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Abstract
This thesis uses the joint World Bank and European Bank for Reconstruction and Development dataset, the Business Environment and Enterprise Performance Survey (BEEPS).  The dataset provides a rich set of measures of variables at the firm level with retrospective questions covering the period between 1996 and 1999.  Using this dataset, I find that the effects of ownership (excepting de novo private firms) and competition are not able to explain much of the variation in firm’s performance.  While not able to explain much of the variation in firm performance, competition does have a significant, although counterintuitive, effect on firm performance.  One of the most consistent and statistically strong results is that there are striking differences between de novo and traditional firms.  De novo firms consistently outperform traditional firms in sales and employment growth, but lag in labor productivity growth, possibly reflecting a lag between employment and sales increases.  Furthermore, firms that restructure perform quite differently than those that do not.  Strategic (revenue-increasing) restructuring improves sales and employment growth while defensive (cost-reducing) restructuring lowers sales and employment growth.  The only restructuring measure that impacts labor productivity growth is the successful upgrading of an existing product line.   Finally, there is a significant relationship between strategic restructuring and competition.  

Dedication

“Intellectuals are in fact people who wield the power of the spoken and the written word, and one of the touches that distinguish them from other people who do the same is the absence of direct responsibility for practical affairs” (Schumpeter 1942, 147).

1 Introduction SEQ chapter \h 
In the fourteen years since the beginning of the transition to a market economy in Central and Eastern Europe and the Former Soviet Union, privatization has begun in almost every transition country. In order for the transition to be considered complete, however, more than privatization needs to be undertaken.  Large segments of the economy need to see further firm-level restructuring: many firms need to reduce their costs and increase their revenue.  Examples of the restructuring firms need to undertake can be divided between the two types of restructuring.  To reduce costs, many firms need to make deep cuts in employment, discontinue unprofitable product lines, close unprofitable factories and upgrade their production techniques.  To increase revenue, firms need to upgrade product lines or develop new product lines and open new plants if the existing ones cannot be converted to new production in a cost-effective manner.   At the economy-wide level, many countries have completed price liberalization and macroeconomic stabilization policies.  Based upon conventional economic thinking, the next step for transition is the implementation of a competition policy.  This is based upon the belief that privately-owned firms in competitive markets are expected a priori to be the fastest growing and the most likely be moving towards the market the quickest through restructuring programs.  However, one difficulty likely to be encountered in developing a competition policy will be dealing with the multitude of special interests trying to modify competition policy for their own ends.  

In the first chapter, the initial conditions of the transition from a command to a market economy are described, followed by a brief discussion of the theoretical perspective on privatization, competition and restructuring.  Finally, I present a review of the empirical literature in order to describe the different methodologies used to expose the effects of ownership on firm performance.  In the second and third chapters of the thesis, a firm-level dataset collected in 1999 with retrospective questions dating back to 1996 is used to find the effects ownership, competition and restructuring have on firm performance in transition countries, as well as to investigate the role of ownership and competition on firms’ decision to undergo strategic restructuring.  

2 Literature Review SEQ chapter \h 
2.1 Methods of Privatization

In the following section, I will first outline the most popular methods of the privatization of state owned enterprises (SOEs).  Following that, I will present and evaluate the pros and cons of privatization.  In evaluating the pros and cons, it is important to recognize the vast differences in these arguments between market economies, such as Britain and France, and the economies in transition in Central and Eastern Europe (CEE) and the Former Soviet Union (FSU).  The final section will describe the privatization programs of Poland, the Czech Republic and Russia to highlight the differences in strategies and outcomes that may result from political constraints and initial conditions.  These three countries were chosen because their privatization policies are indicative of the programs implemented elsewhere in transition countries.  Poland, although it implemented a mass privatization program, followed the gradualist approach.  The Czech Republic followed the ‘big bang’ approach more closely, while Russia illustrates the cases where an initial period of stalemate and inaction were followed by a quick privatization process.  Due to the cross-country nature of this research, it is essential to recognize the impact that country-specific effects will have upon the results.  

2.1.1 Summary of Privatization Methods

Following the demise of socialism in CEE and the FSU, the new governments saw the need to depoliticize SOEs.  The quickest way was privatization, which also generated some immediate (and badly needed) monetary benefits for the governments.  Across the 25 transition countries, many different techniques were used in privatization that had a direct effect on the post-privatization distribution of ownership.  The primary post-privatization ownership types were:

· Individual- or family-owned businesses

· Firms owned by domestic companies

· Dispersed ownership across a large segment of the population

· Investment fund- or bank-owned firms

· Foreign-owned firms

· Insider worker-owned firms

· Insider manager-owned firms

· Firms owned by a board of directors, usually new outside owners

There were six methods of privatization that were widely considered and/or used.  The early plan was to implement a Thatcher-style privatization program.  Enterprises would be valued, restructured and sold off individually.  However, policy-makers soon realized that this method was not feasible in a transition context.  Small enterprises were often auctioned off or sold in lease buyouts.  Firms that were privatized by lease buyout were sold with the new owners making monthly payments until the price of the firm was repaid.  This left many firms highly leveraged.  These methods were particularly popular for shops.  For medium- and large-enterprises there were four methods most frequently used.  Some enterprises were given to their workers and managers (or the firm was leased to insiders, and had to repay part of the value of the firm to the state).  Other enterprises were sold, either to domestic outsiders or to foreign investors.  The latter option was used in many countries although its scope was limited by the population’s tolerance of foreign ownership.  Finally many countries utilized a mass privatization program that distributed shares of SOEs across the population. 

The following section will provide a brief description of the privatization programs instituted by the Russian Federation, Poland and the Czech Republic.  A more detailed analysis is provided in Frydman, Rapaczynski and Earle (1993a, 1993b) and Earle, Frydman, Rapaczynski and Turkewitz (1994). 

2.1.1.1 Poland


Poland embarked on one of the first privatization programs in Central and Eastern Europe (CEE) and the Former Soviet Union (FSU).  The privatization program followed ‘big bang’ liberalization and stabilization policies.  The first government move on privatization occurred in July 1990 with the passing of privatization legislation in the Sejm (the lower house of parliament) creating the Ministry of Ownership Transformation (MOT).  The first suggestion implemented for privatization was similar to the Thatcher privatizations of the 1980s in Britain.  However, due to the large number of SOEs it was not feasible to provide an adequate valuation of the company’s worth before the public offering on the stock market.
  In 1990, five enterprises were privatized by this method.  With over 3,000 industrial SOEs and 8,000 total SOEs, a new privatization technique was needed (Sachs 1993).

In June 1991, a new privatization program began to be implemented.  Jeffrey Sachs (1993) divides the privatization scheme into three categories based on enterprise size.  The small enterprises were auctioned, leased or given away, primarily to insiders.  In both the medium and large enterprises, insiders (both workers and managers) and the ministry responsible for the firm had to endorse the corporatization of the enterprise.
  Following this, the enterprises were privatized.  Medium enterprises (those firms with between about 40 and 500 employees) were privatized via liquidation.  As Poznanski (1996) notes, both solvent and insolvent firms were privatized by liquidation.  All the assets would be sold or leased to insiders and large foreign investors would be found to provide capital investment to restructure the enterprises.  The most radically new technique was employed in privatizing the large, primarily manufacturing enterprises: a mass privatization program (MPP).  All Polish adults received a share of vouchers that could be exchanged for shares in firms.  All the population’s vouchers were placed in National Investment Funds (NIFs) that were run by foreign expert investors.  In addition to the general population, some vouchers were distributed or sold to foreign investors, the state and the state-run pension fund.  Of all the privatization programs tried in Poland between 1990 and 1993, the MPP had the most profound effect on other countries’ privatization programs.  Prominent among countries employing MPP based on the Polish model are the Russian Federation and the Czech Republic.  

After the MPP, an idea tossed around government, but rarely implemented to improve SOE performance without privatization, was managerial contracts.  If the firm performed up to expectation, the manager, workers and board of directors received incentives in the form of shares.  Of the shares distributed, 70 percent went to the manager, 20 percent to the workers and 10 percent to the board of directors (Poznanski 1996).  Although in theory this would be a viable option, in practice, the lack of complete separation between politicians and firms would lead to an inefficient outcome (Boycko, Shleifer, and Vishny 1996).  All in all, privatization was successful in reducing the size of the state sector.  The state’s share in national income produced fell from 69.9 percent to 44.7 percent between 1989 and 1993.  In 1993, the private sector had a larger share of national income than the state sector as compared to the 19.2 percent of national income it had in 1989 (Poznanski 1996).  Other measures, including total output and employment, show similar trends towards the private sector at the expense of the state sector. 
  

2.1.1.2 Czech Republic


Privatization in the Czech Republic proceeded at about the same pace as privatization in Poland. 
  Privatization began with a law for the privatization of small enterprises in 1990.  Small-scale privatization began in January 1991.  The law on large-scale voucher privatizations was passed in 1991 and the program proceeded from 1992 to 1994 in two waves.  The biggest difference between the programs of Poland and the Czech Republic was that the latter had a restitution (reprivatization) program that tried to restore the property seized under socialism to their original owners or their descendents whereas in Poland, the issue has yet to be fully addressed.  The restitution program returned about 100,000 units, primarily retail establishments and real estate.  After privatization, there was a consolidation of vouchers in the 400 established Investment Privatization Funds (IPFs), which ended up owning 71 percent and 64 percent of vouchers from the first and second waves, respectively.  However, regulations on the maximum share IPFs could have in individual enterprises limited the concentration of ownership.  The small-scale privatization begun in 1990 proceeded mostly through auctions.  Most importantly, insiders were not given any advantage over outsiders in the privatization process, a fact that still causes political disputes between the new entrepreneurs and owners of small shops and the established (nomenklatura) insiders.  


Despite the wide scope of the Czech Republic’s privatization program, a sizable chunk of firms are still state-owned.  These fall into two categories: firms in which state ownership is residual and firms in which it is strategic.  The former category includes firms in which some shares were not sold because of insufficient demand for them and were expected to be completely privatized by 1997.  Strategic state ownership includes firms in industries favorable to a natural monopoly, such as rail and electricity, but also includes firms in the steel and petrochemical industries in which concern over competition is less important.  The state has pledged to privatize these firms as well, although there is no set timetable.  The privatization program in the Czech Republic has been largely successful and as of 2000, 77.8 percent of Czech firms were privately owned.  

2.1.1.3 Russian Federation


The privatization process in the Russian Federation did not get started until a few years after the fall of the Soviets.  In large part this was due to the continued role of Communists and former Communists in the government​​​—in most other transition countries, the pre-transition politicians were completely removed from power (Boycko, Shleifer, and Vishny 1995).  The privatization law was passed in June 1992 and the process began in October of that year.  Frydman et al. (1993b) suggest that the impetus for privatization had appeared in the middle of 1990.  However, no progress was made until the beginning of 1992 with Boris Yeltsin’s “Acceleration Decree”.  


The primary method for privatizing large formerly SOEs was voucher privatization.  However, unlike in the Czech Republic, the public was less willing to purchase and trade shares in companies.  The process was further hampered by the large degree of power held by insiders.  As of December 1994, 59 percent of the Russian firms eligible for privatization were controlled by insiders while 29 percent were controlled by outsiders and the remaining 12 percent held by the state (OECD 1995).  Within the insider classification, worker-owned firms made up 42 percent and manager-owned firms 17 percent.  The reason for the large amount of insider control is a result of the aim of privatization: to privatize as many firms as quickly as possible and to remove the possibility that in the future they will be renationalized.


Small enterprises were privatized either by auction or lease buyout.  The federal privatization plan extended to a limited group of small enterprises.  Retail shops were distributed to the municipalities, who were responsible for privatizing them, in 1991.  Medium-sized enterprises were privatized both by vouchers and by auction and lease buyout.  Initially, the privatization process did not include land so the owners of newly privatized firms owned only the firm, not the land or the building in which it was contained.  Initially, some firms were deferred from privatization.  These are intended to be privatized, but were not on the same strict timetable as others.  Examples of these firms include firms producing for the military, nuclear power stations, and electricity distribution firms.  The Russian privatization program established its primary objective—freeing enterprises from political bureaucratic control—but the large presence of insider-owned firms hampers economic performance.  


From these three experiences of privatization, one can draw several lessons.  The preferable methods of privatization are mass privatization for medium and large enterprises and auctions or lease buyout for small enterprises.  However, a large share of insider ownership, as in Russia, may retard economic growth.  Selling firms, while generating money for the government, may not be viable if demand is insufficient, as it most likely was in transition due to the lack of savings; most saving was wiped out in the bout of inflation at the beginning of transition.  

2.2 Literature Review

2.2.1  A Theoretical Perspective

To put the effect of privatization on firm performance in context, it is necessary to begin with a description of the initial conditions faced at the onset of transition and the problems inherited from socialism.  Following that description, the interrelation between privatization and other market factors, most prominently competition, will be described.  

2.2.1.1 Initial Conditions

The study of transition in any form, particularly in regard to the success of privatization and liberalization programs at a micro-level, necessitates a brief overview of the deficiencies inherited from the socialist system.
  Fischer and Gelb (1990) and Svejnar (1991) provide a broad overview of the problems of the socialist system and their relationship to the transition process from a macroeconomic and microeconomic perspective, respectively, and provide the basis for my description.  

Many, if not all, of the problems inherited from socialism facing the countries of Central and Eastern Europe (CEE) and the Former Soviet Union (FSU) can be traced to centralized bureaucratic control, a major characteristic of all socialist economies (Kornai 1992).  I will describe these with specific reference to industry structure, prices, international trade, and the lack of property rights.  

Industry structure in socialist economies is imposed by the state with little or no consideration for efficiency.  Rather, the industry structure chosen represents the easiest way for the centralized bureaucracy to retain control over the productive forces of the economy and embodies the belief that ‘bigger is always better’.  More specifically, large monopolistic firms reduce the amount of communication needed to organize the production of the Plan-stipulated levels of output in each industry.  Furthermore, the focus placed upon the fast development of the economy, particularly the military, created an overemphasis on heavy industry, to the detriment of light industry (primarily consumer goods) as well as services, which were kept to a minimum during the socialist period.  Despite the conveniences this structure afforded the Communists, during transition, as will be discussed later, the monopolistic structure of the economy has created many problems for the introduction of market forces. Furthermore, the overconcentration in heavy industry necessitated a large degree of painful reallocation across sectors.  

The centralized nature of socialist economic control, as well as ideological factors, created the need for administratively set prices, which were set without reference to demand or reflection of the costs of production.  This system of administratively set prices, often far lower than world prices, led to a persistent state of shortage.  The shortage was acute both in the supply of inputs and consumer goods.  The shortage of production inputs increased the problems of concentrated industry structure because enterprises, in order to avoid a production stoppage caused by shortages of inputs, began producing many of the inputs in-house.  The problems associated with a centralized control of industry structure discussed above, and the increases in in-house production of inputs, created a socialist economy that was both highly monopolistic and vertically integrated.  This created many problems for the transition to a market economy.  

The high degree to which the socialist economies were under state bureaucratic control necessitated the sheltering of the economy from world competitive pressures exercised by imports.  Therefore, in addition to regulating market structure and domestic prices, the government centrally controlled imports and exports through state trading companies (Kornai 1992).  This led to a situation in which “most of [the socialist economy’s] international trade was shaped by state agreements, rather than market considerations” (Fischer and Gelb 1990, 92). The difficulties associated both in terms of the Plan and ideology led the socialist economies to become highly autarkic, with much of the remaining volume of trade occurring within the Council for Mutual Economic Assistance (CMEA or COMECON).
  The dismantling of the CMEA system in the early 1990s entailed a large loss of markets for many products in CEE as well as cutting the implicit subsidies from the Soviet Union (Fischer and Gelb 1990). 

The ideological foundation for the socialist system precluded the formation of individual property rights over the means of production, with the exception of small plots of land in the agricultural sector of the economy.
  All of the means of production were owned collectively, but control over the means of production was exercised by the bureaucracy (planners and managers).  At the beginning of transition, many reformers and economists felt that the issue of establishing private property rights and the rule of law to enforce these rights was central to the process of transition in order to correct many of the perverse incentives that collective ownership and bureaucratic control had created.  

The results of centralized control over the socialist economic system have set out clear goals for the transition process and guidelines for measuring the degree to which these goals have been met.  Briefly, the problems inherited from socialism are: 

· a serious misallocation of resources, particularly primary inputs;

· obsolete infrastructure and capital equipment;

· low productivity and income;

· lack of adjustment to changing conditions by state-owned firms;

· ecological problems due to improper valuation of environmental externalities;

· over-emphasis on large firms and the resulting disregard of small- and medium-sized enterprises (SMEs);

· limited product variety; and

· rigid production processes.

The ultimate goal of transition overall, and to some degree of privatization in particular, is to correct these problems.  Some of these changes are underway, while others have yet to be addressed.  One mechanism by which this can be done is to create competitive market economies in Central and Eastern Europe and the Former Soviet Union.  The process by which this is accomplished depends on the willingness of the government to enforce a competition policy, the institutional structure of an economy, as well as the other initial conditions of an economy.  The necessary policies are not identical across countries, and countries with varying initial conditions may respond differently to the same policies (Zinnes, Eilat and Sachs 2001).  However, despite the cross-country variation in acceptable policies, it appears that in all countries, there is a common set of firm-level changes needed before the transition process can be considered complete.  Firms should become more flexible to changing market conditions, increase productivity, replace outdated capital, and increase product variety and quality.  The following sections will provide a more in-depth analysis of the details involved in the previously stated goals.  

2.2.1.2 Comparing Privatization in Transition to Privatization in the West

In looking for measures of privatization success in transition countries, one’s first inclination would be to look towards the privatization programs implemented in the rest of the world in order to identify common indicators of success.  It is possible to establish a framework by looking at the experiences of the West and of developing countries in their privatization programs.  However, there are a number of possible problems due to the unique conditions created by the nature of the transition process.  Nonetheless, several prominent transition economists have advocated looking to past privatizations for a framework to assess the progress of privatization in transition.  

Estrin (1998) suggests that the basic theoretical framework for assessing the gains from privatization in the past is applicable in the transition experience.  He asserts that “The conceptual issues raised by privatization in Central and Eastern Europe do not differ fundamentally from those in the western debate.  The framework is that of principal-agent theory, which suggests that there may be significant efficiency gains from private ownership” (Estrin 1998: 73).  Weitzman and Kruse (1990) agree with the basic idea expressed by Estrin that privatization will lead to efficiency gains in transition.  They argue that the capitalist system is inherently superior to the socialist system in its focus on profits as the sole maximizing concern of firms.  In the socialist system other ‘higher goals’ are emphasized similar to those emphasized in some state-owned firms in the West.  Specifically, they must guarantee full employment and were also concerned about fulfillment of the Plan.  Weitzman and Kruse believe that the incentive structure of the capitalist system that rewards good performance is the primary benefit of capitalism over socialism.  

Despite the theory presented by Estrin and Weitzman and Kruse, there are many reasons to believe that the privatization process and its success will need to be evaluated using different criteria in transition than in the West.  The argument on this side is most forcefully made by Frydman and Rapaczynski (1994), although similar claims can be found throughout the literature.  Their main argument revolves around the low level of development of a market economy in the transition countries and how this affects some of the most basic assumptions in studies of the privatization processes of non-transition countries.  

First, they argue that the lack of developed capital markets will impair both the necessary restructuring of formerly state-owned firms and the possibility for the redistribution of ownership shares to owners who will maximize the efficiency of these firms.  Capital markets in transition countries were very underdeveloped at the beginning of the privatization process and their development is one of the goals of the entire transition process, of which privatization is an integral part.  

Second, the methods of privatization used in transition are entirely different from those used in primarily capitalist economies precisely because of the lack of mature capital markets, as well as the scope of the necessary privatization process.  One merely has to consider the differences between valuing 100 firms per year (as was the case in the most rapid privatization process outside of the transition context) and trying to value 10,000 or more enterprises in each country undergoing the privatization process.  Furthermore, because there are only very underdeveloped markets for the firm’s outputs or capital, which one might use to value the assets of the firms undergoing privatization, the valuation of a single firm, let alone thousands, would be enormously difficult, prohibitively costly and would drag out the entire reform and transition process unnecessarily.  

The third, and probably most important difference, which to some degree encompasses the first two differences, is the problem of predicting the impact of privatizing nearly a whole economy.  In the previous privatization programs, the state-owned firms were surrounded by, and often directly competing with, privately owned firms in a market economy.  This is most certainly not the case in transition where over half of the economy (much more in some countries, such as Russia) was state-owned and faced no private competition and where even competition from imports was minimal.  

Thus, while some of the insights into firm behavior and privatization can be taken from the experience of non-transition countries and applied in a transition setting, it is unlikely that many of the conclusions from previous research can be used as a framework for evaluating the privatization programs and their success in the transition context.  For example, much of the previous literature relies on the assumption of developed capital markets and markets for the inputs and outputs of the firms undergoing privatization.  However, in transition, these assumptions are invalid.  Much of the theoretical underpinnings for a study of the success of privatization, the core of most transition reforms, must be, and have been, developed anew taking the constraints of transition into consideration.

2.2.1.3 Privatization Process Design and Implementation

When designing and implementing the privatization processes specifically, and reform measures in general, there are non-economic constraints that need to be accounted for: the political support for and sequencing of reforms.  In the following section I will first describe some of the general political constraints that need to be addressed, followed by a description of the different constituencies within the population and how their goals conflict.  In the final part of the section, I will address some of the particularly difficult concerns in weighting expectations of revenue gains versus egalitarianism in the privatization process.

2.2.1.3.1 Political Constraints

The general political constraints that need to be taken into consideration when designing a privatization program are ex ante feasibility and ex post sustainability.  The ex ante constraints deal with the distribution of winners and losers throughout the population, regardless of whether the actual identities of each group are known.  A policy that is feasible ex ante is on in which the winners could compensate the losers, regardless of whether they actually will.  The two options facing policy makers to avoid ex ante constraints are designing the policy so that the winners compensate the losers, or delaying the planned reform measures (Roland 2000).

In terms of the ex post political constraints, the goal of policy-makers is to create irreversibility.  Roland (2000) suggests that mass privatization programs that distribute shares as widely as possible across the general population succeed the best at creating irreversibility.  A mass privatization program makes it very difficult for the ownership of privatized firms to become renationalized because it creates constituencies who have a stake in the continuation of private ownership as well as continuation of the reform programs.

2.2.1.3.2 Conflicting Constituencies

Designing and implementing a privatization program is a difficult process, especially when one considers the different aims of the varying constituent groups that are affected by privatization.  The different constituent groups can be divided into two larger groups: those who support privatization and those who oppose it.  The Treasury, taxpayers and consumers support privatization in general, while workers and managers usually oppose it.  There may also be opposition to privatization across those groups if people do not believe the government has the right to privatize any SOEs.

First, I will consider the goals of those who support privatization and look at the possible conflicts between these groups that are in favor of privatization.  The Treasury, especially in transition, is very supportive of privatization because it will shift enterprises from receiving subsidies and soft budget constraints under state-ownership to (hopefully) generating tax revenue.  This view of the Treasury rests on the assumption, which is likely to be appropriate during transition, that many state-owned firms being privatized make a loss (negative profit) and therefore need to rely on subsidies for their continued existence.
  The formal constraint on the Treasury as to whether it supports privatization for a particular firm is whether the expected net present value (NPV) of the profits under continued state-ownership would outweigh the sum of the NPV of the sale revenue plus the expected NPV of the future tax revenues received from the firm.  As mentioned above, in many state-owned enterprises, one would expect that the first term (the NPV of continued public ownership) would be negative, and that privatization would be supported by the Treasury even if the firms were distributed for free with no expectations of future tax revenue.  However, one must consider whether privatization will in fact lead to depoliticization and the hardening of the budget constraint.  From a different angle, one could argue that the Treasury might find it optimal to only harden the budget constraint, while keeping the firm under state ownership.  However, this then introduces credibility problems for the government because future politicians may re-soften the budget constraint to increase popular support for the government.  For this reason, anything short of complete privatization does not create irreversibility.  

In line with the discussion about whether, from a broad perspective, it would be optimal for the Treasury to retain control over some enterprises, but harden their budget constraints, Zinnes, Eilat and Sachs (2001) introduce a set of criteria that measure the success of privatization in terms of firm-level incentives.  There are three criteria that must be addressed that impact a firm’s efficiency, referred to as OBCA.  The first is the objective (O) of the firm.  It is assumed that state-owned firms typically do not have a solely profit-maximizing objective, as was discussed in previous sections, while private firms will.  The second criterion is the hardness of the budget constraint (BC), and the third criterion is agency (A).  These topics will be addressed more comprehensively in the next section, but it is interesting to note that if the Treasury remained the sole owner of firms, but hardened the budget constraint, only the BC criterion would be affected, and even that is not at all irreversible.  The O and A criteria would not substantively change, casting doubt on the effectiveness of anything short of total privatization.  

For taxpayers, their basic objective is the same as the Treasury’s: anything that lowers the amount of money spent by the Treasury lowers the tax burden, and therefore increases the utility of the taxpayers.
  Therefore, they would support privatization.  However, one could foresee situations in which the support for state-owned firms would differ according to the income level of the taxpayer.  Some taxpayers may feel that continued public ownership of some firms may benefit the society by providing services to those with lower incomes, and therefore increase their utility from being altruistic.  Alternatively, lower income taxpayers may favor continued state ownership in order to receive the implicit government subsidies from paying lower prices. Overall, while taxpayers would generally support privatization, the distributional effects of privatization may create ambiguity in some situations.  

Consumers’ primary goals are to increase the quality and availability of goods and lower their prices and would, therefore, support privatization.  Fulfillment of this goal, of course, may require the existence of competitive, or at least contestable, product markets.  Consumers may, however, be concerned with the distributional changes that privatization will bring, particularly for goods that were subsidized for lower income consumers or for goods produced in monopolistic, non-contestable markets.  Consumers, like taxpayers, may support privatization in many cases but there will be ambiguity when large distributional effects are present.  

Within the group of those who support privatization (at least in a general sense), there is the possibility that some of the different goals could conflict.  For example, if the government is considering the privatization of a loss-making firm with natural monopoly power, the Treasury and taxpayers would most likely support the privatization.  However, consumers may be suspicious about whether the firm’s privatization would increase product variety and quality, or would instead just raise prices.  In a situation like this it is possible that the Treasury and taxpayers would support privatization, but consumers would not.

Workers and managers, on the other hand, are likely to oppose the privatization of their own enterprises.  The primary reason for both groups, but especially workers, is the possibility that privatization will entail a reduction in employment and ex ante expected employment benefits.  Managers, in addition to concerns over their job security, will be concerned with the loss of autonomy, power and prestige they had previously enjoyed under state-ownership.  In order to gain support from managers and workers, many countries privatized with favorable terms for insiders.  The most notable example of this is Russia, where after privatization 60 percent of firms or more were insider-owned and controlled.

2.2.1.3.3 Revenue versus Egalitarianism: A Closer Look

There have been three main views expressed on the trade-off between revenue and egalitarianism.  The first focuses on the benefits of mass privatization and a wide dispersal of share ownership while the second highlights some very pressing concerns about whether the mass privatization program and free distribution of shares does in fact ensure egalitarianism using the case of Russia.  The third case questions whether wide dispersal of shares without developed capital markets will lead to restructuring using a simple example about the implementation of a managerial monitoring program.  

Estrin (1998) notes that using a mass privatization program instead of selling enterprises individually avoids a costly and slow process of the valuation of enterprises.  A government opting for a mass privatization program has effectively sacrificed all the potential revenue gains from privatizing enterprises individually.  However, a mass privatization program, such as the voucher programs of Russia and the Czech Republic, are very effective in addressing egalitarianism in share ownership.  Furthermore, a mass voucher distribution to a large segment of the population avoids criticism that only the old nomenklatura are benefiting, or that sales are made on the basis of corruption, with government officials selling firms to political insiders, instead of on the basis of willingness to pay.
  Finally, a mass privatization program can avoid possible shortages in the demand for firms that may arise where firms are being sold individually on such a large scale. 

However, as Gaddy and Ickes (2002) noted for Russia, mass privatization in a post-socialist environment may function as more of a lottery, with much detriment to the cause of egalitarianism.  They write: 

As a result of this overwhelming uncertainty about the outcome of each individual, privatization in Russia was tantamount to giving everyone a lottery ticket.  People did not know whether they had won, and what they had won, until later.  As it turned out, this lottery was to have very few winners and many, many losers.  In retrospect, this was not so surprising, because we know that wealth creation in the Soviet economy was concentrated in a relatively few sectors: oil, natural gas, and nonferrous metals were the most prominent.  These were handed over to a small number of individuals.  The rest of the citizens received pieces of various other industries, most of which would turn out to have little value (Gaddy and Ickes 2002, 116-117). 

This criticism is most certainly right on the mark.  However, the difficulty of distributing state-owned assets without using a mass privatization program leaves doubt as to whether a more equitable program could have been devised that was both quick and relatively inexpensive.  It would have been prohibitively costly and difficult to privatize the entire economies of twenty-five countries simultaneously.  Even if the individual sale of enterprises one by one had been feasible and not corrupt, the level of residual savings in the economy, especially after the initial waves of inflation in the early 1990s, was very low and much of the economy would have ended up either state- or foreign-owned, neither of which would have been politically acceptable.  

Vickers and Yarrow (1988) give a criticism of mass privatization from a slightly different angle.  They argue that with a large number of small shareholders, the assumption of risk neutrality of investors will not likely be valid.  Rather, investors who own only small shares in a few firms will tend to be more risk averse, which will change the theoretical implications of privatization for firm efficiency.  This is likely to be a significant problem in transition countries, where a huge amount of investment is needed to undertake the massive restructuring of enterprises in order to make them viable in the new market economy.  Furthermore, they argue that no one within the large class of small shareholders will have the personal incentive to monitor the manager’s behavior.  In other words, the implementation of a managerial monitoring program will be a large cost to only the shareholder who undertakes it, but will benefit all of the shareholders equally.  Thus, the rational thing for each (small) shareholder to do is to free-ride on the shareholder who implements a managerial monitoring program.  A large shareholder is needed because as the percent of total shares owned by a shareholder increases, the benefits of implementing a managerial monitoring program increases, while the cost is unlikely to increase. 

Overall, the types of privatization applicable to medium- and large-enterprises can be ranked from those that are best at achieving an egalitarian result to those that are the best at maximizing revenue (and least egalitarian).  The revenue-maximizing privatization method is sale to foreign entities because they will have the best access to funds with which to pay for the enterprise.  It is also the least egalitarian because it transfers the right to the profits of the firm to foreigners.  A slightly less revenue generating, but slightly more egalitarian, is the sale of the enterprise to domestic entities.  This would likely decrease the revenue because of the liquidity constraints of domestic investors, but would increase egalitarianism because the rights to the residual income of the firms would be flowing to people within the country.  The most egalitarian (and least revenue-maximizing) option is a mass privatization program because the ownership is distributed throughout the population.  However, the government will not be able to expect much, if any, revenue from this option, although it does increase the amount of people within the country to benefit from the privatization over sales to individual entities, either foreign or domestic.  

2.2.1.4 Privatization and Efficiency

The theoretical literature gives very little clue as to how ownership will be directly reflected in the level of allocative, productive and X-efficiency.
  The principal-agent model predicts that simply the change from state to private ownership will increase efficiency.  Most likely this will be through the channel of X-efficiency gains as the manager reacts to a changing incentive scheme by making the existing labor and capital work more efficiently.  It is from the basic principal-agent model that most of the theory behind increases in efficiency resulting directly from ownership changes originates.  

The channel through which most of the immediate efficiency gains are manifested after the change from public to private ownership is through a change in managerial incentives.  In the simple principal-agent model, the changes in incentives provided to managers in public firms once they are privatized, those that generate certainty about superiority in allocative and productive efficiency, are largely left unexplained.  In public firms, the politicians and bureaucrats do not have the incentive to implement efficient monitoring schemes to measure the level of effort of the manager, nor do managers have the incentive to institute changes that may increase X-efficiency. Boycko, Shleifer and Vishny (1996) create a model using this framework where the politician does not fully internalize the cost of increasing taxes to pay for subsidies, as he would if he paid the subsidies out of his own pocket.  This obtains because the politician is assumed to only have control rights, not cash flow rights, which are in the hands of the Treasury and the manager.  In their model, there is a conflict between politicians who would favor higher employment and managers who would favor lower employment (the Treasury is assumed to be passive, although it would also favor lower employment).  

Boycko, Shleifer and Vishny’s model presents two possibilities for increasing the efficiency of state-owned firms: the manager bribing the politician and privatization.  The corruption option is the Coasian solution to the problem, but has several problematic features that limit its practical efficiency-increasing effects.  Primarily, the problem with corruption is that it is illegal in most countries, and therefore corruption contracts are not enforceable.  Upon receiving a bribe from the manager, the politician would have every incentive to demand another bribe or to force the manager to continue production with an employment level above that which is optimal.
  The second option for increasing efficiency would be to privatize the firm.  This would align cash-flow and some control rights in the hands of the private owner, giving him the same incentives as the manager.  This results in an optimal level of employment, and therefore, productive efficiency (Boycko, Shleifer and Vishny 1996).

This is the result of the assumption that the manager has some cash flow rights for the firm.  However, in many state-owned firms, the manager was paid a fixed wage plus a small bonus for over-fulfillment of the Plan, and therefore would not necessarily have optimal employment and profit-maximization as his sole goal.  More likely, he would have a utility function that depends negatively on effort and possibly positively on employment (or at least retaining the existing employees).  The second assumption about the manager’s goals would result from possible existing relationships between the workers and the managers pre-transition.  In a situation such as this, privatization, especially a buyout by a concentrated outside investor, would be the best way to increase efficiency.  The concentrated private owner would have the correct incentives to implement managerial oversight, which might not be the case if the owners are very fragmented and small.  This problem largely derives from the costs of collecting information on the effort of the manager.  Some of the transition countries have addressed the problem of the large costs and small individual gains of implementing managerial oversight programs to small investors by creating investment funds in tandem with mass voucher privatization programs, both formally (Poland and the Czech Republic) and informally (Russia). 

Roland and Sekkat (2000) develop a model of managerial incentives under socialism and how these change in transition.  They attribute the lack of success by the state in providing correct incentives to managers to the monopsonistic position it held over the labor market.  During socialism, the state wanted to learn the manager’s underlying level of talent by offering wage-based incentive schemes; if the firm produced x percent above the Plan-stipulated output level, he would receive a bonus of y percent of his wage each period.
 However, due to the monopsonistic position the state held over the labor market, in future periods, the state had the incentive to revise the contracts to expropriate the rents available to the manager when his level of talent was private information.  Thus the manager had an incentive to conceal his talent level.  However, during transition, these incentive schemes became viable because if the state, upon learning the manager’s level of talent, revised his contract to expropriate his rents, the manager could quit and find another job.  In the post-socialist environment the manager has outside options that he can use if the state expropriates his rents.  Thus, the state can successfully provide him with the incentive to reveal his private information and, as a utility-maximizer, he will do so in order to receive extra pay for exerting higher effort.  

The previous discussion has focused upon the pure ownership effects on firm performance.  However, it is important to take into consideration other forces at work in transition that may aid the transition process in tandem with privatization.  Often, ownership may be just a proxy for the underlying level of some other process.  One of the primary objectives in looking at transition and privatization is the reestablishment of private property rights, which were absent during socialism.  Further on in this section, I will discuss competition, the complementary effects of competition, trade liberalization,  regulation, and exit mechanisms.

2.2.1.4.1 Property Rights

During the socialist period, property rights were virtually absent from society due to the ideology of the Communist Party (Kornai 1992).  János Kornai describes the socialist system of property rights in terms of state property, which he says “belongs to all and to none” (Kornai 1992: 75).  That is, ideologically, it belongs to the ‘people as a whole,’ while simultaneously, belonging to none in that no one has the ‘rights of alienation,’ the right to transfer ownership.  This would suggest, in addition to traditional arguments about efficiency and ownership, that a fundamental goal of transition should be the (re)establishment of private property rights.  

In the above discussion, one aspect of property rights is referred to, the rights to alienation.  However, it is important to outline the other properties of property rights.  Although all three are sufficient conditions for the existence of private property, not all three are necessary.  Kornai (1992) defines the three aspects of property rights as the ‘rights to residual income,’ the ‘rights of alienation,’ and the ‘rights of control’.
  The first two aspects relate to ownership while the third relates to control and direct management.  

The creation of property rights, being a fundamental part of the reform process, will be aided by a successful privatization process, but there will also be significant gains in the success of privatization due to the creation of property rights.  Earle and Estrin (1996) describe the creation of property rights as: 

property rights are not created merely by assigning titles of ownership to particular individuals but require the establishment of formal and informal mechanisms to enforce the ability of putative new owners to use the assets as they choose.  The development of such mechanisms in the transitional economies may depend in no small way upon the nature of the privatization process and the ownership configuration it generates (Earle and Estrin 1996: 17). 

Privatization may aid this because each type of privatization program will encourage certain ownership structures, each of which function differently with respect to efficiency and the promotion of the ‘formal and informal mechanisms’ that allow for the continuation of the system of property rights.  

In a mass privatization program with investment funds and a low degree of insider perks (such as that in the Czech Republic), one would expect the development of mechanisms that allow owners to do what they wish with the assets they control to be relatively well developed.  This result obtains because the pressure placed on the government to ensure the security of property rights would come from the large share of the population that has become shareholders, as well as in a more concentrated form from the investment funds.  In a country using a privatization program with a high level of shares distributed to insiders (such as that in the Russian Federation), one would expect the development of fewer mechanisms to protect property rights.  This occurs primarily because the presence of many insider-owned firms would not lead many non-insiders to lobby for property rights enforcement.  Furthermore, the desire by the insiders to pursue subsidies often entails a substantial loss of control over what the owners can do with the assets they own.  The search for subsidies would not appear conducive to the institution of a system of formal mechanisms (or the development of informal mechanisms) that secure the autonomy of firms’ owners.  The necessity of keeping politicians and bureaucrats out of the day-to-day and long-term decision-making of the firm requires a hard budget constraint.

2.2.1.4.2 Competition

In addition to property rights, the transition from socialism to a market economy requires that competition be introduced into the economy.  As was mentioned in the description of the initial conditions for reform, the highly centralized bureaucratically controlled socialist economy typically had a monopolistic industrial structure.  At the onset of transition after price liberalization, where firms were free to charge whatever price they saw fit, given the level of demand, the state of market concentration ensured firms a large degree of monopoly power.  In fact, ensuring a larger degree of competition may have more effect on firm performance than does the change in ownership from public to private.  Vickers and Yarrow argue that:

The efficiency implications of [ownership changes] depend very much on the competitive and regulatory environment in which a given firm operates.  Indeed it can be argued that the degree of product market competitiveness and the effectiveness of regulatory policy typically have rather larger effects on performance than ownership per se (Vickers and Yarrow 1988, 3; italics added).

The market structure and regulatory constraints will affect the allocative, productive and dynamic efficiency of firms.  With only one (large) firm producing a product, the firm may extract positive economic profit by producing less than under perfect competition, which will hamper allocative and dynamic efficiency.  

Without competition, there will be little to ensure that the firm produces goods in the most efficient way and that the correct technologies are developed (or embodied in the firm’s capital).  Unlike market economies, where monopoly power can sometimes enhance R&D, transition firms need to replace antiquated capital as part of a general restructuring process.  Without competition (and especially if the budget constraint is soft) the firm will extract the greatest reward, the lack of having to compete.  This will allow the firm to shy away from many of the necessary restructuring measures, particularly those that Grosfeld and Roland (1995) classified as ‘strategic restructuring’: introducing new product lines, advertising, and other forms of revenue-increasing restructuring.  It is also important to note that, in a world of imperfect information, competition serves as a method of measuring managerial effort and results, whereas in other contexts, these are strictly private information, which the manager does not usually want publicly known.  However, in a competitive environment, one can get a measure of managerial effort and talent by looking at the performance of one firm vis-à-vis other firms in the same industry.

2.2.1.4.3 Competition, Regulation and Trade Liberalization

In arguing for the importance of competition, Vickers and Yarrow assert that the effect of one of the three changes (in ownership, competition and regulation) will depend on the state of the other two.  For example, the behavior of insider-owned firms is likely to be radically different depending upon whether it is in a competitive industry or not.  In a competitive environment, the insider-owned firm may have an advantage over firms with different types of owners.
  The worker-owners will be more likely to compromise with the managers over wages, knowing that if they accept lower wages the firm will be more likely to survive, which directly benefits them as shareholders.  Furthermore, it may be more likely, for similar reasons, that worker-owners will accept painful restructuring measures in order to keep the firm in existence.  Even if they lose their jobs in the process, they will still benefit through their ownership of the firm.  An insider-owned firm in a non-competitive industry, however, may behave radically differently, with workers more concerned with dividing up the monopoly profits or, if the firm is non-viable, motivated towards asset-stripping.  Examples for other changes to ownership, competition and regulation can be explained in a similar fashion.  

This discussion of the interrelation between ownership, competition and regulation leads to the issue of introducing competition into markets in the transition countries.  The need for competition, or at least entry threats, is enormous in order to ensure that incumbent firms do not exploit their monopoly power and instead produce efficiently.  If this fails, some type of regulation is necessary in order to compel firms to behave in a more socially efficient manner.  However, anti-trust (competition) policy need not be introduced per se.  The government has another option for industries producing tradable goods that could achieve similar goals with less of a role for the bureaucracy: trade liberalization.  Before I discuss trade liberalization as an instrument of trade policy, it is important to make note the possible suboptimality of using bureaucratic competition policy to reduce the abuse of monopoly power.  Boycko, Shleifer and Vishny (1995) describe the institution of the Russian State Anti-Monopoly Committee.  They write:

Not surprisingly, in response to being charged with [the task of regulating monopolies], the Committee compiled a list of thousands of firms in Russia that it classified as monopolies.  A few dozen monopolies were included, but so were local bakeries, bathhouses, etc.  Firms immediately started bribing local anti-monopoly officials just to get off the list!  If corruption contracts were enforceable, every firm in Russia would have become a monopoly under a suitable market definition” (Boycko, Shleifer and Vishny 1995, 54; italics in original). 

This example shows the limits to bureaucratic regulation in situations in which the government cannot exert tight control over the individual bureaucrats.  

Opening the economy to foreign imports can possibly serve as a substitute for trying to quickly (hastily?) implementing a competition policy.  As the example from Russia shows, competition policy in transition economies may lead to more corruption, rather than to demonopolization of industry.  Trade liberalization may be a better alternative because of the long lag between the privatization of monopolistic firms and the time when new indigenous firms are able to compete with them.  The competition agency would have a difficult time remedying this situation.  Fischer and Gelb (1990) note that trade liberalization is also likely to increase significantly (and quickly) the quality of goods available to consumers due to the licensing agreements and other forms of joint-ventures between foreign and domestic firms that trade liberalization is likely to bring.  The debate on competition also raises the trade-off between economies of scale and allocative efficiency.  On the one hand, if there are few firms in an industry with increasing returns, there will be fewer unnecessary duplications of fixed costs.  On the other hand, continued monopoly power usually associated with industries with increasing returns will reduce allocative efficiency.

2.2.1.4.4 Exit

Balcerowicz et al. (1998a) define exit as the “noncyclical movement of resources out of an organization into another organization or into unemployment (Balcerowicz et al. 1998a, 1).  This broad definition includes both firm exit and the reallocation process that is begun with the downsizing of factors of production by an enterprise.  In terms of efficiency, exit can increase allocative and internal technical efficiency by moving resources to their most effective uses. Additionally, one can think of exit as a firm’s response to the hardening of the budget constraint, either by the Treasury or by the new owner (if the firm has been privatized), by the threat of entry by a potential competitor, or by the effects of competition from imports following trade liberalization.  Like privatization, exit is associated with changing control over assets.  Unfortunately, also like privatization, the mere fact of exit does not guarantee that the factors of production are used in the most efficient manner.  However, as the economy moves closer to a market economy, the rate of exit should correspond more and more to increases in efficiency.  There is also the reverse effect: exit aids in the transition to a competitive market economy by freeing up resources that can be absorbed by the expanding (usually de novo) firms that will use the resources more efficiently than state-owned or privatized firms. The aspects of exit relating to restructuring will be discussed in more detail in a later section. 

The reallocation of resources caused by exit is necessary, and in many cases a good sign that transition is proceeding.  The economies in transition, as was mentioned in the section on initial conditions, need to move resources away from the largest firms and out of heavy manufacturing and defense-related production and into small- and medium-sized enterprises providing services and consumer goods (light manufacturing).  In many ways the reallocation from large firms to small and from heavy industry to light industry and services is complementary.  Many of the largest firms are those established by the Communists and are in the heavy industrial sector.  Most light manufacturing firms and also those providing services are small- or medium-sized enterprises.  From this perspective, downsizing is a positive phenomenon by reducing employment in the overmanned privatized and state-owned enterprises.  Balcerowicz et al. (1998b) posit three motivations for why managers choose to downsize.  First, reducing employment may be a passive response to changes in demand (e.g., the large decline in output at the beginning of transition).  Second, downsizing may be a proactive move by the manager to streamline production and increase the firm’s internal efficiency, what Grosfeld and Roland (1995) called defensive restructuring, which focuses on reducing production costs.  Finally, downsizing may be the manager’s reaction to try to avoid the transition shock by reorienting production to that which is demanded by the market or to begin advertising and marketing the existing products.  Grosfeld and Roland referred to restructuring focused on increasing revenue as strategic restructuring.  

Exit is one way in which control over factors of production can be shifted towards more efficient use.  Both privatization and defensive restructuring are forms of exit.  Finally, it is important to note that exit is not restricted to the exit of an entire firm, rather it is used more broadly to include the moving of resources from one organization to another (Balcerowicz et al. 1998b). 

There appear to be many possible factors that influence whether privatization will lead to increased allocative, technical, dynamic and X-efficiency.  It is unclear whether ownership has much of a role to play in determining efficiency except as a passive condition that may influence the transformation of different mechanisms that affect efficiency.  Competition, the development of property rights, regulation, trade liberalization, initial conditions and the impact of exit mechanisms appear to have more theoretically developed reasons for their impact on efficiency.  However, in the following sections, I will explore the relationship between ownership and corporate governance.

2.2.1.5 Corporate Governance

The topic of the effect of privatization on corporate governance has to some degree been covered in the previous section on efficiency and privatization.  However, a deeper analysis is necessary to highlight some specific problems, particularly with respect to insider ownership and changing organizational structures.  

When firms are privatized to insiders, some of the traditional concerns about corporate governance are solved, or at least relegated to the level of a secondary concern.  The primary consideration that does not receive as much attention, particularly in managerial-owned firms, is that of the separation of ownership from control.  In manager-owned firms, and to a lesser degree in worker-owned firms, ownership and control lie in more or less the same hands.  Thus, one would expect the incentive problems that have become a centerpiece of the debate between public and private ownership to recede.   Unfortunately, insider ownership in general introduces more problems into the analysis than it solves, and makes this ownership type a second-best alternative.  

Looking at worker-owned firms first, Earle and Estrin (1996) note a particularly problematic feature relating to managerial incentives and selection.  Because workers own the firm, they are able to replace the manager if they do not like his actions.  First, this reduces the chances of restructuring, especially defensive restructuring, which often involves the laying off of many employees.  Second, a more subtle problem relates to the quality of manager a worker-owned firm can attract.  Earle and Estrin note that “managerial quality may be lower in [worker-owned firms] because employees often lack the appropriate experience and training, and managers, realizing this, will be wary of accepting a position in an organization where the managerial task is likely to be more demanding and…less rewarding” (Earle and Estrin 1996, 5).  Because of these problems, firms in which employees are owners are not likely to be as efficient as those with other types of owners and may even be less efficient that state-owned enterprises!

Given these problems, as well as the well-known problems of insider-owned firms in terms of raising finance for investment, the persistence of insider-owned firms does not bode well for economic performance in transitional economies.

2.2.1.6 Conclusions

The preceding sections, while not comprehensive, have discussed much of the existing theoretical literature.  Most of the discussion on the theory has focused on agency and managerial incentive problems and the possibilities of improving efficiency.  However, there is some incongruity between this and the empirical literature, which has focused on sales, employment, revenue and productivity growth, new investment and restructuring to measure the purely microeconomic foundations for the gains from privatization.  In the following section, I will discuss a sampling of the expansive literature looking at the firm-level effects of privatization on performance.  These papers were chosen to illustrate the multiplicity of approaches taken in testing the effects of ownership, competition and restructuring on firm performance and to suggest a methodology for the analysis done in this thesis.  

2.2.2 Empirical Literature

The effect ownership plays in a firm’s restructuring activity and performance has been a central area of empirical research in transition since data became available soon after the beginning of privatization.  For this reason, the literature is extremely large.  However, despite the huge interest in privatization and firm performance, there is still not wide agreement that private firms generally outperform their state-owned counterparts. This literature review makes no attempt to survey all of the papers researching this topic in a transition context or to provide a survey of the corresponding literature in non-transition contexts.
  Rather, this literature review aims to focus on some of the variables that may be a factor in determining firm performance.  Much of the literature has utilized firm-level survey data, and therefore these studies will make up the core of the review.  One notable exception, however, is a paper written by Zinnes, Eilat and Sachs (2001) which looks at whether a change of ownership is enough to generate gains in macroeconomic performance.    

2.2.2.1 Ownership effect tests

Frydman et al. (1999) provide a comprehensive study addressing the effect that differences in ownership types have upon firm performance.  They begin their analysis by noting that cross-sectional differences among firms within each ownership type are obscured when looking at the ‘average’ firm.  Also, it is difficult, if not impossible, to determine whether privatization in general ‘works’ in terms of increasing firm performance due to the enormous degree of firm-level heterogeneity.  They assert that the differences between ownership types may be due to the attitudes of the manager and owners towards risk and uncertainty.  Furthermore, differences in ownership affect the amount and success of restructuring, particularly strategic restructuring (Frydman et al. 1999; Grosfeld and Roland 1995).  

Using firm-level data from Hungary, Poland and the Czech Republic, Frydman et al. look to explain performance differences among firms by their post-privatization ownership.  The first model Frydman et al. use controls for group fixed effects to eliminate sample selection bias.  They use the growth of sales revenue, employment, labor productivity (revenue per unit of labor) and labor and material costs (per unit of revenue) as measures of performance.  Addressing the absence of profits from their list of performance measures, they note that “profits are a very unreliable measure of short-term performance in the initial stages of the postcommunist transition” (Frydman et al. 1999, 1158).  To explain performance, they look at the difference between state and private ownership, but also break private ownership down into more specific categories: foreign investors, private domestic financial firms, private domestic nonfinancial firms, domestic individuals, state ownership (in a privatized firm), managers and workers.  They also include an initial level of the performance measure being tested, as a proxy for firm size, and country-year control dummies.  

They find that, as expected, larger firms have significantly slower rates of growth than smaller firms, although they do not test the hypothesis that the effect is non-linear (Evans 1987).  They find that the pure privatization effect is positive for revenue and employment growth, insignificantly negative for costs per unit revenue growth and insignificantly positive for productivity. Their finding of higher employment growth in privatized firms casts doubt onto the reasons for workers to oppose privatization.  Given that privatized firms increase employment, this opposition may reflect workers’ loss of wage premia or individual uncertainty about job security after privatization.  Looking at a more disaggregated view of ownership, foreign owners and private domestic financial firms have positive significant sales revenue gains compared to state-owned firms while foreign owners and managerial owners have significantly higher employment growth.  The positive coefficient on foreign ownership may reflect foreign owners’ fear of backlash if they slash employment, not an unreasonable assumption in a climate where foreign owners are viewed with suspicion. Productivity growth is significant and positive for domestic financial firms and no ownership types have significant coefficients for changes in total costs.  

Frydman et al. then test whether there are differences between insider and outsider owners vis-à-vis the state. In this analysis, they find a similar effect of initial firm size on the performance variables.  More interestingly, they find positive coefficients on revenue only for outsiders, but only positive coefficients on employment growth for insiders.  These results are predictably reflected in productivity growth with a positive significant coefficient for outsiders and an insignificantly negative coefficient for insiders. Furthermore, they find no significant effect on costs per unit of revenue growth for either insiders or outsiders. This suggests that either no ownership type tends to change costs more than state-owned firms so that state-owned firms are restructuring equally as quickly as privatized firms or that privatized firms are not succeeding in restructuring. Overall, the results are supportive of the theory that privatized firms, particularly outsider-owned firms, outperform state-owned firms.

In a similar paper, Frydman et al. (forthcoming) examine the lack of significant differences in cost reduction in all types of firms as reported in Frydman et al. (1999). They note that insiders are very different from outsiders in how they approach the restructuring process.  In the Western literature, managerial ownership of up to 20 percent of the shares in the firm are associated with better firm performance, but ownership stakes above that level have zero or negative effects on firm performance (Morck, Shleifer and Vishny 1988).  The differences between insiders and outsiders is often explained in terms of objectives, entrepreneurship, risk and innovation, human capital and the structure of incentives for managers. The differences in performance, and specifically in relation to restructuring, depend on the human capital of the manager and the incentive structure, which determines whether this human capital will be utilized (Barberis et al. 1996). Furthermore, Frydman et al. make the distinction between cost-based (defensive) restructuring, which follows a checklist to some degree and therefore will be accessible to more managers, and revenue (strategic) restructuring, which is more dependent upon the manager’s human capital and entrepreneurship, and therefore is more rare.  

To measure strategic restructuring, Frydman et al. look at the number of major product changes per year.  They find that there is no significant difference between state-, insider- and outsider-owned firms in terms of the number of major product changes per year.  However, when looking at the effect on revenue growth of product restructuring, they find that outsider-owned firms see revenue benefits from restructuring in the year of restructuring and in subsequent years.  Without restructuring, outsider-owned firms do not perform significantly differently from state-owned firms that have not undergone any restructuring. State- and insider-owned firms, both with and without undergoing restructuring are statistically indistinguishable.  These results indicate that not only does restructuring matter for firm performance, the benefits accrue only to outsider-owned firms.  This could possibly be due to the incentive structure or differences in the quality of managers they are able to attract.  The effect is difficult to interpret.  One could argue that only outsider-owned firms successfully restructure.  However, it could be the case that outsider-owned firms are better at strategic restructuring, but that state- and insider-owned firms still do benefit from strategic restructuring.  

To test whether outsider-owned firms are simply better able to use the human capital of their existing manager, or are more effective in finding a manger with high human capital, Frydman et al. look at the differences between state- and outsider-owned firms that change managers and those that do not.  They find that outsider-owned firms that change managers, as well as those that do not, perform significantly better than state-owned firms that do not change managers, and those that do change managers.  This would favor the hypothesis that outsider-owned firms are better able to identify and provide incentives for managers with high level of human capital, rather than that they are better able to attract good managers.  In addition, Frydman et al. suggest that the variability of performance of outsider-owned firms would be higher than for state-owned firms, reflecting the larger amount of risk the managers of the outsider-owned firms are able and willing to take.  They find significant evidence for this claim: variance for outsider-owned firms is nearly four times that of insider- and state-owned firms.  

2.2.2.2 De novo firms

In a brief paper, Konings (1997) approaches the performance gains from privatization slightly differently.  He looks at whether privatized firms are different than state-owned firms in terms of employment growth, and also whether de novo private firms are different from traditional firms. Frydman et al. (1999) and Frydman et al. (forthcoming) both excluded de novo firms from their sample to focus on the effects of privatization on existing-firm performance.  However, the inclusion of de novo firms may serve as a benchmark for whether privatization creates firms that are oriented towards the market. Kornai (1990) and many others recognize the role not only of privatization, but of the growth of the de novo private sector in assisting the removal of the state from most economic activities that it had directed under socialism. Thus, for this reason too, it is important to look at the growth of the new private sector. 

Konings uses data from Hungary, Romania and Bulgaria to test how ownership affects employment growth for privatized, state-owned and de novo firms, controlling for life-cycle (firm age), size and other product market factors such as competition, increases in competition, unionization and industry, country and year effects.  He finds that de novo firms in fact perform better in terms of employment growth than both state-owned and privatized firms.  Regardless of whether other factors are controlled for, this result remains robust.  This could reflect that privatized firms are undergoing needed employment cuts, or it could indicate that de novo firms are in fact a more important engine of growth of private sector employment than are privatized firms. 

Looking specifically at de novo firms, Bratowski et al. (2000) look at the determinants of investment, as well as the supply and demand for credit in the Czech Republic, Hungary and Poland.  They begin with the hypothesis that state-owned firms will crowd de novo firms out of the market for credit and that this crowding out will reduce the contribution made towards the transition process that Kornai (1990) emphasized.  This hypothesis is based on the assertion that “during periods of tight credit, small and medium-sized borrowers are often denied loans in favor of better quality borrowers” (Fazzari, Hubbard and Petersen 1988, 153).  In transition, while state-owned and privatized firms may not be better quality borrowers, their links with the government means that they are better politically positioned borrowers (which may also appear less risky), and are therefore more likely to get credit than small de novo firms that lack the same quality of political contacts (and appear to be higher-risk borrowers). 

To test the assertion that smaller firms are less likely to invest due to credit constraints, Bratowski et al. run a regression using the ratio of investment to assets for their sample of de novo firms, separating them into firms that got credit, those that were denied credit, and those that did not ask for credit.  To determine the factors within each group that contributed to higher investment demand, they use employment growth, a profitability dummy, firm age, and country dummies.  They find that of the firms that got credit, those with higher employment growth and those that are profitable had higher investment. Among firms that did not get credit, profitable firms and older firms had higher investment.  These two measures indicate that in the absence of credit, internal financing becomes important, and older (established) firms and those that are profitable have more internal funds available to use for investment. Among firms that did not ask for credit, the similar result obtains as for firms that did not receive credit: those firms that are more likely to have funds for internally financed investment showed higher levels of investment than those lacking the necessary funds. These results would support the assertion that even within the de novo firms, those that are higher quality borrowers, receive more credit, and those that do not receive credit are either able to finance investment internally or invest less in their firms. 

Bratowski et al. next test for the determinants of the supply of credit.  Using the sub-sample of those firms that asked for credit, they predict the success of the firm receiving credit.  They find that the value of the firm’s assets and the firm’s profitability (though not employment growth) significantly impact whether firms receive finance.  This would support the assertion that collateral is a significant determinant of the supply of credit.  Finally, Bratowski et al. test for the determinants of demand for credit using the entire sample.  The dependent variable is a dummy for whether the firm wants credit in the next year and the independent variables are whether the firm’s profitability has declined between the time of startup and 1995, whether the firm received credit in the past and whether the firm wants to expand production.  They report that firms with declining profitability demand more credit, as do those receiving credit in the past and firms looking to expand production.  That firms receiving credit in the past demand more credit suggests that those not receiving credit may exit the market for credit and rely on internal financing instead.  Furthermore, those firms wishing to expand or stop a contraction will look towards the credit market for financing.  

2.2.2.3 Inherited market orientation

The distinction between privatized and de novo firms is important, but Walsh and Whelan (2001) focus on the differences between de novo and privatized firms (collectively, privately owned firms) and state-owned firms based on their inherited market orientation.  Most firms in the socialist economy were producing either for the domestic market or the CMEA market, although there were some firms producing for the EU market.  One would expect the latter group to perform better than the former because they have upstream competition and have a history of producing for a market economy, rather than the artificial CMEA market.  “Due to a focus on scale economies and specialization under central planning each country inherited different clusters or large monopolies producing for the EU and CMEA markets” (Walsh and Whelan 2001, 86).  Looking at the EUROSTAT trade flows from Central Europe at the beginning of transition, as in Repkine and Walsh (1999), Walsh and Whelan are able to identify the trade orientation of sectors within each of the economies of Bulgaria, Hungary, Slovenia and Slovakia.  

To measure firm performance, Walsh and Whelan use employment growth.  They control for initial size, the interaction of initial size with trade orientation, trade orientation, an interaction of trade orientation with ownership, as well as country, regional, product and year dummies.  In their first specification comparing private to state-owned firms and controlling for selection biases, they find that private firms outperform state-owned firms, with EU-oriented firms outperforming CMEA firms.
  The find that privatized firms producing for the EU market perform no better than those not privatized.  This suggests that the EU-oriented firms entered transition already viable in a market economy and therefore achieved fewer gains from privatization.  This is supported by the positive effect of privatization on CMEA oriented firms, which were not already market viable and therefore possessed greater potential gains from privatization.  When looking at a more disaggregated specification comparing insider-, outsider- and state-owned firms, similar results obtain for outsider-owned firms vis-à-vis state-owned firms: they outperform state-owned firms when oriented for the CMEA but not the EU market.  Insider-owned firms do not appear to do any better than state-owned firms. 

2.2.2.4 Ownership concentration

Earle (1998) moves the focus away from de novo firms and trade orientation by looking at productivity gains and how different post-privatization ownership structures affect this measure of performance in Russia.  He focuses more on the role of the concentration of different owners and the importance of taking non-voting shares into consideration when determining the ownership structure of a firm.  Thus, instead of simple dichotomous dummy variables for ownership, he uses the percentage of voting shares within each ownership type as a measure of ownership.  He argues that this will more accurately pick up the “different objectives and […] different constraints” faced by managers in firms with different ownership structures (Earle 1998, 14).  The first set of regressions do not take into account the possible selection bias in order to illustrate its importance in empirical studies of privatization and performance in transition.  He finds first that there are significant benefits to private ownership.  Breaking this category down, he finds significant productivity benefits for insiders, especially manager-owners.
  Surprisingly, he finds that foreign owners have a significant negative effect on productivity, contrary to the belief supported by much of the literature.  

However, when he controls for selection bias, many of these surprising results vanish.  While Earle continues to find significant positive productivity benefits from private ownership, this is driven strongly by the gains from outside ownership.  Insider ownership, both by workers and managers, no longer is significant.  Instead, investment funds and individual owners produce strong positive productivity gains when compared to firms under state ownership.  Despite the insignificance of foreign ownership, the coefficient becomes positive, and all the results are robust to slight changes in the specification.   

2.2.2.5 Firm selection

Konings and Xavier (2002) emphasize a different aspect to the selection problem: that of firm survival using data from Slovenia.  They use data for 5 years in which the average exit rate was 7 percent for the whole sample with a range from 0 percent to 19 percent when disaggregated by industry.  They notice that the two industries in which no firms exit are characterized by the presence of monopoly or oligopoly (one firm in one of the industries and three in the other).  However, the data do not support the hypothesis that monopoly power is related to firm survival.  They also test the hypothesis based upon Evans (1987) that age and initial size are inversely related to performance.  

Like Walsh and Whelan (2001) and Konings (1997), they use employment growth as a measure of performance, which may not be the best measure of performance because of the need for many firms to cut employment as the first step of their defensive restructuring (Grosfeld and Roland 1995). Furthermore, the ownership structure resulting from privatization may be dependent upon the relative need for employment changes (e.g., foreign firms may be reluctant to purchase firms needing relatively more employment cuts).  For independent variables (in addition to the ownership variables, private domestic ownership vs. state ownership vs. foreign ownership) they take into account possible non-linearities with respect to initial size, capital intensity, initial levels of exports, level of R&D, debt to assets (presence of financial constraints), cost to sales ratio, profit to sales ratio and a measure of the competitive environment in which the firm operates.  

In the initial OLS regressions without controls for sample selection, they find that initial size is negatively and non-linearly related to performance.  Furthermore, they find that private and foreign-owned firms outperform state-owned firms.  Finally, they find that the level of exports of a firm is positively related to performance, supporting the assertion of Repkine and Walsh (1999) and Walsh and Whelan (2001) that firms in export-oriented industries will outperform those producing for the domestic or CMEA market.  In a contrast to Earle (1998), Konings and Xavier find that neither the simple Heckman (1976) nor the Heckman two-step (1979) corrections for selection bias based on firm survival change the results much.  However, they ignore the other possible selection bias that the better firms were privatized earlier (i.e., the state held onto the worst performing firms).

While Konings and Xavier (2002) test for the effect of competition on firm survival, Brown and Earle (2001) test whether regional monopoly power affects firm performance in Russia.  They assert that due to the vast spatial distances and poor transportation infrastructure in Russia, many firms would have some degree of regional (if not national) monopoly power.  They also test whether the liberalization of imports and the resulting competition over quality has affected firm performance.  Furthermore they note that softness of the budget constraint may be correlated with market structure.  In order to test these propositions, they estimate a translog Cobb-Douglas production function.  In addition to the factors of production, they include measures of competition, ownership, firm initial conditions, demand shocks and year dummies.  They find that competition has a positive and significant effect on output growth.  Furthermore, they find that while private domestically owned and foreign-owned firms outperform state-owned firms the most, other non-centrally state-owned firms (those owned by regional and municipal government) also significantly outperform central-government-owned firms, although less than private and mixed firms.  Mixed private-public firms perform slightly worse than privately owned firms, but better than all types of state-owned firms.  Firms exporting more perform worse than those that export less, while firms performing better in 1992 (the date of price and trade liberalization) perform better than those that did not inherit good initial conditions.  Finally, they note that competitive pressures from the domestic market have a lag of around four years, while those from labor and trade liberalization are almost instantaneous.  The results of Brown and Earle support most of the literature above while introducing a more careful study of the effect of competition on firm performance.  

2.2.2.6 Ownership and control

While many studies have found significant gains from privatization, this is not necessarily always the case.  Estrin and Rosevear (1999) do not find much evidence to support the hypothesis that firm performance is increased by privatization in Ukraine.  They hypothesize that private firms, especially outsider-owned firms, will perform better than state-owned firms, although they may not if outsiders cannot take effective control of the firms they own.  They hypothesize that insider owners may perform better than the state, but that worker-owned firms may perform worse than manager-owned firms.  Finally, they hypothesize, in line with Gaddy and Ickes (2002), that private firms will use barter less frequently. 

They find that the initial level of profits, sales and employment predict each measure quite well.  Furthermore, they provide support for the hypothesis that barter reduces profits.  However, they do not find a significant relationship between private ownership and profits.  The results are similar for the equations using sales and employment.  The only significant ownership variable is insider ownership where neither workers or owners dominate in the regression on sales.  In the final equations, they find that private firms do use less barter than state-owned firms.  In the more disaggregated regression, they find that worker-owned firms use significantly less barter than state-owned firms and the coefficient on outsider-owned firms is negative also, but insignificant.  

Overall, Estrin and Rosevear do not find much evidence for increases in performance due to privatization.  However, their results do not incorporate controls for the selection bias and as Earle (1998) found, controlling for this bias may change the results dramatically. 

2.2.2.7 Methods of privatization

Djankov (1998) looks at the link between private ownership and firm performance from a completely different angle from most studies, focusing on the differences in the modalities (methods) of privatization to insiders in Moldova and Georgia.  He looks at the effects of the modalities of privatization to insiders on restructuring, as measured by changes in labor productivity, asset sales and renovations.  He looks at three modalities of privatization: sale to the incumbent manager, a voucher privatization scheme with concessions to managers who retain control post-privatization, and a voucher privatization program to investment funds who are passive owners, leaving the manager in charge.  This last assertion that investment funds are passive may not always hold true; Earle (1998) showed that, after controlling for the selection bias, investment funds were associated with higher labor productivity.  However, in less advanced transition countries, the assumption that investment funds are passive owners is more likely to hold.  Djankov notes that “although investment funds were formed and acquired significant ownership stakes as early as 1994, they could not exercise control until 1997 due to lack of legal rules on monitoring of privatized firms by their Board of Directors.  Managers of such enterprises were thus able to retain control in the absence of property rights enforcement” (Djankov 1998, 5).  Djankov hypothesizes that voucher and managerial buyouts resulting in insider control perform equally well, controlling for the hardness of the budget constraint and the level of product market competition.  

Djankov regresses his three dependent variables on the three types of ownership as well as variables measuring access to finance and market power, and industry and country controls.  He finds that managerial buyouts are associated with higher levels of restructuring for all three measures, compared to state-owned firms.  Furthermore, the effect of voucher privatization on restructuring is always insignificantly different than state-owned firms.  Djankov explains this result in that managers who purchase the firm will be more likely to continue to invest in it and try to promote future viability, while managers who see control over the firm as a windfall gain, and a temporary one at that, will be no more likely to restructure than managers of state-owned firms.  Access to finance increases productivity, lowers asset sales and increases the average number of renovations.  This result suggests that asset sales are used as an alternative to outside financing.  Surprisingly, and in contrast to other studies, Djankov finds that a higher degree of market power is related to increased productivity growth.  He notes that “both coefficients [on asset sales and renovations] are positive, suggesting that restructuring is enhanced if the enterprise has larger control of the market.  This may be because such enterprises can finance renovations through internally generated resources, and also because they are in a better position to have assets valuable to other firms” (Djankov 1998: 13).  This last result seems puzzling, but may alternatively be explained in that firms with market power restructure in order to retain their market power.  

2.2.2.8 Macroeconomic studies

The next paper in this literature review is the only one that focuses on the macroeconomic gains from privatization.  Zinnes et al. (2001) begin their analysis from the statement that one privatization policy will not fit all transition countries equally well.  Using data from 24 transition countries, they show that other OBCA (objective, budget constraint, and agency) considerations have more of an effect on macroeconomic performance than just the change in ownership.  They look at four measures of macroeconomic performance: GDP per capita, FDI per capita, FDI per unit of 1989 GDP and exports per unit of 1989 GDP.  Zinnes et al. group the 24 countries into 6 clusters of countries at similar points in their transition.  Their independent variables are several indicators measuring the change of ownership, degree of OBCA reforms (e.g., removing subsidies from state- and privately-owned firms), an overall indicator of reform, GDP in 1989, population, and controls for transition year and years since macroeconomic stabilization.  In the first regression, they look at change of ownership and overall reform with the various controls and find that change of ownership alone does not make a significant difference in terms of macroeconomic performance; overall level of reform is a much more significant factor.  Adding the OBCA indicator does not change the significance of either overall reform or change of ownership, but the OBCA indicator is significant.  Interacting OBCA and change of ownership produces the same result with the interaction variable highly significant.  This suggests that only when change of ownership is combined with hard budget constraints, ownership configurations that change the objective to profit-maximization and resolve agency concerns, will there be macroeconomic gains.  This result indicates that one policy will not fit all countries and each country needs to consider the institutional structure of its economy and exploit the complementarities of reforms in order for change of ownership to show up as increases in macroeconomic variables.  These significant results aside, however, the data on macroeconomic conditions may be of poor quality in transition countries where valuation of capital assets and goods is even more difficult than in a developed market economy.  Despite these problems, this paper adds macroeconomic factors to the list of determinants of firms at a microeconomic level and a way to look more deeply into the differences between countries.  

2.2.2.9 Macroeconomic effects in firm-level data

Carlin et al. (2001) uses the same dataset as this thesis in evaluating the effects of ownership, competition, soft budget constraints and the general regulatory environment on firm performance.  The first aspect to consider is the definition in the data set of firm performance.  Carlin et al. use sales growth and labor productivity growth over the period 1996 to 1999 as a measure of firm performance.  They regress sales growth and performance growth on several variables: number of perceived competitors, perceived market power, ownership (privatized vs. state vs. de novo), the presence of a soft budget constraint (toleration of arrears and subsidies), strategic restructuring, and business environment.  

They find that there is a non-monotonic relationship between the number of competitors and firm performance: firms with between one and three competitors outperform firms with zero or more than three competitors for both measures of performance.  Market power, on the other hand, has different effects depending upon the measure of performance used.  Using sales growth, they find that increases in market power (the anticipated reaction by competitors from a 10 percent increase in price ceteris paribus) increase performance.  However, when using labor productivity growth as the measure of firm performance, the market power variable has a similar inverse U-shape as does the number of competitors.  

Turning to ownership, Carlin et al. found no statistically significant difference between the performance of privatized and state-owned firms, but that de novo firms outperform both when looking at sales growth.  However, it is impossible to tell whether the difference between de novo firms and all the rest is due to the survival bias; better de novo firms survived until 1999, whereas both state-owned and privatized firms were supported more by the government to avoid large decreases in employment.  When looking at productivity growth, they found, again, no significant difference between state-owned and privatized firms, but found that de novo firms had lower growth in labor productivity than either of the other two groups.  

When looking at the effects of soft budget constraints and the general business environment, measures of the general macroeconomic environment, Carlin et al. found conflicting evidence.  They found that a better business environment (less corruption and organized crime, fewer barriers to starting a firm, etc.) increases sales growth, but has no significant effect on labor productivity growth.  They found the presence of soft budget constraints to have a negative effect on both measures of performance, although insignificant.  Finally with respects to restructuring, Carlin et al. determined that defensive restructuring was too highly correlated with performance to be of much use, but that strategic restructuring always had a positive and significant coefficient.  

While Carlin et al. found some important results, they did not look at a further disaggregation of ownership types and their controls for the macroeconomic conditions were not very thorough.  The more important of these two is the poor control for the macroeconomic conditions.  The measures they used, as they note, were highly subjective and therefore by using more objective measures, one may be able to improve their significance.   

2.2.2.10 Conclusions

The existing literature has incorporated many more aspects than simply the dichotomy between state-owned and private firms into the determinants of firm performance.  First of all, due to data difficulties and underdeveloped capital markets, empirical studies have needed to rely on various other measures of firm performance.  The most common ones are labor productivity, employment growth, restructuring, sales growth, and profits.  While none of these is an ideal measure of firm performance, when considering several together one can determine more or less the main determinants of firm performance.  Turning back to ownership, the literature has highlighted differences not only between state and private owners, but differences within these categories.  The most important distinction that has been highlighted is the difference between insider and outsider private ownership.  But even within these groups, there are differences between, for example, workers and managers or institutional and individual owners.  Possibly even more important than differences between types of owners is whether the owners have control over the operations of their firms.  

In addition to these previous concerns, it is also noteworthy that measures of competition, shareholder concentration and regulatory environment (particularly the hardness of the budget constraint) have a significant effect upon firm performance.  The following empirical chapters will try to address these concerns.  Other noteworthy concerns revolve around the possibility of a sample selection bias: better firms may be concentrated in certain ownership types or better firms may be privatized earlier.

3 Data & Methodology

3.1  Description of the data &summary statistics

The data I use to examine empirically the determinants of firm performance in the transition countries come from the joint World Bank/European Bank for Reconstruction and Development (EBRD) Business Environment and Enterprise Performance Survey (BEEPS) conducted in 1999 with retrospective questions asked about the firm in the past three years.  The survey consists of firm-level data from 4104 firms in 25 transition countries and Turkey.  The list of countries and distribution of firms by country is detailed in table 3.1.  For each country, approximately 125 firms were surveyed with fewer in Serbia (65 firms) and more in Poland and Ukraine (250 firms) and Russia (500 firms).  

The distribution of firm characteristics in the sample is not representative of all the countries.  It requires that the sample have a certain number of firms with particular firm characteristics.  Each country must have firms in the sample such that the total contribution to GDP for manufacturing and service companies was at least 15 percent for each.  At least 15 percent of the firms were required to have fewer than 50 employees and at least 15 percent have more than 200 employees.  At least 15 percent of the firms had to be located in rural areas or towns with of population 50,000 or less.  At least 15 percent of the firms per country were required to have majority foreign ownership, or where majority foreign ownership was restricted, close to the legal limit of foreign ownership.  At least 15% of firms must export at least 20% of their output.  Finally, at least 15% of firms must be in state ownership (Hellman et al. 2000).  

However, due to missing observations in the variables being studied, the sample was reduced to 1195.  After removing missing observations the country with the most observations was Russia (144) and the country with the fewest was Azerbaijan (7).  The mean number of observations was 45 and the median was 41.5.  

Table 3.1: Country summary statistics
	Country
	No. of Obs.
	Country
	No. of Obs.

	Albania
	42
	Latvia
	78

	Armenia
	37
	Lithuania
	34

	Azerbaijan
	7
	Macedonia
	24

	Belarus
	42
	Moldova
	52

	Bosnia
	36
	Poland
	68

	Bulgaria
	23
	Serbia
	25

	Croatia
	61
	Romania
	24

	Czech Republic
	31
	Russia
	144

	Estonia
	53
	Slovakia
	17

	Georgia
	41
	Slovenia
	62

	Hungary
	42
	Turkey
	50

	Kazakhstan
	30
	Ukraine
	90

	Kyrgyzstan
	30
	Uzbekistan
	52


Note: Total sample size is 1195.
The questions asked on performance were retrospective in that they asked how much the dollar value of sales and number of employees had changed over the past three years.  In order to create more usable measures of performance, the percentages were annualized and an approximation of labor productivity growth was computed.
  The average level of performance for firms broken down by ownership type is given in table 3.2.   Not surprisingly, foreign-owned firms are growing faster than any other firms in terms of sales growth.  This result is expected because one would foresee foreign-owned firms having more access to credit, and access to better technologies.  Furthermore, one would expect that foreign investors would choose to invest their money in firms that have the potential for rapid sales growth.

In terms of employment growth, foreign-owned firms are outperforming all other firms except the de novo private firms.  This result can be explained simply by the nature of the firms involved.  By their nature, de novo firms are small and therefore are likely either to expand their employment quickly in their first few years of business or to fail.  

Turning to labor productivity, the results are surprisingly different.  Although foreign-owned firms have higher productivity growth than all other firms, de novo firms are reporting nearly zero growth in labor productivity while state- and insider-owned firms are reporting high labor productivity growth.  Looking at the other columns of table 3.2 provide an explanation for this surprising result.  Although insider- and state-owned firms were not seeing fast growth in sales, they were experiencing large cuts in employment.  By the nature of the calculation for labor productivity growth, one would expect high labor productivity growth.   

Table 3.2: Summary of performance by ownership

	
	Sales Growth
	Employment Growth
	Labor Productivity Growth

	
	Mean
	Median
	Mean
	Median
	Mean
	Median

	Foreign-owned
	11.3%
	9.1%
	5.0%
	3.2%
	7.1%
	4.1%

	Domestic outsider-owned
	5.8%
	6.3%
	4.4%
	3.2%
	2.2%
	0.0%

	Domestic insider-owned
	1.6%
	1.6%
	-3.5%
	-3.5%
	6.0%
	3.6%

	State-owned
	1.8%
	3.2%
	-3.8%
	-3.5%
	6.6%
	4.6%

	De novo
	8.3%
	6.3%
	8.6%
	6.3%
	0.5%
	0.0%


Note: De novo firms are included in the foreign-, domestic insider-, and domestic outsider-owned categories
Despite having data on both the ownership and control of the firm, only the former was used to ensure comparability with other studies and because the results were not significantly different when using firm control.  The use of multiple measures of competition together allows one to distinguish which of the forms of competition (e.g., simply the number of competitors or the ability to raise prices without fear of losing customers) impact the performance of the firm the most.  Table 3.3 details the measures of competition by ownership type.  From this table, it can be seen that state-owned firms, by almost every measure available have more market power and face less competition than any other type of firm.  However, foreign-owned firms tend to have a larger share of the domestic market than do any other firms.  This may be because foreign owners are either more effective at deterring potential entrants or because they chose to purchase firms with a larger share of the market in order to maximize profits.  In contrast, de novo firms are popping up in quite unconcentrated markets.  This is surprising to some degree because one would expect de novo firms to enter concentrated markets in order to deprive the incumbents of some monopoly profit.  However, there may also be fewer barriers to entry in competitive markets because there will be fewer economies of scale.  Another possibility is that there may be more of an effort by incumbent firms in non-competitive markets to drive out de novo entrants.  In this case, the result would be one of sample selection: all the de novo firms may have been already driven out of concentrated markets by the time the survey was conducted.  The frequency at which state-owned firms enjoy market power points to the need to still open up some sectors of the economy to competition.  From Table 3.2 it is clear that, while SOEs are cutting employment, they are having a difficult time increasing sales when compared to other, particularly foreign-owned and de novo firms.  

Table 3.3: Summary of competition by ownership

	
	Private
	SOEs
	Outsider-Owned
	Insider-Owned
	Foreign-Owned
	De Novo

	No Competitors
	58
	44
	35
	14
	10
	242

	
	6.1%
	19.0%
	4.9%
	8.8%
	11.9%
	4.7%

	1-3 Competitors
	150
	49
	107
	25
	18
	77

	
	15.6%
	21.1%
	14.9%
	15.7%
	21.4%
	15.0%

	>3 Competitors
	755
	139
	578
	120
	56
	413

	
	78.3%
	59.9%
	80.3%
	75.5%
	66.7%
	80.4%

	Total
	963
	232
	720
	159
	84
	514

	Market Power (1)
	0.39
	0.46
	0.39
	0.40
	0.40
	0.39

	Domestic Market Share
	19.0%
	33.8%
	17.6%
	17.1%
	33.9%
	16.4%


Note: Market power is the response to a 10% increase in price, holding everything else constant.  A response of ‘0’ signifies that most customers would buy from competitors while a response of ‘1’ signifies that most  customers would continue to buy the same quantity as they did before the price increase.

Table 3.4: Summary of restructuring by ownership

	
	Private
	SOEs
	Outsider-Owned
	Insider-Owned
	Foreign-Owned
	De Novo

	Develop a  new product line
	38.9%
	34.9%
	37.9%
	38.4%
	48.8%
	37.4%

	Upgrade an existing product line
	46.3%
	51.7%
	46.4%
	39.6%
	58.3%
	45.7%

	Discontinue an existing product line
	19.4%
	23.3%
	17.8%
	23.3%
	26.2%
	15.6%

	Export to a new country
	15.4%
	22.0%
	15.0%
	11.3%
	26.2%
	11.3%

	Open a new plant
	28.8%
	23.3%
	27.9%
	32.7%
	28.6%
	29.6%

	Close an existing plant
	10.7%
	15.5%
	10.0%
	10.7%
	16.7%
	8.0%


Note: All restructuring measures were undertaken within the past three years

To conclude the brief overview of the data, the data on restructuring are presented in table 3.4, broken down by ownership types.  The most common types of restructuring undertaken by all private firms are upgrading and developing new product lines.  These restructuring measures may represent firms’ increased need to change product lines in order to remain competitive.  While many firms have undertaken strategic restructuring in the past three years, relatively few have undertaken defensive restructuring.  Only 13.2% of private firms discontinued existing product lines and 10.7% closed at least one existing plant.  This may be due to the sample period because only restructuring initiatives undertaken since 1996 are included in the responses.  This would suggest that most firms possibly discontinued unprofitable product lines and closing plants soon after the start of transition and it has taken longer for them to develop new products or upgrade existing product lines.  This would make sense since it is much less time consuming to discontinue a product line than it is to successfully upgrade or develop product lines.  One noteworthy aspect of table 3.4 is the difference between private and state-owned firms in their restructuring measures.  Unlike private firms, SOEs have not, in general, developed new product lines or open new plants.  They have been more likely to upgrade existing product lines and undertake defensive restructuring measures.  Other differences between firms distinguished by ownership are somewhat more muted.   

3.2 Methodology

In order to test whether the observed differences in firm performance across ownership categories are due to ownership or other effects, it is necessary to control for competition and restructuring, as well as sector- and country-specific effects.  The basic methodology used to do this is a regression equation of the following form:
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where perf is the measure of performance (employment, sales or labor productivity growth), own is the ownership (foreign, domestic insider or domestic outsider vis-à-vis state ownership), denovo is a dummy variable with value one if the firm is a de novo firm and zero otherwise; comp is one of the competition measures (market share, market power, and the number of competitors). R is a vector of measures of defensive and strategic restructuring included as dummy variables for each type of restructuring.  For all measures of performance, the restructuring variables included are successfully developing a new product line, upgrading an existing product line, discontinuing a product line, exporting to a new country, opening a new plant, and closing an existing plant.  Finally, X is a vector of dummy variables controlling for country and sector effects.
  There is one important omission from the control variables; a measure of firm size.  This is excluded because of lack of fine enough data on employment.  Carlin et al. (2001) have noted that size may also be endogenous.  This would be the case especially for when employment growth is the measure of performance because one would expect firms that have expanded rapidly in terms of employment in the past three years to be larger than firms that have grown slower.  However, this is counterbalanced by the fact that larger firms are more likely to have slower growth of all measures of performance than smaller firms when the measures are constructed in percentage growth rates.  

  
A priori, one would expect all private firms to outperform state-owned firms.  Disaggregating ownership, one would expect that foreign firms would be the fastest growing, while domestic outsider-owned firms would be expected to outperform domestic insider-owned firms.  One would expect de novo firms to have high employment and sales growth, but a priori it is hard to tell whether they would also have higher labor productivity growth.  Turning to competition and market power, it is difficult to assess the exact effects of each measure of competition on performance, but one would expect that higher competition would be associated with better firm performance.  Similarly, one would expect that strategic restructuring (e.g., developing new product lines, upgrading existing product lines, opening a new plant) would tend to increase all measures of firm performance.  Defensive restructuring (e.g., discontinuing product lines, closing existing plants and other cost-reducing measures) would most likely be associated with lower employment growth and would probably entail sales growth reductions.  However, it would be probable that the employment effect would outweigh the sales effect and that labor productivity growth would be increased.


One difficult aspect of the data to deal with is the differences between the stages of restructuring across industries and countries.  Countries that are relatively more advanced in the transition process would have likely already passed the stage at which the unprofitable firms are driven out of the market or have undergone at least some defensive restructuring.  In the more advanced point in transition, there would likely be more emphasis on developing sources for future revenue growth rather than on reducing costs to survive in the short term.  However, in those countries closer to the beginning of their transition process, there would tend to be fewer firms implementing revenue-increasing restructuring for the long term and more firms concerned about cutting costs to ensure short-term survival.  These differences would also be present across industries.  Some industries entered the transition process quite well able to compete with foreign-owned firms and produce for a competitive market and therefore would be more focused upon increasing revenue to ensure long term viability.  However, some industries, most likely the heavy industry sectors of the economy have a huge demand (and need) for the implementation of defensive restructuring to reduce the high costs of production left over from the Soviet era when capital was not upgraded nearly as regularly as it would have been in a market setting.  To control for this aspect of the data, I have included both sector- and country-level effects.  However, one problem with the sector dummies is that because they are not very disaggregated, they will not control for a large degree of variability between the sectors contained within them.  


A final methodological note is necessary concerning the likely presence of endogeneity bias.  In many of the more recent studies of the effect of ownership on performance in the transition setting, the problem of whether performance is a result or a cause of ownership has been a menace.  Gupta and Svejnar (2001) have directly tested for the presence of ownership being influenced by current or expected future firm performance in the Czech Republic and found strong support for its presence.  However, if endogeneity bias is present in the sample it would tend to increase the probability of finding a positive effect of ownership on firm performance.  This result obtains because many firms that were privatized were those firms expected to perform the best in the future with little restructuring.  In contrast, the state often held onto the worst firms (the ‘dinosaurs’ or the ‘white elephants’) in order to either restructure them for future sale when they become profitable or in order to soften the blow to the workers by continuing to subsidize their operation.  If these firms were immediately thrown into the market, they would surely fail quickly, thus throwing the workers into unemployment, a politically unacceptable move.  However, in this study, there was no evidence to support the theory that ownership has an effect on firm performance when controlling for other factors.  Therefore, I did not see it necessary to attempt to directly correct for the endogeneity problem. In addition, it is probably impossible, given the current dataset, to correct for endogeneity bias.  The lack of a true time dimension “limits the confidence we can place in the analysis of ownership effects because we cannot implement a test for the selection effects of privatization.  To the extent that it was the ‘better’ state-owned firms that were privatized, the lack of correction for selection effects would bias the results toward finding a positive relationship between privatized firms (compared with those still in state ownership) and both restructuring and performance” (Carlin et al. 2001: 19).  However, in order to ensure that endogeneity of ownership does not bias other coefficients, all the regressions were re-estimated without the inclusion of the ownership variables (except for de novo classification, which is not endogenous).


As Carlin et al. (2001) noted, there may be a possible endogeneity bias between performance and restructuring.  This bias is caused by the fact that the amount and type of restructuring a firm needs is determined by its performance.  Furthermore, the amount of restructuring a firm undertakes determines its performance.  The latter effect is the one of most import aspects of this study.   In order to correct for the endogeneity bias, there needs to be a suitable instrument for restructuring that effects performance, but has no relation with restructuring.  One possibility would be the predicted values of a probit regression with the restructuring variable as the dependent variable and a selection of independent variables, likely including sales and employment growth, ownership and competition.  However, of the four different possible instruments that were constructed using this method, none were suitable instruments.  They were either not correlated with the original restructuring variable or were highly correlated with the performance variable.  Thus, the results for the restructuring variables should be interpreted with some caution.  


In the second half of the empirical analysis, the following probit regression is run to examine the determinants of firms’ decision to restructure:
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where 
[image: image3.wmf] is a dummy for whether firm i undertook strategic restructuring measure j, where j is either developing a new product, upgrading an existing product or exporting to a new country.  The independent variables are identical to those used in the performance regression except that comp includes only market power and market share, not the number of competitors.  A priori, one would expect that foreign-owned firms would be most likely to undergo strategic restructuring, followed by outsider-owned firms with insider-owned firms identical to state-owned firms (the omitted category).  One would also expect that firms in competitive markets would be more likely to restructure because to not do so would likely make them unprofitable and lead to their exit from the market.  However, one could also make a Schumpeterian argument that firms with market power would be more able to undergo strategic restructuring than firms in competitive markets because they will have more retained earnings with which to fund the development of new product lines and the upgrading of existing product lines, as well as expanding the distribution of products into foreign markets.  Therefore, a priori it is not possible to predict the sign on the competition variables.  Finally, one would expect de novo firms to undergo less strategic restructuring because they should ideally already be producing a product that is in demand and, therefore, not need to develop or upgrade product lines.  In the regression looking at whether a firm exports to a new country, de novo firms may have the same probability of exporting to a new country or may be more focused on producing for the domestic markets and, therefore, have a lower probability of exporting to a new country.  

4 Results

4.1 Sales change regressions

The first set of regressions run used sales change as the dependent variable and the standard set of independent variables described above is presented in table 4.1, columns (1) to (3).  In the first four rows, one can see that there are very few ownership effects except for foreign-owned and de novo firms.  Insider- and domestic outsider-owned firms do not perform significantly better than SOEs.  This result is not surprising given the summary statistics presented in the last section which showed SOEs performing as well or better than insider- and outsider-owned firms but not as well as foreign-owned or de novo firms.  Furthermore, one would expect that foreign-owned firms would perform better than all other firms except for de novo firms because of their access to credit, better technology and managerial skills.  De novo firms were expected to be the best performing because in general smaller firms are expected to grow faster than large firms.  In another set of regressions that were not included, when the natural log of employment is included as a measure of initial firm size, it is unexpectedly positive and significant, although its exclusion affects neither the coefficients, standard errors nor the general fit of the model.  


The inclusion of different measures of competition leads to different results in terms of how competition affects firm performance.  In column (1), there does not appear to be any significant effect of higher competition vis-à-vis a situation in which there are no competitors (the omitted category).  However, in columns (2) and (3), market power and the share of the domestic market appear to have a positive effect on firm performance.  More specifically, a firm with complete market power would have sales growth 5.83 percent greater than a firm with no market power.  Furthermore, the elasticity of sales with respect to domestic market share is estimated to be 0.05. 

Table 4. 1: Sales change regressions

	
	(1)
	(2)
	(3)
	(4)
	(5)
	(6)

	Foreign Ownership
	4.18ª
	4.37ª
	4.15ª
	
	
	

	
	(2.34)
	(2.32)
	(2.37)
	
	
	

	Insider Ownership
	-0.41
	-0.19
	-0.11
	
	
	

	
	(1.87)
	(1.84)
	(1.88)
	
	
	

	Outsider Ownership
	0.72
	0.88
	1.12
	
	
	

	
	(1.40)
	(1.39)
	(1.42)
	
	
	

	De Novo
	4.73**
	4.79**
	4.92**
	5.16**
	5.26**
	5.50**

	
	(1.29)
	(1.29)
	(1.29)
	(1.20)
	(1.19)
	(1.21)

	1-3 Competitors
	1.89
	
	
	1.98
	
	

	
	(1.93)
	
	
	(1.95)
	
	

	4+ Competitors
	-0.07
	
	
	-0.24
	
	

	
	(1.52)
	
	
	(1.51)
	
	

	Market Power
	
	5.83**
	
	
	5.81**
	

	
	
	(1.53)
	
	
	(1.54)
	

	Market Share
	
	
	0.05*
	
	
	0.05**

	
	
	
	(0.02)
	
	
	(0.02)

	Develop Product
	7.36**
	7.22**
	7.24**
	7.47**
	7.32**
	7.34**

	
	(1.26)
	(1.26)
	(1.26)
	(1.26)
	(1.26)
	(1.26)

	Upgrade Product
	7.07**
	6.94**
	6.99**
	7.12**
	6.99**
	7.03**

	
	(1.11)
	(1.11)
	(1.11)
	(1.11)
	(1.11)
	(1.11)

	Discontinue Product
	-4.73**
	-4.67**
	-4.88**
	-4.73**
	-4.68**
	-4.89**

	
	(1.55)
	(1.54)
	(1.55)
	(1.54)
	(1.54)
	(1.55)

	New Export Country
	2.50ª
	2.78ª
	2.15
	2.64ª
	2.92ª
	2.26

	
	(1.54)
	(1.53)
	(1.56)
	(1.54)
	(1.54)
	(1.56)

	Open Plant
	4.73**
	4.51**
	4.68**
	4.67**
	4.46**
	4.64**

	
	(1.33)
	(1.32)
	(1.33)
	(1.34)
	(1.32)
	(1.33)

	Close Plant
	-4.86**
	-4.51**
	-4.83**
	-4.74**
	-4.40**
	-4.73**

	
	(1.79)
	(1.77)
	(1.79)
	(1.79)
	(1.77)
	(1.79)

	Country Dummies
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	Sector Dummies
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	
	
	
	
	
	
	

	R-square
	0.25
	0.26
	0.25
	0.25
	0.26
	0.25

	Observations
	1195
	1195
	1195
	1195
	1195
	1195


Note: The numbers in parentheses underneath the coefficients are heteroskedasticity-corrected standard errors.  

  ª  = Significant at the 10% level

  * = Significant at the 5% level

** = Significant at the 1% level
The competition results, while not surprising, are not as strong a predictor of sales growth as many of the restructuring variables.  For example, firms that have developed a new product in the past three years have between 7.2 and 7.4 percent higher sales growth than those that have not.  Firms that upgrade products have around 7.0 percent higher sales growth than firms that do not.  Firms that open plants and begin exporting to a new country also experienced higher sales growth, but not as high as those that developed new or upgraded existing product lines.  Firms that close plants have significantly lower sales growth of about an equal magnitude to those firms that discontinue products.   


In order to determine whether these results are affected by any possible endogeneity between ownership and firm performance, in columns (4) to (6), the regressions are re-estimated with ownership excluded.  As one can see, the results do not change much in any substantive manner, nor does the overall goodness of fit change.  This suggests that even if there is endogeneity between ownership and firm performance it does not bias other coefficients.

4.2 Employment change regressions

In general, the results for employment change (table 4.2) are the same as for sales change.  However, foreign-owned firms do not have significantly higher employment growth than SOEs, while outsider-owned firms do (although only at the 10 percent level).  De novo firms have significantly higher employment growth (around 9.0 percent higher), which is a good deal higher than their sales growth outperform SOEs.  Foreign-owned firms would be expected to have employment growth slightly higher than SOEs because, as is presented in table 3.2, SOEs have a negative average employment growth.  Foreign-owned firms, in contrast, are likely to have cut employment earlier on in transition, if at all.  One reason why foreign-owned firms may not reduce employment is because they are already viewed with some suspicion and if they made large employment cuts, their presence might be viewed with even more suspicion.  

Table 4.2: Employment change regressions

	
	(1)
	(2)
	(3)
	(4)
	(5)
	(6)

	Foreign Ownership
	2.25
	2.34
	2.24
	
	
	

	
	(2.10)
	(2.10)
	(2.11)
	
	
	

	Insider Ownership
	0.30
	0.42
	0.38
	
	
	

	
	(1.44)
	(1.41)
	(1.43)
	
	
	

	Outsider Ownership
	2.00
	2.11ª
	2.12ª
	
	
	

	
	(1.24)
	(1.21)
	(1.24)
	
	
	

	De Novo
	8.98**
	9.01**
	9.03**
	9.82**
	9.90**
	9.91**

	
	(1.18)
	(1.18)
	(1.18)
	(1.07)
	(1.07)
	(1.08)

	1-3 Competitors
	0.31
	
	
	0.57
	
	

	
	(2.01)
	
	
	(1.99)
	
	

	4+ Competitors
	0.07
	
	
	0.43
	
	

	
	(1.67)
	
	
	(1.64)
	
	

	Market Power
	
	2.38ª
	
	
	2.31ª
	

	
	
	(1.38)
	
	
	(1.38)
	

	Market Share
	
	
	0.01
	
	
	0.01

	
	
	
	(0.02)
	
	
	(0.02)

	Develop Product
	6.42**
	6.35**
	6.38**
	6.47**
	6.40**
	6.45**

	
	(1.09)
	(1.09)
	(1.09)
	(1.09)
	(1.09)
	(1.09)

	Upgrade Product
	4.23**
	4.15**
	4.20**
	4.26**
	4.18**
	4.24**

	
	(1.01)
	(1.01)
	(1.02)
	(1.01)
	(1.01)
	(1.02)

	Discontinue Product
	-5.31**
	-5.16**
	-5.23**
	-5.23**
	-5.19**
	-5.26**

	
	(1.20)
	(1.20)
	(1.21)
	(1.20)
	(1.20)
	(1.21)

	New Export Country
	1.29
	1.38
	1.19
	1.34
	1.40
	1.25

	
	(1.38)
	(1.38)
	(1.38)
	(1.39)
	(1.39)
	(1.39)

	Open Plant
	3.82**
	3.73**
	3.81**
	3.82**
	3.73**
	3.81**

	
	(1.19)
	(1.20)
	(1.19)
	(1.20)
	(1.20)
	(1.19)

	Close Plant
	-5.52**
	-5.38**
	-5.51**
	-5.50**
	-5.36**
	-5.49**

	
	(1.53)
	(1.51)
	(1.52)
	(1.53)
	(1.52)
	(1.52)

	Country Dummies
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	Sector Dummies
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	
	
	
	
	
	
	

	R-square
	0.25
	0.26
	0.25
	0.25
	0.25
	0.25

	Observations
	1195
	1195
	1195
	1195
	1195
	1195


Note: The numbers in parentheses underneath the coefficients are heteroskedasticity-corrected standard errors.  

  ª  = Significant at the 10% level

  * = Significant at the 5% level

** = Significant at the 1% level
One difference, however, between the employment and sales growth regressions is the effect of competition.  As in the sales growth regressions, the number of competitors does not have an effect on employment growth, while market power has a positive and significant influence on employment growth.  In contrast to the sales growth regressions, the share of the domestic market a firm occupies does not influence its employment growth.  The results for competition suggest that, in terms of employment growth, only firms that can raise prices without losing much demand will expand employment by more, for a given ownership structure and restructuring program.  For restructuring, the same results obtain as for sales growth.  Firms that develop new products, upgrade existing products or open a new plant see higher employment growth while firms that discontinue products or close plants see lower employment growth.  However, one interesting note is that the employment increase for firms that upgrade existing product lines is lower than for those that develop new product lines.  This may suggest that the development of new product lines, because it does not require the abandonment (or reduction) of another, requires the firm to hire new employees.  Another possibility is that for both types of firms, the development of a new product line or the upgrading of an existing one requires that workers with different skills than the existing workers are hired.  


As with the sales change regressions, to control for the endogeneity of ownership the model is re-estimated without ownership and the results are again left unchanged (see columns [4] to [6]).  Furthermore, adding in a control for initial size (not in tables) does not affect the levels or significance of the coefficients nor the overall fit of the model.  This suggests that, like the sales change regressions, these results are quite robust.  

4.3 Labor productivity change regressions

The labor productivity change regressions are probably the most interesting in that they combine the results of the employment and sales growth regressions.  Unlike the other sets of regressions, as columns (1) to (3) of table 4.3 show, there is no significant ownership effect.  However, de novo firms have significantly lower labor productivity growth than do non-de novo firms.  This result, while initially surprising can be explained 

Table 4.3: Labor productivity change regressions

	
	(1)
	(2)
	(3)
	(4)
	(5)
	(6)

	Foreign Ownership
	1.88
	1.93
	1.80
	
	
	

	
	(2.05)
	(2.05)
	(2.06)
	
	
	

	Insider Ownership
	-0.64
	-0.64
	-0.51
	
	
	

	
	(1.81)
	(1.79)
	(1.81)
	
	
	

	Outsider Ownership
	-1.16
	-1.23
	-1.00
	
	
	

	
	(1.41)
	(1.39)
	(1.41)
	
	
	

	De Novo
	-4.48**
	-4.45**
	-4.34**
	-4.85**
	-4.87**
	-4.64**

	
	(1.10)
	(1.11)
	(1.11)
	(0.99)
	(0.99)
	(1.01)

	1-3 Competitors
	0.79
	
	
	0.63
	
	

	
	(2.11)
	
	
	(2.11)
	
	

	4+ Competitors
	-1.06
	
	
	-1.35
	
	

	
	(1.86)
	
	
	(1.85)
	
	

	Market Power
	
	3.10*
	
	
	3.15*
	

	
	
	(1.36)
	
	
	(1.37)
	

	Market Share
	
	
	0.04*
	
	
	0.04*

	
	
	
	(0.02)
	
	
	(0.02)

	Develop Product
	0.88
	0.81
	0.79
	0.92
	0.85
	0.82

	
	(1.07)
	(1.08)
	(1.08)
	(1.07)
	(1.08)
	(1.08)

	Upgrade Product
	2.91**
	2.86**
	2.85**
	2.93**
	2.88**
	2.86**

	
	(1.01)
	(1.00)
	(1.00)
	(1.00)
	(0.99)
	(1.00)

	Discontinue Product
	0.40
	0.43
	0.30
	0.42
	0.45
	0.31

	
	(1.40)
	(1.40)
	(1.40)
	(1.40)
	(1.40)
	(1.40)

	New Export Country
	1.21
	1.43
	1.00
	1.30
	1.54
	1.06

	
	(1.31)
	(1.33)
	(1.31)
	(1.31)
	(1.33)
	(1.30)

	Open Plant
	1.25
	1.15
	1.23
	1.19
	1.09
	1.19

	
	(1.20)
	(1.19)
	(1.20)
	(1.20)
	(1.19)
	(1.20)

	Close Plant
	1.00
	1.16
	1.00
	1.09
	1.25
	1.07

	
	(1.62)
	(1.62)
	(1.62)
	(1.62)
	(1.62)
	(1.62)

	Country Dummies
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	Sector Dummies
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	
	
	
	
	
	
	

	R-square
	0.13
	0.14
	0.14
	0.13
	0.13
	0.13

	Observations
	1195
	1195
	1195
	1195
	1195
	1195


Note: The numbers in parentheses underneath the coefficients are heteroskedasticity-corrected standard errors.  

  ª  = Significant at the 10% level

  * = Significant at the 5% level

** = Significant at the 1% level
by the sales and employment growth regressions.  In those regressions, the level by which de novo employment growth exceeded that of SOEs was greater than the level by which de novo sales growth exceeded that of SOEs.  This result may occur because in the first few years of a de novo firm’s existence, it needs to hire workers immediately, while there may be some lag between hiring workers and seeing increases in sales growth.  


Looking at the effects of competition on labor productivity growth, the results are surprising: higher levels of market power and market share are associated with higher labor productivity growth.  One explanation for this may be that firms with market power (or who control a large share of the domestic market) are able to have higher investment because their positive economic profits give them higher retained earnings, a large source of investment in transition (Carlin et al. 2001).


Turning to the restructuring variables, only the successful upgrading of an existing product line has a positive and significant effect on labor productivity growth.  However, this result is not too surprising since, of the six measures included, only the upgrading of a product has different implications for the path of employment and sales growth.  


Overall, the results support the view developed in the previous subsection.  The competitive environment matters less than whether a firm is a de novo and the set of restructuring measures undertaken by the firm.  Furthermore, in columns (4) through (6), the results are tested for robustness.  The robustness check (as well as the addition of a measure of initial employment, not included) shows that the results are, in fact, robust.  

4.4 Restructuring probit regressions

In this section, the results from the probit regressions are described.  Columns (1a) and (1b) use the dummy for whether a firm developed a new product line as the dependent variable, columns (2a) and (2b) use the dummy for whether the firm upgraded a product line as the dependent variable and columns (3a) and (3b) use a dummy for whether firms began exporting to a new country as the dependent variable.  The results are detailed in table 4.4 below.  

Table 4.4: Restructuring probit results

	
	(1a)
	(1b)
	(2a)
	(2b)
	(3a)
	(3b)

	Ownership
	
	
	
	
	
	

	Foreign
	0.14*
	0.14ª
	0.07
	0.07
	0.04
	0.04

	
	(0.07)
	(0.07)
	(0.07)
	(0.07)
	(0.05)
	(0.05)

	Insider
	0.02
	0.03
	-0.06
	-0.05
	-0.06ª
	-0.05

	
	(0.6)
	(0.06)
	(0.06)
	(0.06)
	(0.03)
	(0.03)

	Outsider
	0.04
	0.06
	-0.00
	-0.02
	-0.02
	-0.00

	
	(0.05)
	(0.05)
	(0.05)
	(0.05)
	(0.03)
	(0.03)

	De novo
	0.01
	0.02
	-0.03
	-0.02
	-0.05*
	-0.04ª

	
	(0.04)
	(0.04)
	(0.04)
	(0.04)
	(0.02)
	(0.02)

	Competition
	
	
	
	
	
	

	Market Power
	0.09*
	
	0.09*
	
	-0.02
	

	
	(0.04)
	
	(0.05)
	
	(0.03)
	

	Market Share
	
	0.002**
	
	0.002**
	
	0.001**

	
	
	(0.001)
	
	(0.001)
	
	(0.000)

	
	
	
	
	
	
	 

	Country Dummies
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	Sector Dummies
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	
	
	
	
	
	
	

	Pseudo R-square
	0.11
	0.11
	0.11
	0.12
	0.20
	0.21

	Observations
	1195
	1195
	1195
	1195
	1184
	1184


Note: The numbers in parentheses underneath the coefficients are standard errors.  The drop in the number of observations is due to the omission of countries in which there was no variation in the dependent variable.

  ª  = Significant at the 10% level

  * = Significant at the 5% level

** = Significant at the 1% level

The results in table 4.4 show that ownership does not have much of a significant impact on the probabilities for strategic restructuring.  Foreign-owned firms are more likely to develop new product lines.  However, for all other combinations of ownership and types of strategic restructuring, there is no significant difference between state-owned and private firms.  The only significant difference between de novo and traditional firms is their probability of exporting to a new country: de novo firms are significantly less likely to export to a new country than are traditional firms.  


The most significant results of this section of the analysis come in looking at the effect of competition on the probability that a firm undergoes strategic restructuring.  A firm with complete market power is 9 percent more likely to develop a new product line and 9 percent more likely to upgrade an existing product line than is a firm with no market power.  Furthermore, for each ten percentage point increase in a firm’s market share, there is a 0.2 percent increase in the probability that the firm develops a new product line or upgrades an existing product line.  The impact on competition is slightly less clear for whether a firm exports to a new country.  The degree to which the firm has market power does not have an effect on the probability that it exports to a new country, but each increase of ten percentage points in its market share increases the probability that the firm exports to a new country by 0.1 percent.  This result is not surprising because those firms that control much of the domestic market are likely to expand their customer base further and the best way for them to do this would be to export to a new country.  

5 Conclusion


 In this thesis, I have examined empirically the determinants of firm performance using a large sample of 1195 firms from 25 transition countries.  In contrast to many other studies, I find that ownership does not have a significant effect on firm performance and that de novo private firms perform better than state-owned and privatized firms, in agreement with Konings (1997).  However, my analysis shows that the performance difference between de novo firms and traditional (both state-owned and privatized) firms is larger for employment growth than for sales growth.  Because of this finding, it is no surprise that I found that de novo firms have significantly lower labor productivity growth than traditional firms.  This likely reflects the immediate need for employment to be increased and the lag between the beginning of production (when the large share of employment is likely to occur) and the time at which sales begin to increase.  Despite the observed lower labor productivity, this thesis has demonstrated that de novo firms are growing faster than the traditional firms and therefore will constitute a necessary part of the transition process in the future.  


When looking at the effects of competition on firm performance, a result emerged that was contrary to much of conventional economic theory.  Firms with more market power and a larger share of the domestic market had higher sales and labor productivity growth than those with less market power and a lower share of the domestic market.  There are three possible explanations for this result.  First, the Schumpeterian (1942) view would be that firms with market power would have a greater incentive to innovate than those in perfectly competitive markets and therefore would be able to afford the costs necessary to receive the benefits from innovation.  However, in the transition context, this explanation is unlikely because the types of changes firms are undergoing are more basic than developing new technologies; rather, they are in the stage in which those undergoing strategic restructuring are adopting (not developing) more efficient and newer technologies of production.  This explanation may be partly responsible for the observed results if those firms with more market power are more likely to undergo strategic restructuring, which was found to be associated with increased firm performance.  In the final part of the previous chapter, I found that firms with more market power are more likely to undergo strategic restructuring and therefore, while the Schumpeterian hypothesis may not hold in the strict sense, the degree to which firms develop new product lines, upgrade existing product lines and export to new countries is affected by the degree of market power and market share controlled by the firm.  Another possibility is that the effect of competition would be different depending on the type of expansion seen in the industry.  It may be that the industry is experiencing extensive growth (increases in the number of firms with no increase in the size of firms) or, alternatively, that it is experiencing intensive growth (increases in the size of firms with either a constant or decreasing number of firms).  To distinguish the effect of either type it is necessary to look at the prospects for entry into the market and the desire of firms to exit the market.  In extensive growth industries, there would be a high inducement and low barriers to entering the industry for new firms.  If this were the case, it would be unlikely that the observed positive relationship between market power and growth of sales and labor productivity would hold.  In intensive growth industries, in contrast, the barriers to entry would be higher while there would be a lower inducement to enter because the minimum efficient scale (MES) is likely to be high (due, perhaps, to increasing returns).  However, this explanation assumes that the firms in the industry are established at a size smaller than MES.  However, in transition, this was certainly not the case in most industries.  At the onset of transition, if anything, the existing firms were well above MES.  During the period between the beginning of transition and the time in which the survey data used in this thesis began, those firms that were not viable, at least at their current size, were forced to remove at least the part of their production capacity which was above the MES.  In 1996, the date to which retrospective questions were asked, those firms which were performing the best were those with market power.  Market power is, in this case, likely to be the result, not the cause, of better firm performance.  Thus there is a potentially serious endogeneity issue for which future studies should attempt to correct.
  In transition, it is likely that a combination of the Schumpeterian hypothesis and the endogeneity of market power produced the result that firms with more market power had better firm performance.  


Turning to restructuring, the results more closely followed the conventional theories.  Firms that underwent defensive restructuring experienced lower employment and sales growth than firms that did not undertake these measures.  This can be explained by the fact that when firms undertake defensive restructuring measures, like closing plants or discontinuing product lines this will reduce employment and sales, while still at the same time increasing the prospects for future growth.  Within the short (three year) sample covered in this thesis, there is not likely to be much time for the long-term effect of defensive restructuring measures to come out in the data.  


In contrast, the effects of strategic restructuring appear much more quickly than those of defensive restructuring.  Firms that developed new product lines, upgraded existing ones and opened new plants saw immediate gains in sales and employment growth.  However, only the upgrading of existing product lines significantly increased labor productivity growth.  This result is understandable, however, because the upgrading of a product line is likely (and supported by the results) to increase sales growth more than it increases employment growth.  


These results are robust to the exclusion of the ownership variables (excluding de novo firms, which are not endogenous) to correct for endogeneity problems.  However, the omission of the ownership variables could bring in another econometric problem: omitted variable bias.  However, when the ownership variables are omitted, the other coefficients in the regressions retain their magnitudes and significance, so the omitted variable bias is not likely to be a problem.  


From these results, the conclusion emerges that the best way to increase the performance of firms in transition countries is to encourage them to undertake both defensive and strategic restructuring.  In order to do this, several institutional changes need to be made.  First, the capital markets, which are still very underdeveloped, need to move towards development in order to provide credit to the largest firms.  For small- and medium-sized enterprises, banks are needed to provide finance.  In name, there were some banks at the beginning of the transition process.  However, they did not have the need, prior to transition, to screen their borrowers to determine and compare the relative levels of risk.  In the transition process, the development of banks that truly intermediate between their depositors and firms (as well as individuals) wishing to borrow.  This will be extremely beneficial to the restructuring process, but only in so far as the government effectively regulates the banking system.  As other studies have found, firms not receiving credit initially tend to remove themselves from the market for credit altogether reflecting a ‘discouraged borrower’ effect.  

The combination of a more efficient financial system (to foster restructuring of old firms especially) with the encouragement of de novo private firms should help improve the performance of the transition economies and speed their progress towards a well functioning market economy.  
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� In the U.K. it took several years to restructure, value and sell each enterprise.  With fewer institutional structures in transition countries, as well as the need for more comprehensive restructuring and far more enterprises being privatized, it would have taken decades to privatize all of the SOEs in Poland.  


� A firm is corporatized when the control rights are transferred from the ministry to the managers and the workers.  


� For more details on the results of the Polish privatization programs as well as its structure, see Earle et al. (1994), Frydman et al. (1993), Poznanski (1996), Sachs (1993), and Slay (1994).


� More information about the Czech privatization programs can be found in Earle et al. (1994), Frydman et al. (1993), and OECD (1996, 1998b, 2002).


� For a detailed political economy overview of the socialist system, see Kornai (1992).  A brief, but comprehensive, overview of the Classical Soviet-Type Economy can be found in Ericson (1991).  


� There were some areas in which firms produced for the European market.  However, these were usually concentrated in small sectors (Repkine and Walsh 1999).


� There was still private ownership of personal goods (Kornai 1992). 


�In many countries, this assumption can be strengthened to include firms that create negative value added.  That is, firms whose output at current prices is less than the value (also at current prices) of their inputs including labor and capital (Gaddy and Ickes 2002).   


� The level of taxation and collection of taxes differs widely across countries and therefore, the concept of ‘taxpayers’ is also very country-specific.  For this reason, the constituency of ‘taxpayers’, and their goals, will differ across countries.    


� Note also the possibility that taxpayers may oppose the privatization out of concern for the possible distributional effects that the firm’s privatization would cause.  In that case the consumers’ interests align with the taxpayers and both would be in opposition to the Treasury.  


� A notable example of this was the Russian loans-for-shares program of the mid-1990s, which gave many valuable firms to politically connected individuals at a fraction of their true value.


� Allocative efficiency depends on resources within the economy as a whole being distributed to the most efficient and productive uses.  Productive efficiency relates to the methods of production within the firm and whether the firm is producing on its production possibility frontier.  X-efficiency relates to the ability of the manager to coordinate production.  For example, if there were two otherwise identical firms except that one firm was able to produce more than the other with a given amount of inputs, then it would be more X-efficient.  


� The claim that the politician would have every incentive to demand another bribe after the manager had provided him with one is not necessarily true, because in situations involving corruption, there is still some incentive for the politician to maintain a certain level of reputation, in order to keep receiving bribes in the future.  However, due to the short time horizon in transition, it is unlikely that politicians demanding bribes have much concern over their reputation. 


� An example of this in the Soviet Union was the 1977 new Soviet incentive scheme. For the reasons given above, it failed.  


� For a more detailed discussion of property rights and how they differ between market and socialist systems, see Kornai (1992), chapter 5.


� For a theoretical treatment of insider-owned firms, see Ben-Ner (1984). 


� Many observers expected insider-owned firms to eventually be resold to outsiders.  The degree to which this has happened thus far has been limited.  Aghion and Blanchard (1996) develop a model explaining why insider-owned firms have not been resold to outsiders as the result of unemployment creating a wedge between the value of the firm to the insiders and to the outsiders, as well as to collusion between the insiders.  Another possibility is that insider-owned firms will slowly lose the inside-owners as workers (through retirement, for example) and become transformed into traditional outsider-owned firms as Ben-Ner (1984) has theorized.  


� Two prominent recent papers on non-transition privatization are Boardman and Vining (1989) and Megginson, Nash and van Randenborgh (1994).  Megginson and Netter (2001) provide a comprehensive survey of empirical studies on the performance gains from privatization, with a focus on the non-transition literature.  Djankov and Murrell (2002) perform meta-analysis tests on a large number of papers dealing with privatization in transition.  


� Walsh and Whelan control for selection bias using predicted ownership as an instrument. 


� This result is not overly surprising.  Many authors have noted the benefits that may result from managerial ownership as a result of aligning ownership and control.  However, there are also new problems associated with insider ownership, as mentioned earlier in this chapter.  See, for example, Earle and Estrin (1996). 


� There has been other evidence besides Earle (1998) suggesting that there is a tendency for the best firms to be privatized first.  See, for example, Gupta, Ham and Svejnar (2001)


� If the percentage by which sales had changed in the past three years is r then the annualized growth rate, � EMBED Equation.3  ���, is calculated according to the formula: � EMBED Equation.3  ���.  In order to calculate an approximation for labor productivity growth the following formula was used, where all changes in sales and labor are annualized: � EMBED Equation.3  ���, where lprodch is growth of labor productivity, salesch is sales growth and empch is employment growth.


� The sector dummies used in the analysis are: farming/fishing/forestry, mining/quarrying, manufacture/repair, building/construction, power generation, trading/wholesale, retail, transport (air, land, sea), financial services, personal services, and business services.  


� Using the data from this study, the omission of the competition variables does not affect the overall goodness of fit or the individual coefficients and standard errors.
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