and the completion of the first wave of privatization have prevented us from extending our
panel beyond 1992.

9 Lichtenbergand Siegel (1987) have found that poorly performing firms are more likely to change ownership.
However, as was pointed out by Stiglitz (1987, p. 682) and Jorgenson (1987, p. 675), Lichtenberg and Siegel
(1987) have a biased sample since the results are conditioned on the fact that the firm has survived in the
sample, i.e., it was not closed down because of inferior performance. Our sample does not suffer from this flaw
since there were no shutdowns in Czechoslovakia in the period under study.

10 Since the data sets did not contain ready measures of value added, we have constructed a proxy for it by
adding profit and labor costs.
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added per worker, while controlling for variables that approximate an arbitrary
production function. In this sense our analysis may be seen as testing the impact of
break-ups on productive efficiency. Second, value added per worker is traditionally
assumed to be one of the likely objective functions of labor-managed firms (see
e.g., Ward, 1958; Vanek, 1970; and Prasnikar et al., 1994). Since worker-insiders are
widely believed to have gained influence in enterprises during the transition (e.g.,
Blanchard, 1997; and Burda, 1993) and micro-evidence indicates that they tend
to appropriate a significant portion of value added (Prasnikar and Svejnar, 1998),
an analysis of the impact of break-ups on value added per worker is useful as it
measures the impact on what is arguably an important objective of the firm.

The performance variables are based on 1991 and 1992 annual data and the effect
of the split can be captured by allowing the expected future performance to be a
function of two sets of arguments:

E (7,40 o) = 7 (spin-off characteristics | pre-spin-off characteristics),

er split

where the spin-off characteristics capture the effect of the split, while the pre-spin-
off characteristics are 1990 firm-specific indicators that represent the available
information from which the expectations of a future performance of the enterprise
might be inferred.

Since the effect on performance may vary with the size of the spin-off, we estimate
the spin-off effect as a linear function of the size of the spin-off. In particular, using
data on the spun off subsidiaries and master enterprises that experienced break-
ups as well as those that did not, we estimate coeflicients «,, &, and vector f in the
following model:

ﬂ'i:ﬁlxi"'aodi"'azdf,»"'ei s (1)

where index i denotes firms, 7, is a measure of enterprise performance, X; are
variables controlling for pre-spin-off conditions, d, is a dummy variable coded 1 if
the enterprise is a spun off subsidiary or a master firm that experienced a spin-off
and zero otherwise, and df; is the share that the labor force of the spun off subsidiary
represents in the total labor force of the master enterprise before the break-up. The
values of d; and df; are zero for firms that did not experience spin-offs. The average,
minimum and maximum values of df; are reported in Table 1.

If the unobserved random characteristics of an enterprise did not influence the
occurrence of a spin-off and the value of df,, ordinary least squares (OLS) would
generate consistent estimates of the a’s and vector . However, the process of
determination of d; and df; is most likely correlated with unobserved characteristics
of the enterprise, such as the ability of management and know-how. As a result, it
is likely that

E(ei|di)¢O)E(e[|dfi)¢O . (2)
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Table 1: An Example of the Identification of a Spin-off

Quarters

Year of Report Reported Variable

l. Il. M. V.
1990 by both Types of Firm Current (1990) Labor 700 700 700 700
1991 by a Master Enterprise
that Spun off a Subsidiary Lagged (1990) Labor 700 300 300 300
1991 by a Firm with Layoffs 700 700 700 700
1991 by both Types of Firm Current (1991) Labor 700 300 300 300

Note: A comparison of a firm that spun off a unit with 400 employees in the second quarter of 1991 to a firm that
laid off 400 employees in the same period.

The error term in equation (1) is hence likely to be correlated with d;and df,,and OLS
estimates are likely to be inconsistent. The solutions for this problem are well known
(see e.g., Madalla, 1983; or Heckman and Singer, 1985), with the simplest and most
robust one being the use of instrumental variables (IVs), where the instruments for
d; and df, are variables that are correlated with d; and df; but not with e,. In theory,
maximum likelihood estimation (MLE) is more efficient, but in the presence of the
dummy and share variables MLE requires numerical integration and is sensitive
to misspecification. Moreover, since the relative advantage of the MLE method is
based on large sample properties and we have 400 or fewer observations, we use
the more robust IV approach.

Our vector of control variables X; consists of the following variables: labor (number
of employees), labor squared, net capital, net capital squared, net capital per labor,
net capital per labor squared, and industry dummy variables for seven industry
groups (heavy industry; machinery; production of building materials; production
of pulp, wood processing and paper; glass and ceramics; food and beverages; and
textile and leather). We thus use a simple but flexible additive form that represents
a second-order approximation to any production function. Since we are using 1990
X:s, we do not encounter the problem of endogeneity that would arise if we used
current period (1991 and 1992) values of X;s. In fact, in 1990 the values of Xs
were still determined by the central plan. Both the spun off subsidiaries and all
the master enterprises were thus assigned as exogenous control variables the 1990
values of X;s that correspond to the enterprise from which they evolved.

In instrumenting d, and df, the crucial source of identification is a set of six dummy
variables for the individual supervisory ministries that made the final decisions
about the proposed spin-ofts (Federal Ministry of the Economy, Czech Ministries
of Industry, Machinery, and Construction, and the Slovak Ministries of Economy
and Industry). The six ministries were independent of one another and their
decisions were fairly idiosyncratic. Moreover, by 1991 the ministries were relaxing
their supervisory functions and had only limited information about the current
and future performance of the firms. Yet, since the ministries decided whether the
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split was to be approved or not and how exactly it was going to be carried out,
the ministry dummy variables are correlated with (and hence are good predictors
of) the variables measuring the occurrence and share of the spin-off."! Since the
ministries were separate for the Czech and Slovak Republics, the ministry dummy
variables also serve as dummy variables for the two republics.

3.3 Empirical Results
3.3.1 The Effects of Break-ups on Master Enterprises

In this section we present coefficient estimates of equation (1) based on data from
master enterprises that experienced spin-offs and those that did not. The results are
based on samples with 373 firm-level observations in 1991 and approximately 260
observations in 1992. About 20% of these firms experienced a spin-off.

In Table 2 we present the estimated IV coeflicients &, and «,, with the upper half
of the table containing the estimates for 1991 and the bottom half for 1992. As
may be seen from Table 2, all three estimates of «, and «, for 1991 are statistically
significant. The performance effect declines with the size of the spin-off, being
positive for small, medium-sized and slightly above average sized spin-offs, but
becoming negative for those that are significantly above average in size. As we show
in Column c¢ of Table 2, the size of spin-off at which the effect turns from positive
to negative (38% for value added per worker, 52% for profit per worker and 50%
for turnover/cost) exceeds the average spin-oft size of 30% reported in Table 1.2
The results thus suggest that in the short run master enterprises that experienced
small to slightly above average spin-offs gained in terms of both efficiency and
profitability - a finding that is consistent with Hypotheses 1 and 3 of Section 2.
In contrast, firms that lost more than 38% of their labor force through a spin-off
suffered in terms of value added per worker. Those that lost more than 50% of
their labor in the spin-off also experienced a negative effect in terms of profit/
labor and turnover/cost. Since we are measuring the effect immediately after the
break-up, a possible explanation of the negative impact of large spin-offs («,<0) is
that they necessitate more fundamental restructuring than small spin-offs, with
performance suffering in the short term during the adjustment process."

11 The correlations between industry dummies used in the Xi vector of control variables and the ministry
dummies identifying the effect of the spin-off variables are fortunately quite low. In the case of one industry,
the correlation coefficient reaches 0.78, but all other correlation coefficients are below 0.4.

12 The size at which the effect changes from positive to negative may be referred to as the “critical size” of
the spin-off. In our case, it is measured in terms of the labor share of the master enterprise that experienced a
spin-off. As may be seen from the calculated values in Tables 24, the 1991 estimates of the critical size of the
spin-off range from 38% to 52% for master firms, 31% to 34% for spun off subsidiaries and 34% to 45% for
the joint estimates. The effect of the spin-off is hence estimated to be positive within a sizable range of spin-off
values, including the average spin-off size of about 30% (Table 1).

13 We are indebted to an anonymous referee for pointing out this explanation to us. A competing explanation
would be that sizable break-ups created strongly competing firms that drove down product prices, nominal
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Table 2: Number of Spin-offs in 8 Consecutive Quarters of 1990-1991

Quarter 111, IL-111. .=V, IV.-V. V.-VI. VI.-VII. | VIL-VIII.
Number of Spin-offs 8 0 57 78 2 6 1

The estimates reported in the bottom panel of Table 2 refer to 1992 and for value
added and profit per worker they are based on a smaller sample than those for 1991
since about 30 percent of firms did not report data on labor in 1992. As is evident
from Table 2, while in the case of value added and profit per worker the estimated
1992 coeflicients have the same signs as those for 1991, the estimated standard
errors are relatively large and the estimated effects are statistically insignificant.
The decline in statistical significance of the negative effect of large spin-ofts («,<0)
between 1991 and 1992 is consistent with the aforementioned explanation that
large spin-offs necessitated more fundamental and hence costly restructuring
in 1991 and that this negative effect on performance might have tapered oft by
1992. The question that remains, however, is why the effect becomes statistically
insignificant between 1991 and 1992 for spin-offs of all sizes. We have pursued this
issue by checking if the decrease in statistical significance of the estimates of «, and
a, between 1991 and 1992 is caused by a decrease in the sample size or by other
phenomena. To do so, we have re-estimated the 1991 value added/labor and profit/
labor regressions using only data from firms that constitute the 1992 sample. The
resulting estimates have the same signs as those in Table 2, with three of the four
estimates being statistically insignificant. These findings hence indicate that the
decrease in the sample size could be the cause of decline in statistical significance
observed in Table 2 between 1991 and 1992.

In contrast, the 1992 estimates for turnover/cost, reported in the bottom panel of
Table 2, are based on a very similar number of observations as the 1991 estimates
reported in the upper panel of the table. For this indicator the issue of a reduced
sample size does not arise and the insignificance of the 1992 estimates of the effect
of the breakups is attributable to other phenomena, such as increased competition
and dissipation of profits by management (Hypothesis 4).

3.3.2 Effects of a Spin-off on the Subsidiary

In this section we focus on the difference between the performance of spun off
subsidiaries and enterprises that did not experience spin-offs. The total sample size
is about the same as before (334 observations for all three indicators in 1991 and
224 observations for value added and profit per worker in 1992), but there are only

value added and profits. However, as we show presently, this latter explanation is not supported by the
weakening of the effect in 1992.
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Table 3: The Average Size of a Spin-off and the Typical Sample Size

Number of Spin-offs of
Master Enterprises / Total
Available Sample (Typical)

Minimum | Maximum
Spin-off | Spin-off

Average | Standard
Spin-off | Deviation

Entire Sample 1990 31.1% 17.0% 118/432 5.3% 70.8%
Analyzed in 1991 28.3% 15.6% 66/373 5.3% 68.2%
Analyzed in 1992 29.5% 16.7% 50/260 5.3% 68.2%

Note: The size of a spin-off is measured as a percentage of the labor force of the master enterprise. The number
of enterprises in the 1992 regressions varies because of the unavailability of data for some variables.

27 observations on the spun off subsidiaries in 1991 and, in the case of value added
and profit per worker, only 12 in 1992.

In the upper half of Table 3 we present the estimated effects for 1991. As was the
case for master enterprises that experienced spin-offs, we find that the estimated
effects of a spin-off on the newly independent subsidiary’s value added per worker,
profit per worker and the ratio of turnover to cost are statistically significant, with
a,> 0 and a, < 0. The 1991 estimates hence again yield the performance effect as a
negative function of the relative size of the spin-off, with the effect being positive
for small to average-sized spin-offs (consistent with Hypotheses 2 and 3) and
negative for above average-sized spin-offs (consistent with the explanation based
on sizable adjustment costs).

The estimates for 1992, reported in the bottom half of Table 3, show the effect to be
negatively related to the size of the spin-off (&, > 0 and &, < 0) for profit/labor and
insignificant (&, = &, = 0) for value added/labor and turnover/cost. There is hence
again evidence of a weakening effect of spin-offs over time, but the weakening is
less uniform than in the case of the master enterprises. Taken together, the 1991
and 1992 results in Table 3 are consistent with the explanation that more sizable
break-ups cause more substantial short-term adjustment costs and hence have a
negative effect on performance in the short run. In the case of profit/labor, this
negative effect seems to prevail through 1992. As before, we have re-estimated the
1991 value added/labor and profit/labor regressions using only data from firms
that are present in the 1992 sample. Unlike the mixed results that we found for
master enterprises that experienced break-ups, the present re-estimation generates
statistically significant coefficients that have the same signs and similar values as
those in the upper part of Table 3. In the case of the spun off subsidiaries, the
weakening of statistical significance over time hence appears to be brought about
by phenomena such as increased competition and the dissipation of profits by
management (Hypothesis 4) rather than by reduced sample size.
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Table 4: The Average Size of a Spun off Subsidiary

Average | Standard Number of Spun off Minimum | Maximum
Spin-off | Deviation | Enterprisesinthe Sample | Spin-off | Spin-off
Subsidiary 28.7% 15.0% 27 8.1% 70.8%

Note: The size of a spun off subsidiary is measured as a percentage of the labor force of the former master
enterprise.

3.3.3 Joint Estimates

In view of the similar estimates obtained for the master firms that experienced
spin-offs and the spun off units, we have also carried out joint estimation and tested
the hypothesis that spin-offs have equal effects on these two sets of firms. As may
be seen from Table 4, the joint estimates are similar to thos e found in the separate
regressions for master firms that experienced spin-ofts and for spun off subsidiaries.
Moreover, as the p-values in the last columns of the tables indicate, on the basis of
X7, tests one cannot reject the hypothesis that for each performance indicator the
effect of the break-up is identical for the spun off subsidiaries and the remaining
master firms. The separate as well as joint 1991 estimates for small, medium-sized
and slightly above average spin-ofts hence provide support for Hypothesis 3 (SOEs
suffer from inefficiencies such as diseconomies of scale and break-ups result in
a superior performance of both the spun off units and the remaining master
enterprises) as opposed to Hypotheses 1 and 2 (break-ups occur because either
master enterprises or subsidiaries are more efficient).

We have also generated joint 1991 estimates for value added/labor and profit/
labor using only data from firms that are present in the 1992 sample. These new
estimates and the estimates for turnover/cost in Tables 4 show that five of the six
relevant coeflicients are statistically significant. These results hence indicate that
the decline in the statistical significance of the joint estimates between 1991 and
1992 is brought about primarily by phenomena such as increased competition and
possible dissipation of profits by managers (Hypothesis 4).!

4. Concluding Observations

In terms of altering the number and size of firms, as well as bringing in new top
management, one of the most important forms of enterprise restructuring observed
in a number of transition economies was the break-up of the large state owned
enterprises (SOEs). Our econometric estimates suggest that the major wave of

14 Finally, we have used the 1991 and 1992 data to carry out estimation on first differences. The estimated
coefficients in this fixed effects specification are by and large statistically insignificant. While we hoped to
generate information from changes of performance over time, our finding of a lack of statistical significance is
not altogether surprising, given that we found the 1992 level estimates to have relatively large standard errors
and to be themselves statistically insignificant at conventional statistical test levels.
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Table 5: Estimated Effects of a Break-up on Master Firms

”izﬁ/Xi+a0di+aldfi+ei N

IV Coefficients and Statistics
Dependent Variable
a, ‘ a, ‘ c[%] ‘ R? N
1991
206.04" -542.10" 38.0™
Value Added / Labor (97.59) (251.19) 8.1) 0.40 373
375.27" -722.90° 51.9™
Profit / Labor (175.91) (382.10) (12.4) 0.22 373
0.74" -1.49° 49.5™
Turnover / Cost (0.32) (0.78) (115) 0.08 373
1992
167.07 -499.67 334
Value Added / Labor (265.79) (545.20) 272) 0.21 259
165.84 -492.39 337
Profit / Labor (263.58) (540.65) 273) 0.20 262
-0.37 -0.68 -54.9
Turnover / Cost (0.47) (0.96) (1413) 0.13 367
Note:
Values in parentheses are standard errors;
C = critical size of the spin-off, defined as the size (percentage of the labor force of the original master
enterprise) at which the effect of the spin-off on performance is zero, i.e., ¢ = -(a,/a,) - 100%;
N = number of observations;
* = significantly different from zero at a 10% level of significance;
** = significantly different from zero at a 5% level of significance;
***  =significantly different from zero at a 1% level of significance;

The sample contains 66 master enterprises that experienced a break-up in the 1991 regressions.

There are 66 master enterprises that experienced a break-up in the samples with 367 observations and 50 in the
remaining 1992 regression samples.

break-ups of SOEs that took place in Czechoslovakia in the early 1990s had a
significant immediate effect on the efficiency and profitability of industrial firms.
The effect was positive for small, medium-sized and slightly above average-sized
spin-offs, and negative for the very large ones. We also cannot reject the hypothesis
that the estimated effect of spin-offs on performance was identical for the spun
off subsidiaries and the master enterprises that experienced the spin-ofts. Taken
together, the positive short-term effects on performance of both the master firms
and the spun off units are consistent with our Hypothesis 3, namely that the large
SOEs suffered from inefficiencies that were rapidly alleviated by the break-ups into
smaller units. The finding that the short-term performance effect was negative for
very large spin-offs is in turn consistent with the explanation that sizable break-
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Table 6: Estimated Effects of a Break-up on the Subsidiaries

”izﬁ,Xi+a0di+aldfi+ei N

IV Coefficients and Statistics
Dependent Variable
a, ‘ a, ‘ c[%] ‘ R? N
1991
225.57 -732.54° 30.8™
Value Added / Labor (123.44) (385.70) 62) 0.18 334
434727 -1375.61" 31.6™
Profit / Labor (210.50) (588.16) (5.9) 0.09 334
1317 -3.81™ 343™
Turnover / Cost (0.53) (1.48) 4.5) 0.00 334
1992
201.17 -713.58 28.2
Value Added / Labor (468.67) (1399.9) (19.4) 0.15 224
1230.90 -3717.06™ 331"
Profit / Labor (646.24) (1894.59) @.7) 0.02 224
0.64 -3.33 193
Turnover / Cost 0.77) (2.09) (123) 0.00 324
Note:
Values in parentheses are standard errors;
C = critical size of the spin-off, defined as the size (percentage of the labor force of the original master

enterprise) at which the effect of the spin-off on performance is zero, i.e., c = -(a,/a,) - 100%;
N = number of observations;

*

= significantly different from zero at a 10% level of significance;

** = significantly different from zero at a 5% level of significance;

***  =significantly different from zero at a 1% level of significance;
There are 27 subsidiaries in the sample for the 1991 regressions.

There are 22 subsidiaries in the sample with 324 observations and 12 subsidiaries in the sample with 224
observations for the 1992 regressions.

ups caused large adjustment costs and thus had a negative short-term effect on
performance.

We also find that most 1992 estimates are similar to those for 1991 but that many
yield statistically insignificant effects, including the negative one for the sizable
break-ups. In order to explain this finding we first control for the fact that for two
of the three performance indicators (value added/labor and profit/labor) we have
significantly fewer observations for 1992 than 1991. By reproducing 1991 estimates
with data from firms that are present only in the 1992 sample, we are able to control
for the reduction in sample size and establish that the weakening of the statistical
significance is in most cases not attributable to the decrease in the sample size. We
conclude that the insignificance is likely generated by (a) the increased competition
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Table 7: Joint Estimates of the Effects of a Break-up

”z‘:ﬁ’X,""O!odi"'aldf,""ei ,

IV Coefficients and Statistics
Dependent Variable
d, ‘ aQ, ‘ c [%] ‘ R? ‘ N ‘ p-value
1991
126.05 -375.67" 33.6™
Value Added / Labor (65.63) (181.58) (7.8) 0.46 400 0.43
242.83™ -503.78” 428"
Profit / Labor (112.32) (240.84) (11.8) 0.32 400 0.27
0.53" -1.18" 447
Turnover / Cost (0.21) (0.53) 9.1) 0.14 400 0.23
1992
-7.55 -373.25 -2.0
Value Added / Labor (163.67) (423.35) (45.9) 0.22 274 0.91
237.40 -696.37 341"
Profit / Labor 210.81) (479.04) (15.0) 0.17 274 0.22
-0.12 -0.83 -14.5
Turnover / Cost (0.28) (0.68) (45.1) 0.13 389 0.55
Note:
Values in parentheses are standard errors;
C = critical size of the spin-off, defined as the size (percentage of the labor force of the original master

enterprise) at which the effect of the spin-off on performance is zero, i.e., c = -(a,/a,) - 100%;
N = number of observations;

p-value = p-value of the X2, test of the equality of the effects of a spin-off on the subsidiaries and master firms;

* = significantly different from zero at a 10% level of significance;
d = significantly different from zero at a 5% level of significance;
i = significantly different from zero at a 1% level of significance;

The sample contains 27 subsidiaries and 66 master enterprises that experienced a break-up in the 1991 regressions.

There are 22 subsidiaries and 66 master enterprises that experienced a break-up in the sample with 389
observations, and 12 subsidiaries and 50 master enterprises experiencing a break-up in the other samples for
the 1992 regressions.

brought about by the break-ups of the large firms into competing units and the
1992 elimination of the 20% import surcharge (the main trade protection measure),
and (b) the growing phenomenon of profit dissipation by management as central
controls were gradually eroded. The latter interpretation reflects Hypothesis 4 and
is consistent with recent reports of siphoning off of profits and asset stripping
(“tunneling”) by managers in the Czech Republic, Slovakia, Russia and other
transition economies with weak ownership structures.
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1. Introduction

One of the fundamental and most controversial economic questions is whether
private firms perform better than state-owned enterprises (SOEs) and whether
privatization improves corporate performance. There is now a large literature on
this subject, and the issue has gained currency as large-scale privatizations have
taken place in many of the former command economies and developing countries.
The issue is also of interest because the most populous and rapidly growing
countries, China and India, are in the process of privatizing and others, such as
Vietnam, are getting ready to privatize their SOEs.

Interestingly, while the premise and conclusions of initial studies with respect to
privatization is that it improves firm performance and helps countries grow, the
effect has not been clearly established. At the macro level, one observes that some
of the fastest large-scale privatizers (e.g., Russia, Ukraine and the Czech Republic)
experienced a decline or slow growth after privatization in the 1990s, while some
of the fastest growing transition economies in the 1990s (e.g., China, Poland and
Slovenia) were among the slowest to privatize. In a cross-country aggregate study,
Sachs, Zinnes and Eilat (2000) find that privatization does not by itself increase
GDP growth, but they suggest that a positive effect is present when privatization
is accompanied by in-depth institutional reforms. Careful micro-econometric
studies date back to Caves and Christensen’s (1980) classic study that found private
and state-owned Canadian railways performing equally efficiently in a head-on
competition. Recent surveys of privatization studies based on micro data come
up with assessments that range from finding a large variation of outcomes but no
systematically significant effect of privatization on performance (Bevan, Estrin
and Schaffer, 1999), to cautiously concluding that privatization around the world
improves firm performance (Megginson and Netter, 2001), to being fairly confident
that privatization tends to improve performance (Shirley and Walsh, 2000, and
Djankov and Murrell, 2002).!

Apart from being somewhat diverse, the estimated performance effects found in
much of the literature are not firmly established. The credibility issue arises from
three types of interrelated analytical problems that may be expected to be present
in early studies, especially those in the context of the rapidly changing transition
economies. First, the early studies rely on short time periods with observations
concentrated immediately before and after privatization. They may hence at best
capture the short-term effects of privatization rather than the medium and long-
term effects of a switch from state to private or mixed ownership. Second, the early
studies (a) use small and often unrepresentative samples of firms, (b) are frequently
unable to identify accurately ownership because privatization is still ongoing or
because the frequent post-privatization changes of ownership are hard to detect,and

1 See Roland for a theoretical analysis and overview of privatization in transition.
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(¢) often combine panel data from different accounting systems.? Third, many of the
early studies are not been able to control adequately for endogeneity of ownership
(firms not being selected for privatization at random), and their estimates of the
effects of privatization may hence be biased (Gupta, Ham and Svejnar, 2000).?

Moreover, many of the early studies had access to limited data on firm ownership.*
As a result, they often treat ownership as a relatively simple categorical concept
(e.g., private v. state or state v. foreign, domestic private outsider v. domestic private
insider), and they are often unable to distinguish the exact extent of ownership by
individual owners or even relatively homogeneous groups of owners. As we discuss
below, this also prevents many studies from providing evidence for a lively debate
about the desirability of concentrated versus dispersed ownership on corporate
performance.’

In this paper we advance the literature by addressing systematically the three
types of above-mentioned problems found in the existing studies. In particular,
in analyzing the performance effects of ownership, we (a) use panel data on a
complete population of medium and large firms that went through the natural
experiment of mass privatization in a model economy (Czech Republic) and that
constitute the bulk of the country’s economic activity,® (b) cover a four-year period
after privatization when accounting rules conforming to the international (IAP)
standard were already in place and (c) control for endogeneity of ownership using
a first-difference specification together with instrumental variables from rare data

2 'The key studies are indeed based on small samples related to short periods around privatization. For
example, Frydman, Gray, Hessel and Rapaczynski (1999) use a 1990-93 sample of about 200 firms pooled from
the Czech Republic, Hungary and Poland; D’Souza and Megginson (1999) analyze a total of 85 companies
from 28 countries; Boubakri and Cosset (1998) use a 79 firm sample covering 29 countries; Barberis, Boycko,
Shleifer, and Tsukanova (1996) use a sample of 260-340 Russian shops during the 1992-93 period; Bilsen
and Konings (1998) use survey data for 1990-94 on about 260 firms divided among Bulgaria, Romania, and
Hungary; Grosfeld and Nivet (1997) use a sample of 173 of the largest 500 companies in Poland during the
1988-1994 period; and Claessens and Djankov (1999) use data on approximately 700 manufacturing firms
from the Czech Republic during 1993-97. See also Claessens (1997) and Filer and Hanousek (2002) for a
discussion of these issues.

3 Gupta et al’s (2000) econometric evidence indicates that better performing firms tend to be privatized
first. Moreover, as we indicate below, Djankov and Murrell’s (2002) survey of studies dealing with the impact
of privatization on performance indicates that one-half of the studies do not treat this issue at all. Our
examination of the other half suggests that many treat the issue in a relatively haphazard way.

4 See for example Pohl, Anderson, Claessens, and Djankov (1997), Smith, Cin, and Vodopivec (1997),
Claessens and Djankov (1999), and Frydman, Hessel, and Rapaczynski (2000).

5 Animportant recent exception is Grosfeld and Tressel (2001).

6  Since we use data on the entire population of large and medium sized firms that went through privatization
in the Czech Republic, one may think of our data as a country sample drawn from the population of centrally
planned economies that went through mass privatization. The Central European economies have served as
models for other transition countries in that early on they carried out important reforms and policy makers
from other countries and international institutions such as the World Bank and the International Monetary
Fund have used them as examples to follow. In this context, the Czech Republic has served as the example
of rapid large-scale privatization in a previously unreformed and virtually completely state-owned economy,
while Hungary has been the example of piece-meal privatization of individual firms in a previously reformed
and partially privately owned economy.
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on pre-market initial conditions of these firms. Moreover, we also develop a more
systematic analytical framework for evaluating the performance effect of post-
privatization ownership and distinguish between instantaneous and permanent
effects of ownership changes, and we use more detailed data on the extent of
ownership by specific types of owners.”

The fact that we use data from a model transition economy that started almost
completely state-owned and underwent virtually complete privatization means
that we are analyzing a population of firms that experienced one of the greatest
recorded changes in ownership. Since a number of other countries, including
Russia, Ukraine, China, and Vietnam, have also started from almost complete public
ownership, obtaining an understanding of the effects of the privatization process is
of considerable interest. Unlike studies of partial privatization, we also benefit from
a large variation in the values of the variables whose effect we analyze.

Finally, by carrying out a detailed study of one model economy, we are able to take
into account specific legal and institutional features that relate to ownership and
control, and avoid the problem of not being able to control adequately for complex
cross- country differences in the institutional and legal frameworks that confront
comparative studies with a limited number of country-specific observations.®

We find, contrary to expectations and results of many earlier studies, that the effects
of privatization and different types of ownership on firm performance are very
limited and that many types of private owners do not bring about performance that
is different from that of firms with substantial state ownership. We do find some
significant effects of specific types of private ownership. In particular, a positive
effect of concentrated ownership is discernible but only in some instances and
for selected performance indicators, and a positive effect of foreign ownership is
detectable primarily in the case of majority ownership and appears to be driven by
the behavior of foreign industrial firms. The concentrated foreign owners (industrial
companies) yield superior performance compared to all other types of owners in
terms of growth of sales and in some specifications also profitability (strategic
restructuring), and concentrated domestic owners (industrial companies and
investment funds) reduce employment relative to others (defensive restructuring).

7 The present paper belongs to a second generation of studies that are being carried out to analyze corporate
performance in the post-privatization period and employ large samples or populations of firm-level data from
specific types of privatization in a given country. These studies are able to avoid some of the aforementioned
problems and take into account specific institutional settings. Thus, Angelucci, Estrin, Konings and Zolkiewski
(2002) use a large panel of manufacturing firms covering the years 1997-98 for Bulgaria and Romania, and
1994 and 1998 for Poland, Carlin, Fries, Schaffer and Seabright (2001) employ an EBRD cross-sectional survey
of 3,300 firms in 25 transition countries and Lizal and Svejnar (2002) use 1992-98 panel data on the population
of medium and large Czech industrial firms to examine investment behavior and the extent of credit rationing
and soft budget constraints.

8 The leading studies in this area (e.g., Boubakri and Cosset, 1998, Frydman et al., 1999, D’Souza and
Megginson, 1999) are forced by the paucity of data to use pooled cross-country estimations.
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The structure of the paper is as follows. In Section 2, we provide information on
the privatization process that generates our data, while in Section 3 we discuss the
relevant features of the legal system and the hypothesized implications of different
types of ownership on firm performance. In Section 4, we describe the data and
basic statistics and in Section 5 we outline our empirical strategy. We present our
empirical estimates in Section 6 and we draw conclusions in Section 7.

2. Privatization in the Czech Republic

The privatization program in the Czech Republic was carried out in the first half
of the 1990s under three different schemes: restitution, small-scale privatization
and large-scale privatization. The first two schemes started in 1990 and were most
important during the early years of the transition. Large-scale privatization, by far
the most important scheme, began in 1991 and was completed in early 1995.° The
privatization program allowed various privatization techniques. Small firms were
usually auctioned or sold in tenders. Many medium businesses were sold in tenders
or to pre-determined buyers in direct sales. Most large and many medium firms
were transformed into joint stock companies and their shares were distributed
through voucher privatization, sold in public auctions or to strategic partners, or
transferred to municipalities.

The voucher scheme was part of the large-scale privatization process and it attracted
considerable interest and publicity.'” Two waves of voucher privatization took
place in 1992-93 and 1993-94, respectively. The early post-privatization ownership
structure emerged as shares from the second wave were distributed in early 1995.
Rapid reallocation of shares across new owners took place in 1995-96 during the
so-called “third wave” of privatization as new owners, including the investment
privatization funds (IPFs), reshaped their initial post-privatization portfolios of
acquired companies. Depending on the investor, the swapping of shares in 1995-96
was aimed at (a) optimal portfolio diversification, (b) obtaining concentrated
ownership in specific firms and industries and (c) achieving conformity with legal
requirements aimed at preventing excessive stakes being held by privatization
funds." The 1995-96 ownership changes were massive, unregulated and frequently
unobservable to outsiders, including researchers. Investors, especially the IPFs,

9 The privatization process has been extensively described and analyzed. See e.g., Svejnar and Singer (1994),
Kotrba (1995), Coffee (1996), and Kocenda (1999). For development of ownership structures in voucher-
privatized firms, see Ko¢enda and Valachy (2002).

10 The voucher scheme is sometimes erroneously referred to as the large-scale privatization program itself.

11 'The regulation of IPFs evolved gradually through Decree no. 383/1991, its Amendment No. 62/1992, and
Act No. 248/1992. The most important clauses restricted each privatization fund from investing more than
10% of points acquired in the voucher scheme in a single company and obtaining in exchange more than
20% of shares in any company. Privatization funds established by a single founder were allowed to accumulate
up to 40% of shares in a given company, but this cap was later reduced to 20%. Many privatization funds
circumvented the cap through mergers. The Act also prohibited IPFs founded by financial institutions from
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engaged in direct swaps of large blocks of shares, and off-market share trading
was common. More stable and, from the standpoint of firm performance, more
meaningful patterns of ownership emerged in 1996. We analyze the 1996-99
performance effects of various patterns of ownership and their changes after the
dust of large-scale privatization and early post-privatization ownership swaps
settled.

3. Forms of Ownership and Hypothesized Effects on Performance
Concentrated or Dispersed Ownership?

In addition to the debate about the merits of privatization and private v. public
ownership, a major issue that has received renewed attention, without resulting in
a consensus, is whether concentrated or dispersed ownership is more conducive
to good corporate performance. The literature that focuses on the agency problem
arising from the separation of ownership and control usually argues for the
desirability of concentrated ownership because it results in superior monitoring
of managers (who might otherwise loot the firm) and hence maximization of
shareholder value and availability of external finance for the firm (see e.g., a survey
by Shleifer and Vishny, 1997). As Burkart, Gromb and Panunzi (2000) have shown,
however, the agency problem may exist even when a large shareholder is present if
this shareholder loots the firm at the expense of small shareholders. Governments
and local shareholders have raised similar issues with respect to the potential
dissipation of profits through transfer pricing by foreign firms.

On the other hand, models of asymmetric information and optimal delegation of
authority (e.g., Aghion and Tirole, 1997) point to the importance of managerial
initiative and incentives to acquire information, highlighting the fact that
concentrated ownership with little delegation of formal authority to managers
may be deleterious to firm performance'?. Similarly, the literature pioneered by
Holmstrom and Tirole (1983) points out that concentrated ownership reduces
market liquidity and hence lowers the benefits of market monitoring on corporate
performance. Finally, Bolton and von Thadden (1998) argue that concentrated
ownership may or may not be desirable, showing that an alternative is ownership
dispersion with trading in secondary markets or ease of takeovers generating
concentration whenever necessary for intervention in managerial decision-
making. As we discuss below, from a government perspective, the idea of being
able to intervene selectively when needed is incorporated in the mechanism of a
golden share.

purchasing shares of other financial institutions to prevent excessive concentration of financial capital (for
details see Kotrba and Svejnar, 1994).

12 See Grosfeld and Tressel (2001) for an articulation of this and the following interpretations.
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Since we are able to identify all owners with ownership stakes of 10 percent or
more, we classify all firms into categories that allow us to test the validity of the
competing predictions from the above theories. Depending on their stakes,
different blockholders have different capacity to influence corporate governance.
In particular, the Czech law provides important rights of ownership and control to
owners with majority ownership (more than 50 percent of shares), blocking minority
ownership (more than 33 percent but not more than 50 percent of shares) and what
we define as legal minority ownership (at least 10 but not more than 33 percent
of shares). Majority ownership grants the owner the right to staff management
and supervisory boards, to alter and/or transfer firms’ assets and to adopt most
crucial strategic decisions at general shareholders’ meetings. Through management
and supervisory boards, majority ownership also facilitates more direct executive
control of the company. The blocking minority ownership gives the right to block
a number of decisions, such as those related to increasing or reducing assets and
implementing major changes in business activities that the majority shareholder
may strive to implement at the general shareholders’ meeting. Finally, legal minority
ownership can be considered a form of dispersed ownership since its concentration
is low and its direct impact on routine business decisions is limited. Legal minority
is potentially important, however, because the law entitles the holder of this stake
to call the general shareholders’ meeting and obstruct its decisions by delaying
their implementation through lengthy court proceedings. Effective legal minority
shareholders (including the state) may thus use their ownership position to delay
or completely block the implementation of decisions by stronger shareholder(s)".

Overall, the majority and blocking minority represent different degrees of
concentrated ownership, while the legal minority may be viewed as a form of
moderately dispersed ownership. Highly dispersed ownership arises when the stake
of the largest holder held does not reach legal (10 percent) minority. We are also
able to distinguish whether the government keeps a golden share that gives it the
right to veto certain managerial decisions, such as the subject of business activities
and sales of assets, and indirectly influence all managerial decisions. Institutional
evidence suggests that the golden share may be an important mechanism enabling
the state to exert a degree of influence over firms in which it no longer holds a
sufficient ownership stake.'

13 Interesting effect is observed in the case of portfolio companies that are primarily interested in capital
gains. These companies have been observed to buy 10 percent positions in firms where they can sell the
stake at a premium to the dominant shareholder whose business strategy is to avoid excessive scrutiny by an
institutionally strong minority shareholder.

14 'The golden share was introduced by Act No. 210/1993, modifying Act No. 92/1991. The act set the
conditions for property transfer from the state to others with the aim of protecting special interests of the state
in firms privatized in large-scale privatization. The veto rights associated with the golden share usually relate
to the scope and line of business activity and depend on each company’s charter. When the state sells its golden
share, it gives up its rights in the company and the golden share ceases to exist. The instrument of the golden
share in the Czech Republic does not conform fully to that found in other countries since it is limited to being
solely an instrument of state control and does not serve as a means of attracting free or less expensive credit.
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3.1 Types of Ownership

Asmentioned earlier, most empirical work has focused on relatively broad categories
of ownership.In this paper,we assess whether finer ownership distinctions that reflect
different business activities of the owners provide a meaningful understanding of
the effects of ownership on corporate performance. In particular, we examine the
effects of six types of domestic and two types of foreign ownership that may have
differing implications for corporate objectives, constraints and governance. The six
types of domestic owners are the state, industrial company, bank, investment fund,
portfolio company, and individual, while the two types of foreign owners are an
industrial company and all other foreign owners."” Since the literature does not
provide clear-cut predictions about the relative performance effects of these types
of owners, we briefly outline plausible hypotheses based on other studies and local
institutional context.

The state as an owner may pursue various goals, including economic efficiency,
tax revenues, or social goals such as employment. The results of Gupta, Ham and
Svejnar’s (2000) analysis suggest that in the Czech case revenue maximization was
importantin the privatization phase but other goals,such as employment generation,
were also important in the post-privatization phase when unemployment was on
the rise. The ownership of a firm by an industrial company may be expected to
increase profitability through cost cutting, integration of activities and expansion
aimed at exploiting economies of scale. Bank ownership is expected to impose
pressure on the firm’s management to improve profitability (Cornelli, Portes, and
Schaffer, 1996),' while investment (mutual) funds are expected to pursue profitable
opportunities and, when desirable, take significant equity positions. Funds may
hence place emphasis on sound corporate governance and restructuring of firms.
Portfolio companies in the Czech Republic are diversified investment vehicles that
engage in business with both corporate and private customers. Their ownership
positions in large firms are more limited than those of the funds, but the experience
in advanced market economies indicates that portfolio companies often force
management to become more profitable. Individual ownership is widely perceived
to give the single residual claimant having strong incentives to monitor the
management and achieve superior firm performance. Finally, in a country with low
labor cost and favorable profit repatriation rules, foreign owners are expected to
aim at generating profits and, if the local products can be sold through their global

15 Since insiders have not been important in the Czech Republic, we do not analyze this type of ownership. We
also do not examine whether a given owner belongs to a larger ownership group. With considerable additional
data collection, this could be an interesting topic for future research.

16 Ownership involvement of Czech banks in other companies resembles the situation in Germany. Allen and
Gale (1995), with reference to the German financial market, argue that the fact that the market for corporate
control collapses when stock markets are thin could be made up for by the role of banks as delegated monitors
holding equity and exercising their voting rights. Czech banks, with their numerous holdings, were given the
above option. However, as shown by Lizal and Ko¢enda (2001), the newly-created banks also had a number of
serious structural weaknesses.
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distribution network, also on increasing output and hence employment. The issue
that arises is whether profits generated by firms with foreign owners are declared
or hidden through transfer pricing. Naturally, in an underdeveloped legal and
institutional setting, any one type of ownership could be associated with managers
or key shareholders looting the firms, directly or through transfer pricing.

4. The Data and Basic Statistics
4.1 Performance Data

We start our analysis by providing an understanding of whether corporate
restructuring associated with different types of ownership occurs more in terms
of revenue or cost (the two main components of profit). We do so by using the
rate of change in sales revenue and in labor cost."” Profitability is widely viewed
as the best ultimate measure of corporate performance, and we use two measures
of profitability as our dependent variables: the annual rate of change of operating
profit on sales (profit/sales or return on sales) and the annual change in the return
on assets (ROA), measured as the ratio of the change in operating profit between
periods t-1 and t to total assets in period - 1. By using the profit/sales ratio, we take
advantage of the fact that this indicator is based on two flow measures that are less
sensitive to inflation and accounting conventions than many other indicators. By
using assets in period #-1 in calculating the change in ROA, our measure is not
affected by the possible phenomenon of privatized companies simply writing oft
unproductive assets."®

Combined with the estimating framework that we describe below, as well as
theoretical and empirical results from other studies, the four indicators of
performance give us an opportunity to generate a number of analytical insights.
First, since wages in public and private firms in the Czech Republic moved in tandem
(Miinich, Svejnar,and Terrell,2005), the relative rate of change of labor costs between
public and private firms reflects primarily changes in employment. A comparison
of the relative evolution of sales/labor cost hence yields a close approximation of
the relative evolution of sales/employment, or labor productivity.*

Second, the four indicators permit us to draw inferences about the extent to
which firms with different ownership engage in the two types of restructuring
that have been viewed as key after privatization of SOEs - defensive (reactive) and

17 We do not use other measures of performance, such as material costs, because the sample size would be
substantially reduced due to limited information on other variables in the data.

18 Our measure would provide a biased indicator of a change in ROA, however, if productive assets were sold
and, as a result, both assets and profit (rather than just assets) diminished. However, only about 5% of the firms
in our sample actually reduced their assets and, as we discuss below, firms that substantially reduced assets
were removed from our sample when we eliminated outliers.

19 This is especially the case as we control for the industry in which the SOEs and private firms operate.
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Table 1: Summary Statistics of the Rate of Change of Performance Indicators:

1996-1999
Annual rate of change of | Mean Std. Dev. Min Max No. Firms | No. Obs.
ROA" 0.001 0.098 -0.393 0.387 1540 2905
Profit / Sales -0.267 0.982 -2.995 2.985 1289 2164
Sales 0.009 0.426 -1.000 2.820 1371 2592
Labor Costs 0.010 0.364 -1.000 2.842 1539 2949

The ratio of the number of observations to number of firms varies due to an unbalanced nature of the panel.

* ROA is defined as a ratio of change in profits between two consecutive periods to total assets at the beginning
period. Formally: [(Profit(t)-Profit(t-1))/Total Assets(t-1)].

strategic restructuring.” Defensive restructuring is primarily related to short-term
measures, such as layofts and reductions in wages, while strategic restructuring
refers to deliberate investments in the development of firms’ advantages, such as
introducing new products and finding new markets, and it results in increased
sales revenues and profits.

Third, by examining the simultaneous effects of different types of ownership on the
change of sales, labor cost and profitability, we are able to draw tentative conclusions
about the presence of phenomena such as looting of the firm, inefficiencies, non-
labor costs, and non-sale income.

Our working data set contains 2,529-2,949 observations on an unbalanced panel of
1,371-1,540 medium and large firms from all economic sectors during the period
1996-1999. As we indicate in Table 1, the exact number of observations and firms
varies slightly across the four performance indicators. The observations represent a
cleaned data set from the entire population of firms that were listed on the Prague
Stock Exchange (PSE) in 1996. Since virtually all large and medium-sized firms
privatized in large-scale privatization were listed on PSE, the data set contains
most of these firms. In addition to performance variables, our data set contains
detailed measures of ownership structure, sector in which the firm operates and
the firm’s privatization history (including performance and institutional data from
the pre-privatization period). The data sample was compiled by the authors from
information provided by Aspekt, a commercial database, the PSE, The National
Property Fund (the privatization agency) of the Czech Republic, and the Business
Register of the Czech Republic.

It is well known that firm-level data from the transition and emerging market
economies often suffer from accounting deficiencies and usually contain missing
values and outlier observations that may bias the estimated coeflicients (e.g., Filer

20 See Aghion and Carlin (1996), Grosfeld and Roland (1997) and Aghion, Blanchard and Carlin (1997) for a
discussion of these concepts.
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and Hanousek, 2002). Firms operating in the Czech Republic started adopting
international accounting (IAP) standards in 1992, and our discussions with
international accounting firms located in the country indicate that this process
was by and large completed in 1995. Our 1996-99 data are hence from a period in
which IAP already dominated local accounting standards. Moreover, the data are
reported by firms that had to conform to the standards demanded since the mid
1990s by the main regulatory institutions, namely the PSE, the National Property
Fund and the Czech National Bank. The data are hence relatively reliable and free
of the accounting deficiencies that plague earlier studies.

We have adopted a three-step approach to handling missing observations and
outliers in the original data set of 2648, 2972, 2682, and 3050, year-to-year rate of
change observations for sales, labor cost, profit/sales, and ROA, respectively. First,
we eliminated the few (rate of change) observations that were based on inconsistent
values in the levels of variables, such as negative values of sales or labor cost. This
resulted in 2644, 2972, 2679, and 3050 observations for the rate of change of sales,
labor cost, profit/sales, and ROA, respectively.

Second, since the data still contained a number of observations with fairly extreme
values, we examined the sensitivity of parameter estimates to the trimming of these
extreme values of variables, identifying points where the results became relatively
insensitive to further trimming. We found that the estimates ceased being sensitive
to trimming at the point where the year-to-year rate of change in the performance
indicators was constrained to the wide interval of (-100%, 300%) for sales and labor
costs, (-300%, 300%) for profit over sales and (-40%,40%) for ROA.* Imposing these
wide limits led to a relatively modest reduction in the number of observations and
resulted in 2592 observations for the rate of change in sales, 2949 for the rate of
change in labor cost, 2168 for the rate of change in profit over sales, and 2905 for the
change in ROA. We have used Heckman’s (1979) procedure to correct for the possible
sample selection bias brought about by the two-step data cleaning procedure.”

Third, we explored the possibility of creating a balanced data set with the same
firm-year pairs across the four performance indicators. We found that this would
require reducing the number of observations for the rate of change of sales, labor
costs, profit over sales,and ROA, by 572 (22%), 929 (31%), 148 (7%), and 885 (30%),
respectively, resulting in a sample with only 1210 firms and 2020 observations.
We have deemed this further reduction in the number of observations to be
excessively large and used the larger sample from step two above in our analysis.
For comparison, we have generated Heckman-corrected estimates based on the

21 In contrast, the estimated coeflicients change dramatically and non-monotonically as we add the outlying
observations beyond this borderline to the sample.

22 In particular, using the original set of observations we first ran a Heckman-type probit equation, predicting
the probability that a given observation is included in the subsample on the basis of the following variables:
the initial values of the performance indicators and their squares and products, as well as dummy variables
capturing the presence of a given firm in a particular privatization wave.
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balanced sub-sample and found them to be broadly similar to those based on the
larger sample.

On average, within the four-year (1996-99) period we have data for three
consecutive years to compute annual rates of change of performance variables
(Table 1).* In terms of the number of firms and observations, our sample is larger
than samples used in previous and most ongoing studies in this area. More detailed
summary statistics of performance indicators by ownership type and ownership
extent are presented in appendix tables A1 and A2. We have also carried out a
number of checks against official and private records to verify that our ownership
information is reliable and that we hence meet the criticism of earlier privatization
studies raised by Filer and Hanousek (2002).

4.2 Ownership Data

Animportantfeature of our datais thatit permits usto analyze the effect of ownership
on performance using two measures of ownership. First, as in most studies, we
evaluate the performance effects associated with different types of a single largest
owner (SLO). In doing so, we have the advantage that we can distinguish among
the aforementioned six domestic and two foreign types of SLOs. Second, we assign
all owners into three categories that have figured prominently in the privatization
debate and are widely believed to have different effects on corporate governance
and performance - state, domestic private and foreign ownership. Having included
all owners in one of these three categories, we examine whether majority, blocking
minority and legal minority ownership by each of these three groups of owners
affects the firm’s performance. With both specifications of ownership, we also
assess if the state affects corporate performance by retaining a golden share that
gives it the right to block certain managerial decisions.

As may be seen in Table 2, domestic industrial companies are the most frequent
SLOs with 1,244 observations, followed by domestic investment funds (423
observations), domestic individuals (335) and the Czech state (174). Foreign
industrial companies are by far the most frequent SLOs among the foreign investors
(236 observations), with the total number of foreign SLO observations being 303.
Ownership concentration, measured by the average stake held by a SLO, is between
38 and 59 percent, which is rather high in comparison to ownership concentration
in developed countries (Demsetz and Lehn, 1985) and it resembles more the
continental European than Anglo-American ownership concentration patterns.

23 There are 34 sales and 28 labor cost observations for which the rate of growth is -1. Hence, only a small
number of firms ended production during the 1996-1999 period.

24 In this analysis, we hence focus on the effects of majority and blocking or legal minority ownership
irrespective of how many different owners of the same type comprise the majority or minority groups.
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Table 2: Ownership Extent and Categories: Summary Statistics

Panel A: Type of Ownership by Single Largest Owner (SLO)

Number of Observations
Type of single | Meanf Blocking |Legal Minority
|argest owner um. size o Majority . . Other (Highly Golden
of obs. | stake Minority | (Moderately .
(SLO) %) held held Dispersed Dlspersgd Share held
by SLO by SLO Ownership) Ownership) by State
Domestic Ownership
Industrial Co. | 1244 | 48.83 547 412 272 13 42
Bank 33 46.42 1 14 7 1 1
Invest. Fund 423 37.61 96 119 205 3 19
Individual 335 38.92 82 99 150 4 13
Portfolio Co. 80 45.06 22 35 22 1 5
State 174 43.18 49 63 58 4 66
Foreign Ownership
Industrial Co. 236 58.81 139 60 30 7 6
Others 67 51.23 26 26 15 0 3
Total 2592 | 46.16 972 828 759 33 155
Panel B: Ownership Extent
Number of Observations
Type of Mean Legal Minorit
Num. | size of egal Minority ;
aggregate | . Lo | Stake . .| Blocking | (Moderately Other (Highly | Golden
ownership Majority S . Dispersed | Share held
(%) Minority | Dispersed Ownership) | by State
Ownership)
Domestic 2115 44.84 758 679 656 22 80
Foreign 303 57.14 165 86 45 7 9
State 174 43.18 49 63 58 4 66
Total 2592 | 46.16 972 828 759 33 155

Note: This table contains basic ownership statistics associated with the performance variable of sales. Statistics for
other performance indicators are similar. Ownership concentration categories include majority (more than 50%
of shares), blocking minority (from more than 33 to 50% of shares), legal minority (at least 10% but not more than
33% of shares), and other (less than 10% of shares). All ownership categories are mutually exclusive. The golden
share is an additional measure that is not associated with any particular extent of ownership.
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Foreign owners as a group tend to hold majority ownership stakes in the acquired
firms (panel B of Table 2). The situation is just the opposite for domestic private
owners and the state, both of whom have average stakes around 43-45 percent
and display absolutely and relatively more cases of blocking and legal minority
ownership than majority ownership. Moreover, the state retains a golden share
primarily in firms in which it or domestic private owners are the SLO. Finally, there
are 33 observations with highly dispersed ownership in the sense that no type of
owner has even a legal (10 percent) minority ownership. These observations come
from 25 firms that are larger than average in terms of total assets, but otherwise
tend to have quite diverse characteristics.”

In panels A and B of Table 3, we present two transition matrices depicting how
ownership changed between 1996 and 1999 by SLO and extent of ownership,
respectively. The ownership of origin (1996) is listed in the rows on the left-hand
side of each panel and the destination (1999) ownership is shown in the column
headings on the top of each panel. In each row, the diagonal entry gives the
percentage of companies that remained in the same ownership category, while the
off-diagonal entries show the percentages of companies that switched from the
original ownership given by the relevant row to the new ownership given by the
relevant column. As may be seen from Panel A, the flows across the eight types of
SLOs show that domestic and foreign industrial firms are stable types of owners in
that 69 percentand 75 percent of firms that had SLOs in these two categories in 1996,
respectively, had SLOs in the same categories also in 1999. Together with domestic
investment funds and individually owned companies, these two ownership forms
are also the main recipients of inflows of firms from other categories, especially
domestic portfolio companies, banks and foreign other (non-industrial) firms.
Indeed, domestic industrial companies become the most frequent new SLOs
of firms from all the original categories of ownership, while foreign industrial
companies take over as SLOs primarily from foreign non-industrial companies
and banks. Domestic investment funds are a favorite SLO destination for firms
from bank and portfolio company ownerships, while domestic individual owners
become new SLOs relatively evenly across all the original ownership categories
except for foreign industrial firms.

When measured by the extent of state, domestic private and foreign ownership
(Panel B), majority foreign and majority domestic ownership forms are the most
stable forms, retaining 73 percent and 68 percent of their 1996 firms in 1999.
Majority domestic ownership, followed by blocking minority domestic ownership,
are the two main ownership forms to which firms switched from almost all other
categories. There was also a tendency toward concentration of foreign ownership
as majority foreign ownership was a significant destination for firms with blocking

25 The firms belong to various sectors, with 7 being in trade and 4 in construction and building materials
sectors. In 5 firms foreign owners have the largest, albeit relatively small, stakes. The state holds the golden
share in two of these firms, both of which are water supply utilities.
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Table 3A: Effect of the Single Largest Owner (SLO) Type on Performance

Instrumented Estimates (Standard errors in parentheses)

Sales Labor Cost Profit / Sales ROA
-0.1417 0.034 -0.197 0.004
State (Constant) 0.076) (0.053) (0.141) (0.012)

Initial Ownership (P;,) - Time-varying Effect ()

Domestic Ownership
. -0.027 -0.063' 0.015 -0.002
Industrial Co. 0.029) (0.023) (0.078) (0.006)
Bank 0.025 0.043 0.005 0.015
(0.065) (0.055) (0.154) (0.014)
0.015 -0.071 -0.080 -0.006
Invest. Fund (0.033) (0.026) (0.088) (0.007)
Individual 0.022 -0.027 -0.081 0.001
(0.037) (0.031) (0.095) (0.008)
Portfolio Co 0.042 -0.012 -0.098 -0.005
' (0.068) (0.051) (0.134) (0.012)

Foreign Ownership

. 0.107 0.026 0.180" 0.013
Industrial Co. 0.042) (0.031) ©.111) (0.009)
Others 0.003 -0.055 -0.221 -0.006
(0.097) (0.073) (0.192) (0.015)

Subsequent Ownership (P;,) - Time-varying Effect (6)

ijo

Domestic Ownership
Industrial Co -0.026 -0.0417 0.011 0.004
- (0.027) (0.025) (0.093) (0.008)
Bank -0.167 -0.094 0.338" 0.118°
an (0.150) (0.091) (0.212) (0.052)
Invest. Fund -0.096" -0.104" 0.062 0.004
. (0.051) (0.034) (0.124) (0.014)
Individual 0.050 -0.054 0.025 0.004
(0.086) (0.053) (0.153) (0.014)
. -0.116° 0.089 -0.091 0.021
Portfolio Co. (0.058) (0.097) (0.217) (0.020)

Foreign Ownership

Industrial C 0.061" 0.087 0.094 0.007
ndustrial o. (0.036) (0.026) (0.152) (0.010)
Others -0.072 -0.015 -0.391' 0.009
(0.098) (0.076) (0.134) (0.017)

and legal foreign minority ownership. Finally a significant proportion of firms
with foreign ownership of all types switched to domestic majority or minority
ownership over time.

Overall, we observe substantial ownership changes during the relatively stable
post-privatization period under study. In terms of the categories in Table 3,7 to 48



78 | Hanousek, J., Ko¢enda, E., Svejnar, J.

Table 3B: Effect of the Single Largest Owner (SLO) Type on Performance

Instrumented Estimates (Standard errors in parentheses)

Ownership Change (AP;,) - Time-invariant Effect (5)
Domestic Ownership
Industrial Co 0.047 -0.015 0.043 -0.002
- (0.034) (0.029) (0.107) (0.009)
Bank 0.072 -0.037 -0.099 -0.152!
an (0.182) (0.122) (0.384) (0.061)
Invest. Fund 0.106 0.154" 0.087 -0.012
est.fu (0.068) (0.051) (0.154) (0.016)
.. -0.062 -0.087 0.133 -0.013
Individual 0.102) (0.062) (0.180) (0.017)
Portfolio C -0.057 -0.166 0.235 -0.044°
ortiofio to. (0.075) (0.107) (0.274) (0.023)
Foreign Ownership
Industrial Co 0.066 -0.032 0.112 -0.021
- (0.070) (0.052) (0.191) (0.016)
Others 0.030 -0.009 0.223 -0.013
0.111) (0.087) (0.209) (0.022)
0.014 0.062' -0.017 0.009
Golden Share (0.025) (0.019) (0.090) (0.006)
Initial value (X.) 0.000 0.000 0.000" -0.315!
al value (A, (0.000) (0.000) (0.000) (0.043)
Voucher-Privatization Dummies
First Wav 0.036 -0.093° 0.024 0.000
stiVave (0.067) (0.052) (0.125) (0.010)
Second Wave 0.057 -0.117° 0.040 -0.009
(0.067) (0.051) (0.130) (0.010)
0.064 -0.097° -0.022 0.004
Both Waves (0.069) (0.054) (0.136) (0.011)
Adj. R square 0.017 0.044 0.008 0.110
Num. of Obs. 2592 2949 2168 2905

Note: The dependent variables are the rate of change of sales revenue, labor cost, and profit/sales, and the change
in ROA, respectively. Numbers in parentheses are standard errors. Number 1, 5 and 10 denote significance at 1%,
5% and 10% level, two-tail test, respectively. Industry, privatization, and year dummies are included.

percent of our sample changed category by the type of SLO and 15 to 31 percent
by extent of ownership, with the greatest (smallest) shift being toward an industrial
company (bank) as the SLO. Data not reported here show that ownership changes
were relatively evenly distributed over the 1996-99 period.
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5. The Econometric Model
5.1 Model Specification

Our main goal is to analyze the performance effects of the principal types of
ownership that we observe after the large-scale privatization in 1996. In addition,
we want to control for and estimate the effects of the changes in ownership that took
place in the 1996-99 post-privatization period that we analyze. In order to do so, we
adapt the Ashenfelter and Card (1985) and Heckman and Hotz (1989) panel data
treatment evaluation procedure for our context and supplement it with instrumental
variables.

Let X;, be a given performance indicator, with subscript i denoting an individual
firm with ownership type j, in year £, and let y,, be the percentage change of X, from
t - I to t. Moreover, let P;, denote ownership type j of firm i in year ¢. A logarithmic

model of performance may be specified as
P -pl=A (1)

which may be expressed in the annual rate of change (first-difference) specification
as an estimating equation®

sp” )

For ease of interpretation, all dummy variables in equation (2) are coded relative
to the constant a which, depending on the specification of ownership, contains the
performance effect of state SLO or state majority ownership. The column vector
B, therefore reflects the effects of all the other types of 1996 post-privatization
ownership P, relative to state SLO or state majority ownership.” Similarly, vector ¢,
captures the instantaneous effect observed in any year 7 after 1996 if a firm changed
its 1996 ownership to a new ownership category AP, , and vector 6, reflects the
permanent effect associated with the new type of ownership P, _established at time

ijt

7%, Coefficients f3; and 6, hence give the initial and subsequent permanent effects of

26 Equation (2) may also be viewed as coming from a framework such as that invoked in the endogenous
growth literature (e.g., Temple, 1999; Barro and Sala-i-Martin, 1995), where the rate of change of the dependent
variable may depend on its initial level (e.g., rate of change of performance being related to an initial level of
investment) and some other variables. In the context of the debate about the performance effects of ownership
v. competition, we focus on estimating the effects of ownership, while controlling for the extent of competition
by the firm-specific fixed effects, the effect of initial performance interacted with the time trend, and the
industry-specific and annual time dummy variables interacted with time.

27 Equivalently, the coefficients 3, may be interpreted as the linearly time-varying effects of various non-state
types of ownership, relative to SLO or majority state ownership, on the (log) level of corporate performance.
Coding the ownership dummy variables so that the effects of non-state ownership forms is measured relative
to the effect of state ownership is useful because firms in which the state retains ownership are the ones that
are least privatized and under the null hypothesis also least restructured. The approach also accords with our
desire to investigate change in performance as firms switch from state to private ownership.

28 The term “permanent” effect is used to denote the effect that our data predict would last period after period
and it distinguishes this effect from the one-year instantaneous effect.
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ownership and our principal goal is to obtain unbiased estimates of 3, and to the
extent possible also 6. In estimating 8 and 6 in equation (2), we control for other
factors that affect performance and may be correlated with ownership. Thus vector
a controls for firm-specific (fixed effect) differences in performance across firms,
vector y reflects the effect of initial post-privatization level of performance X, on
the future rate of change of performance, and vector ¢ represents the effect of D,
industry and annual dummy variables as well as dummy variables reflecting the
form of privatization of the firm (first or second wave, both waves, or outside of the

voucher scheme). Finally, ¢, = v, - v, , is the error term.

Our specification thus controls for the effects on the rate of change of performance
of fixed differences among firms that were or were not part of the voucher scheme,
inter-firm differences in the initial post-privatization performance, annual
economy-wide shifts (such as macro shocks or degree of openness to trade)
and industry-specific fixed effects (proxying for factors such as the degree of
competition or differences in technology). In the context of the debate about the
performance effects of ownership versus competition, we focus on estimating the
effects of ownership, while controlling for competition by the firm-specific fixed
effects, the effect of initial performance interacted with the time trend, and the

industry-specific and annual time dummy variables interacted with time.

In addition to worrying about omitted variables bias, which we address by including
the various control variables, we consider two other key econometric issues,
measurement error and endogeneity (selection) of ownership. Measurement errors
in ownership and performance, as well as other variables, can induce standard
attenuation as well as more complicated biases in estimated coefficients. As discussed
above, the earlier studies of privatization often suffer from mis-measurement of
the ownership variables and performance indicators, including outliers that may
seriously affect the estimated coefficients. In collecting the present data set, we
have placed particular emphasis on identifying precisely individual owners and
changes in ownership, as well as collecting several indicators of performance from
a period when the IAP accounting system was in place. We have also tested for and
eliminated outliers that affect the estimates.

Endogeneity (selection) of ownership is another serious issue. Gupta et al. (2000)
find that better performing firms tend to be privatized first and since most studies
compare the performance of privatized firms to that of firms that are still in
state ownership, there is a danger that the inherently superior performance of
the firms selected for privatization is attributed to privatization rather than the
selection. Djankov and Murrell’s (2002) survey of studies dealing with the impact
of privatization on performance indicates that one-half of the studies do not treat
this issue at all. Our examination of the other half suggests that many treat the
issue in a relatively haphazard way. In the present study, we address this problem
as follows. First, we use the first-difference specification in equation (2) with the
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aforementioned covariates as a panel data treatment evaluation procedure to control
for the possibility that firms are not assigned to different ownership categories at
random and that certain types of owners (e.g., foreigners) may acquire firms that
are inherently superior or inferior performers.”

In estimating f§ and 0 in equation (2), we control for other factors that affect
performance and may be correlated with ownership. Thus vector «a controls for
firm-specific (fixed effect) differences in performance across firms, vector y reflects
the effect of initial post-privatization level of performance XCoefficients f; and
6, hence give the initial and subsequent permanent effects of ownership and our
principal goal is to obtain unbiased estimates of 3, and to the extent possible also
0, s on the future rate of change of performance, and vector ¢ represents the effect
of D, industry and annual dummy variables as well as dummy variables reflecting
the form of privatization of the firm (first or second wave, both waves, or outside of

the voucher scheme). Finally, ¢, = v;, - v, , is the error term.
Our specification thus controls for the effects on the rate of change of performance
of fixed differences among firms that were or were not part of the voucher scheme,
inter-firm differences in the initial post-privatization performance, annual
economy-wide shifts (such as macro shocks or degree of openness to trade)
and industry-specific fixed effects (proxying for factors such as the degree of
competition or differences in technology). In the context of the debate about the
performance effects of ownership versus competition, we focus on estimating the
effects of ownership, while controlling for competition by the firm-specific fixed
effects, the effect of initial performance interacted with the time trend, and the

industry-specific and annual time du