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 1
 
 The Scope of Privatization
 
 P
 
 ivotal events in economic history often pass with an almost surreal normalcy, only rarely evoking the drama of decisive battles or the excitement of great political moments. Nonetheless, economic events can impact human affairs just as decisively. The past quarter-century has certainly witnessed its share of fundamental political change and high military drama, but a strong case can be made that the economic changes that the world has experienced since 1979 are even more profound than the political changes that ended communist rule in central and eastern Europe and the revolution in warfare displayed in the Balkans, central Asia, and Iraq. The unhappy recent history of the nation of Afghanistan illustrates this point well. When the Soviet Union invaded Afghanistan in November 1979, state power seemed as ascendant in world economics as it clearly was in world politics. Roughly a quarter of the world’s population—living in what are today 29 countries—was ruled by communist governments, most developing countries had large state sectors and pursued development strategies emphasizing state direction, and state-owned enterprises accounted for 10 percent or more of total output in many Western democracies. By the time the Taliban government was expelled from Afghanistan and a new government installed under the protection of North Atlantic Treaty Organization (NATO) troops in 2003, the Soviet Union was a dozen years gone, the statist model of economic development had been thoroughly discredited, the output of state-owned enterprises as a fraction of world gross domestic product (GDP) had been cut roughly in half, and the sole remaining major communist power was Marxist in name only. While it is far too early to say that freemarket economics has decisively routed socialism, capitalism has certainly won the last quarter-century’s round on points. The political and economic policy of privatization, broadly deﬁned as the deliberate sale by a government of state-owned enterprises (SOEs) or assets to private economic agents, has been one of the most important and visible aspects of this global trend toward greater reliance on markets to allocate resources. Since 3
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 its introduction by Britain’s Thatcher government in the early 1980s to a thenskeptical public (which included many economists), privatization now appears to be accepted as a legitimate—often a core—tool of statecraft by governments of more than 100 countries. Privatization has not only dramatically reduced the direct role of the state in producing goods and services, it has also massively increased the size and efﬁciency of the world’s capital markets and fueled an unprecedented increase in the number of people who own corporate shares. This book attempts to tell the story of how privatization rose from a radical notion to economic orthodoxy in less than a generation, and in the process changed how we view the role of government in the business of nations. The story cannot be told without presenting a measure of economic theory, but the primary focus will be on those practical actions taken by politicians, economists, businesspersons, investors, and ordinary citizens in transitioning between government and private ownership of productive enterprises, and on the concepts that have guided their actions. To understand how and why privatization emerged when it did, we begin our narrative with a brief history of the rise and fall of state ownership in the modern era. After this, we ask and seek to answer a series of basic questions: How much privatization has actually occurred? Why have so many countries adopted privatization programs? What are the costs and beneﬁts of state versus public ownership, both theoretically and in actual practice? How do governments privatize state-owned enterprises? And, most important, has privatization worked? As we will see, the general answer to this last question is yes, but yes with many qualiﬁers and nuances, especially regarding the evidence from the transition economies of central and eastern Europe. The middle part of this book examines the impact that privatization has had, and is likely to continue having, on ﬁnancial markets and corporate ﬁnance practices. Cynics might call these chapters “How Governments Helped American Investment Banks Conquer the World,” but the impact of privatization on global ﬁnance is a critical and largely untold story. It is also a story that I, as a ﬁnance professor, ﬁnd especially fascinating. As will be discussed at length in chapters 6 and 7, the ten largest (and 30 of the 35 largest) share offerings in history have all been privatization issues, and the biggest of these (the $40.6 billion Nippon Telegraph and Telephone offering in September 1987) is also the largest single security offering of any type in the history of ﬁnance. Furthermore, while American investment banks have indeed prospered by underwriting these share issue privatizations (SIPs), and many of these issues have been sold in part to U.S. investors, this is not primarily an American story. In fact, there have been very few privatizations of American SOEs for the simple reason that state ownership has never been popular in the United States. Americans have historically preferred to use regulation (augmented by private litigation) rather than state ownership to achieve political objectives in economic affairs. Chapters 8 through 10 of this book analyze the privatization experiences of ﬁve industries that have seen the largest number of state ownership sales—specifically, telecommunications, banking, oil and gas, electricity production and distribution, and commercial airlines. A hard lesson that the world seemingly must keep re-learning is that privatizing companies operating in industries that are (or
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 can be made to be) competitive is far easier than privatizing companies that are at least partly natural monopolies. This is especially true for critical infrastructure and transportation assets, as well as electric, water, oil and gas, or telecommunications utilities. Virtually any utility privatization necessarily imposes on the divesting government the need to establish a regulatory regime that simultaneously protects consumers from abuse by producers and protects producers from expropriation by regulators acting on behalf of consumers. Few governments have nailed this task on the ﬁrst attempt, and all governments face the temptation of selling off an intact monopoly rather than ﬁrst promoting effective competition, since private buyers will naturally be willing to pay a higher price for a private monopoly. The ﬁnal chapter of this book summarizes what experience and empirical research have taught are the key lessons of privatization and also examines several unresolved issues, especially the impact of state ownership sales on employment. As it happens, researchers know a great deal—both about what works and what does not work—and we can offer decision makers useful guidance in designing future privatization programs and making those programs already launched work more effectively. However, there is much we still do not understand, and it is also unclear just how important privatization is likely to be over the next quartercentury. We can (and do) assess what assets governments have left to sell, but we cannot predict where future citizens will choose to draw the line between the public and private sectors of a given nation’s economy.
 
 A Brief History of State Ownership Until 1979 State ownership of a given business activity or organization can arise for any of ﬁve generic reasons. First, state ownership can emerge as a natural extension of royal power in feudal or tribal societies. Though not important today, the next section shows that this largely explains how state ownership evolved during antiquity and the Middle Ages. Second, state ownership can emerge as a means to commercialize complex, vital, and/or expensive new technologies. This rationale became prominent during the late nineteenth and early twentieth centuries, as the technologies spawned by the industrial revolution multiplied in scale and import. Third, states often nationalize failing private businesses, either to preserve employment or to continue producing essential goods and services, or both. This can occur either on an ad hoc basis, for an individual company, or in response to a systemic economic crisis such as the Great Depression. The fourth reason for state ownership—ideology—largely explains the rise in state-owned enterprises in the post–World War II era. At one extreme, communist governments considered private ownership of land or enterprise to be inherently exploitative, and thus prohibited private ownership entirely. Further rightward on the political spectrum, even ardently social democratic governments allowed private ownership in many areas, but insisted that the state own the “commanding heights” of the national economy. The ﬁfth and ﬁnal reason for state ownership is extreme political factionalism. In societies that are fundamentally divided by race, class, religion, or ethnicity, state ownership of key enterprises provides vast opportunities for the group in power to punish the other group(s) and favor its own members. All ﬁve
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 of these rationales have played some role in explaining the historical evolution of state ownership, though each has been more important at different times and in different places, as we now discuss. State Ownership in Antiquity and the Middle Ages Throughout history, there has been a mixture of public (often including religious institutions) and private ownership of production and commerce. Sobel (1999) writes that state ownership of the means of production, including mills and metal working, was common in the ancient Near East, while private ownership was more common in trading and money lending. The Bible mentions moneylenders, who were essentially bankers [Means (2001)]. In ancient Greece, the government owned the land, forests, and mines, but contracted out the work to individuals and ﬁrms. The rise of state owned-banks also occurred in Greece at essentially the same time. In the Ch’in dynasty of China, the government had monopolies on salt and iron, but by the 1500s it had developed sophisticated markets where private parties transacted in luxury goods such as silk and tortoise shells [Means (2001)]. Ancient Egypt had state monopolies on the manufacture of various products including papyrus, beer, honey, salt, and vegetable oils. The state controlled the entire production process—planting, retailing, prices, and wages. In addition, the state severely restricted foreign imports. Ancient Rome provides examples of both private and state ownership. Sobel (1999) notes that in the Roman Republic the “publicani (private individuals and companies) fulﬁlled virtually all the of the state’s economic requirements” (1999, page 21). He writes that the state contracted out for “tax collection, supplying the army, providing for religious sacriﬁces and . . . construction.” In the Roman Republic, almost all goods, whether contracted for by the state or private parties, were produced by the private sector. Some very large ﬁrms even arose, with one mining ﬁrm employing 40,000 people. Sobel goes on to discuss that the replacement of the Roman Republic with the Roman Empire led to a greatly increased role for the state in producing and distributing goods. For example, much of the grain for the empire was grown on large estates belonging to the emperor and worked by tenant farmers. Private enterprise remained, especially in the manufacturing and trading of textiles. Sobel also suggests that the great cost of the government bureaucracy was one of the reasons for the fall of Rome. In the thousand years between the fall of Rome and the beginning of the industrial revolution, Europe’s economic system evolved in various ways. Throughout this period, the Catholic Church exerted a strong inﬂuence on how commerce developed and for whom goods were produced (often for the Church). As in Imperial Rome, there were wealthy landowners and tenant farmers, and a mixture of state and private ownership. However, as time went on markets and private entrepreneurs began to arise in many different contexts. Sobel reports that by the year 1000, local knights would organize fairs that often lasted several weeks, where merchants, who had paid a fee to the knight, would sell goods they had bought from other private producers (or made themselves). At the same time, money-
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 lenders would lend to many people, including the rulers. Many of the loans had large default risks with no enforceable collateral (especially the loans to the rulers). Thus, the moneylenders charged high interest rates and as a result were often despised, an early example of how people do not like the distribution of wealth that arises with the use of markets. Sobel notes that Dante reserved a special place for moneylenders in Hell. However, the ﬁnance industry developed, and by the 1300s the Italian city-states became major centers for monetary commerce. Markets and private ownership developed in other settings, and Rondinelli and Iacono (1996) note that by the time of the industrial revolution in the Western industrialized societies and their colonies, the private sector was the most important producer of commercial goods and was also important in providing public goods and services. To summarize, until the late Middle Ages, state ownership arose primarily as a natural extension of royal power. In Asia, this power was generally near absolute, so there was little differentiation between “royal” and “private” property. Royal power in Europe, however, was always constrained by competition from lesser nobles, the Church, and from the eleventh century on, private merchants and entrepreneurs. As the power of the crown (and private entrepreneurs) increased relative to that of princes and the Church, truly national states emerged with vast holdings of land and with the power to tax, regulate trade, and produce goods (particularly ships and weaponry) on a national basis. The efﬁciency and stability engendered by this consolidation of royal power promoted much more rapid growth in trade, ﬁnance, and industry, but it was also accompanied by a signiﬁcant increase in state ownership and control. The Industrial Revolution’s Impact on State Ownership Just as the industrial revolution marked the beginning of the modern economic and industrial era, it also inaugurated the ﬁrst truly “modern” debates about state versus private ownership. Many of the new technologies that emerged from European workshops after 1750 required adopters to obtain ﬁnancial and organizational capital on a hitherto unprecedented scale. Furthermore, many of the emerging technologies also had decisive military applications, which spelled potential ruin for any country that could not successfully incorporate the new machines and processes into their societies. For both philosophical and practical reasons, a few countries (particularly Britain and, later, the United States) chose to allow private enterprise to take the lead role in commercializing steam power, iron and steel manufacturing, railroading, telegraph and telephone communications, chemical manufacturing, oil exploration and production, electricity production, and the other transforming new technologies. The publication by Adam Smith of The Wealth of Nations in 1776 also provided a strong intellectual rationale for promoting private versus state ownership of most businesses (except, famously, the mail service). However, given the stakes of the competitive and colonizing era that emerged
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 after the Napoleonic Wars, many national governments felt compelled to rely on state ownership and funding in order to commercialize some or all of these vital technologies. As a corollary, these same states generally prohibited private companies from competing with state-owned enterprises, which thus evolved into monopolies. Wallsten (2002) provides a clear example of how and why France, Germany, and many other European nations chose to roll out telephone communications through a state-owned monopoly, whereas Sweden, Britain, and the United States allowed private entrepreneurs to compete to deliver phone service. Even though telephone service spread far more rapidly, and with much higher quality standards, in private-ownership countries than in those dominated by stateowned enterprises, the notion that “telecoms” was a natural monopoly soon took hold, and by the early 1920s telecommunications had become a state-owned monopoly in most countries except the United States. Table 1.1 describes the organizational structure of the telecommunications industry in several countries during the early twentieth century, as well as the number of phone lines provided by government versus private operators and national teledensity—the number of phone lines per 100 people. Most of the large continental European countries had state-owned telecom monopolies, while the Scandinavian countries, the United States, and even several developing countries allowed private competition—and enjoyed much better service. During the period leading up to World War I, and for the immediate postwar period, this pattern of heavy state ownership was repeated for the commercialization of many other basic utilities and services, particularly electricity generation and distribution, water and sewage services, and gas distribution. The massive economic dislocation that resulted from World War I also promoted state intervention, as did the success of war economy measures in many countries—including Britain and the United States. Governments frequently ended up controlling a nation’s railroads (even in the United States during WWI), either by design or in response to the failure of private companies, and most ports were owned and operated by local or national governments. Full or partial government ownership also became the norm for national airlines, with the United States once more the sole important exception.1 On the other hand, there was much greater heterogeneity in the ownership structure chosen for other capital-intensive industrial sectors. Most large mining and manufacturing companies (even those producing weaponry) were founded by private entrepreneurs and developed under private ownership, at least until the onset of the Great Depression forced governments to nationalize failing ﬁrms during the 1930s. Oil exploration and production was more of a mixed bag. Most of the American, British, and Anglo/Dutch companies that dominated the global petroleum industry until the rise of the Organization of Petroleum Exporting Countries (OPEC) were privately owned, though the British government had purchased a large equity stake in British Petroleum prior to World War I (at the prompting of Winston Churchill, then First Lord of the Admiralty) as a way of ensuring secure oil supplies for the Royal Navy.2
 
 The Scope of Privatization 9 1.1. The Organizational Structure of Telephone Companies in the Early 20th Century
 
 TABLE
 
 Country
 
 Government Monopoly
 
 United States Canada New Zealand Denmark Sweden Norway Australia Switzerland German Empire Great Britain Luxembourg Netherlands Finland Uruguay World total Argentina Belgium France Cuba Austria Chile South Africa Japan Hungary Italy Romania Russia (European) Spain Portugal Brazil
 
 No No Yes No No No Yes Yes Yes No (before 1911) Yes No No No — No Yes Yes No Yes No Yes Yes Yes No Yes No No No No
 
 Number of Telephones, January 1914 Government
 
 Private
 
 Teledensity, January 1914
 
 0 106,183 49,415 1,586 158,171 40,120 137,485 96,624 1,420,000 780,512 4,239 76,267 0 0 4,128,278 0 65,000 330,000 299 172,344 0 28,889 219,551 84,040 61,978 20,000 157,710 2,722 1,203 1,165
 
 9,542,017 393,591 0 127,691 74,837 42,430 0 0 0 0 0 10,223 40,000 13,599 10,760,272 74,296 0 0 15,798 0 74,296 0 0 0 29,742 0 162,148 31,278 7,647 38,018
 
 9.7 6.5 4.6 4.5 4.1 3.4 2.8 2.5 2.1 1.7 1.6 1.4 1.2 1.0 0.9 0.9 0.9 0.8 0.7 0.6 0.6 0.5 0.4 0.4 0.3 0.3 0.2 0.2 0.2 0.2
 
 Source: Table 1 (supplemented with data from Table 4) of Wallsten (September, 2002). Note: This table details whether several Western countries organized telephony services as state-owned monopolies or allowed private ownership and competition during the formative years before World War I. The number of telephone subscribers from public and private providers and teledensity (telephone lines per 100 population) levels are also provided.
 
 The Great Depression Spurs State Ownership As Reviglio (2002) shows, the economic catastrophe of the Great Depression prompted many governments to take on a vastly more active role in economic management. The publication of John Maynard Keynes’s book, The General Theory of Employment, Interest and Money, in 1934 provided an intellectual rationale for hugely increased government intervention in economic life, though the greatest impact of his teaching occurred long after his death 12 years later. In Mussolini’s
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 Italy, the Instituto per la Rivconstruzione Italiana (IRI) was founded, also in 1934, to take over the assets of the three largest commercial banks and the industrial companies they controlled. Over time, IRI and other state-owned holding companies came to play a truly sweeping role in Italy’s economic life. Figure 1.1 demonstrates the reach of IRI immediately before it launched a major privatization program in 1994. The socialist government of Leon Blum, which came to power at the height of the Great Depression, targeted (unsuccessfully) many French industries for nationalization. However, the ﬁrst truly sweeping French nationalizations occurred immediately after the end of World War II, and were prompted in no small part by the perception that French bankers and industrialists had collaborated with the Nazi occupiers. In the eyes of millions of the citizens in Western countries, the suffering caused by the Great Depression—and the inability of private business to right itself after the slump began—undermined the basic legitimacy of the capitalist system. Up to that time, most people had been willing to accept capitalism’s inequality and insecurity in exchange for the dynamism, wealth, and growth that free enterprise delivered. The Depression seemed to show that only the inequality and insecurity remained. In comparison, the rosy picture of industrial growth and social progress in the Soviet Union put forward by communist propagandists appeared very attractive; the brutal nature of Stalinism and the hideous human cost of Soviet industrial “progress” would become clear only much later. The response to the crisis of the Great Depression varied around the world, but in every country the response included greater government involvement in economic life. Reviglio (2002) provides an excellent description of the spread of government economic activism in western Europe from the 1930s onward. In some countries, this involved outright nationalization of business enterprises, but more often governments attempted to tax, spend, and regulate their way to prosperity—always without success. In Germany and Japan, aggressively expansionist governments centralized economic and political power and launched huge armsproduction programs. Even though most of the companies involved remained privately owned, state power in these two countries became both absolute and malignant. The locust years of the 1930s gave way to the even more cataclysmic years of World War II. State power reached a height (or depth, depending upon one’s perspective) never seen before or since, and the war ended with Europe’s colonial powers in ruins and the Soviet Union controlling all of central Europe and onethird of Germany. Even in the victorious Western democracies, the total economic and industrial mobilization that occurred during WWII dramatically increased the power (and prestige) of national governments as economic managers, and set the stage for the postwar surge in ideologically motivated state ownership. Finally, the defeat of Japanese imperialism in China opened the way for a death struggle between Nationalist and Communist forces, which Mao Tse-tung’s Communists won in 1949. This victory, coupled with the Soviet occupation of eastern Europe, and the spread of Marxist revolutionary movements in Southeast Asia, put much of the Eurasian landmass under communist rule.
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 1.1. The organization structure of the Instituto per la Rivconstruzione Italiana (IRI) in 1992. Source: Bemporad and Reviglio (2002).
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 The Post–World War II Rise of State Ownership as an Ideology Though one can argue that democracy emerged victorious from the Second World War, at least in western Europe, this most certainly was not the case for capitalism. Immediately after the defeat of Nazi Germany, Clement Attlee’s Labour party won a sweeping electoral victory in Great Britain, and immediately embarked on an ambitious program of nationalization. The Labour government nationalized the coal and steel industries, as well as the Bank of England, civil aviation, and most public transport and utility businesses. Within a few years, over 20 percent of the economy was monopolized in state hands [Reviglio (2002)]. Labour also set out to create the “welfare state,” as envisioned by the wartime Beveridge Report. The most important and visible manifestation of this philosophy was the establishment of the National Health Service as a purely state-run, single-payer medical system [Reviglio (2002)]. Even though the Conservative government of Winston Churchill that took power in the early 1950s reversed the nationalization of the steel companies, the basic course of state ownership in the British economy was set and remained so for three decades. Most of the countries of western Europe adopted the “mixed economy” or “social market economy” model to one degree or another in the postwar period. France, Italy, Spain, and Portugal embraced state ownership enthusiastically, while Germany, the Netherlands, and Sweden opted for less direct state ownership but greater regulation and direction. The ideological impetus toward ever closer economic and political union in western Europe that grew steadily during the postwar era also contributed to the growth of state power, not least because of France’s position as the leading player in European integration. During the three decades after 1945, state ownership extended remorselessly in western Europe and other developed economies (such as Canada). Much of this growth was by deliberate design, as governments sought to control the commanding heights (key sectors) of their economies. Almost without exception, water, oil and gas, electricity, and telecom utilities were state owned, and in many countries (France, Spain, Italy, and Portugal after 1974), state-owned banks were also given either monopoly or protected positions, as discussed in La Porta, Lopez-deSilanes, and Shleifer (2002). Many politicians also believed the state should control certain “strategic” manufacturing industries, such as steel and defense production. Nationalizations of failing industries also occurred frequently. This, in fact, is how the British government ended up owning most of the country’s automotive industry, as well as the aero engine manufacturer Rolls-Royce. Taking the ideologically motivated and the failing-ﬁrm nationalizations together, by the mid-1970s, the state directly owned companies producing more than 10 percent of national output in many Western democracies. Typically, these SOEs accounted for an even higher share of total investment, so they held tremendous sway over most economies. Even as state ownership reached its zenith, however, serious doubts about the efﬁciency and beneﬁcence of SOEs began to be widely expressed. A seeming aberration occurred at the end of this long period, when the socialist Mitterand government was elected to power in France in 1981.
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 This government enacted a sweeping nationalization program, but was forced into a major policy reversal within two years. State-Directed Development Policies Take Root in Developing Countries Rondinelli and Iacono (1996) argue that government ownership grew in the developing world for slightly different reasons than in developed countries, primarily because government ownership was perceived as necessary to promote growth. In the postcolonial countries of Asia, Africa, and Latin America, governments sought rapid growth through heavy investment in physical facilities. Another reason for government ownership, often through nationalization, was a historical resentment of the foreigners who had owned many of the largest ﬁrms in these countries [see also Noll (2000)]. Extreme political factionalism, mentioned above as an explanation for state ownership, was a distressingly frequent motive in developing countries for nationalizing existing private businesses or starting new SOEs from scratch. Many developing countries also had speciﬁc, intriguing reasons for pursuing state ownership as a core political objective. Mahatma Gandhi’s philosophy of simplicity and self-sufﬁciency (a spinning wheel in every village) had an enduring inﬂuence on India’s economic development—though it is likely that Nehru’s love of state-directed industrial development and import substitution contributed far more to India’s embrace of state socialism. Unfortunately, the result was much slower economic growth than other Asian countries achieved for the ﬁrst four decades after India’s independence. The “permit Raj” that developed under Nehru’s administration stiﬂed entrepreneurship and made the national and state governments the economic masters of India. Since India quickly emerged as a political and intellectual leader of the Third World, its embrace of statist economic policies helped legitimize state ownership and heavy-handed intervention in many developing countries. China’s adoption of a particularly virulent form of Marxism after 1949 precluded any private ownership for almost three decades. Coupled with the policy absurdities enacted during various “great leap forward” plans and the Cultural Revolution, China suffered several severe famines during the 1950s and 1960s. By the time of Chairman Mao’s death in 1976, China had become one of the poorest, least educated, and most backward countries on earth. The contrast between China’s economic performance during the period after 1949 and that of other ethnic-Chinese states such as Taiwan, Singapore, and Hong Kong could hardly be more striking. It was almost in desperation that the Chinese Communist Party began to experiment with limited private ownership in 1978. Statist policies triumphed in many other developing countries during the 1950s, 1960s, and 1970s. Latin American countries were particularly keen adherents, primarily because the state-directed development model seemingly offered a way to create enduring economic growth without surrendering control of their economies to the United States. This was especially important for Mexico, which changed its constitution in 1936 to reserve the nation’s oil and gas sector exclusively for state ownership. Juan Pero´n in Argentina was an enthusiastic fan of state
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 ownership, as were the generals who controlled Brazil (and far too many other countries in the region) off and on for much of the postwar era. Vast sums of petrodollars were borrowed by Latin American governments during the 1970s and early 1980s in order to fund large state-sponsored projects and programs. The result was generally default, followed by depression and the resulting “lost decade” of the 1980s. While the origins of state ownership in sub-Saharan Africa were somewhat different from those in Latin America, statist policies were adopted with equal fervor and had the same dismal impact throughout the region. In sum, by the late 1970s, many countries had embraced state ownership as an economic policy, but many were also becoming disenchanted with the actual performance of state-owned enterprises. In hindsight, the movement toward privatization seems inevitable—but it hardly appeared so at the time.3 Instead, this was adopted warily, even fearfully, and always in the teeth of ﬁerce opposition. In fact, the story of privatization’s rise and eventual triumph is nothing short of epic.
 
 The Rise of Privatization, 1979–2002 Early Attempts at “Denationalization” Most people associate modern privatization programs with Margaret Thatcher’s Conservative government, which came to power in Great Britain in 1979. However, the government of Konrad Adenauer, in the Federal Republic of Germany, launched the ﬁrst large-scale, ideologically motivated “denationalization” program of the postwar era. In 1961, the German government sold a majority stake in Volkswagen in a public share offering heavily weighted in favor of small investors.4 Four years later, the government launched an even larger offering for shares in the chemical ﬁrm VEBA. These two issues increased the number of shareholders in Germany from 500,000 to almost 3 million, but public enthusiasm for further issues cooled after VEBA’s stock price declined, and the government was forced to bail out many small shareholders. Many years were to pass before another major Western nation chose to pursue privatization as a core economic or political policy. Revealingly, the objectives set for Germany’s privatization program by the Adenauer government were virtually the same as those listed 20 years later by the Conservative British government of Margaret Thatcher, and by almost every government in the years since. These goals, as described in Price Waterhouse (1989a, b), are to (1) raise revenue for the state, (2) promote economic efﬁciency, (3) reduce government interference in the economy, (4) promote wider share ownership, (5) provide the opportunity to introduce competition, and (6) subject SOEs to market discipline.5 The other major objective mentioned by the Thatcher and subsequent governments was to develop the national capital market and promote wider share ownership among the citizenry.6 The only country to pursue a signiﬁcant privatization program during the 1970s was Chile, and this program is described and assessed by Yotopoulos (1989). The Pinochet government of Chile, which gained power after the ouster of Salvador Allende in 1973, attempted to privatize companies that the Allende govern-
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 ment had nationalized. However, the process was poorly executed and required very little equity investment from purchasers of assets being divested. Thus, many of these same ﬁrms were re-nationalized once Chile entered its debt and payments crisis in the early 1980s. Chile’s second privatization program, which was launched in the mid-1980s and relied less on direct sales to corporate and more on public share offerings to individual investors (including SOE employees), was much more successful. The Early Thatcher Years, 1979–1984 Although the Thatcher government may not have been the ﬁrst to launch a large privatization program, it is without question the most important historically. Privatization was not a major campaign theme for the Tories in 1979, but the new Conservative government embraced the policy. Margaret Thatcher adopted the label “privatization,” which was originally coined by Peter Drucker and which replaced the name “denationalization” [Yergin and Stanislaw (1998), page 114].7 Early sales were strenuously attacked by the Labour opposition, which promised that if it were reelected it would to renationalize ﬁrms such as British Aerospace and Cable and Wireless. Table 1.2 provides details on the inﬂuential early share issue privatizations. In spite of political opposition, however, the Thatcher government prevailed. The early privatization share offerings were enthusiastically received, and the recently privatized ﬁrms were widely perceived as being run more efﬁciently after divestiture. Further, it soon became clear that the spur of “readying a company for privatization” served to overcome organizational inertia and focus the targeted SOE’s employees on the task of improving efﬁciency and proﬁtability. Finally, the government was able to dramatically lower its public-sector borrowing requirement (PSBR) through the ongoing privatization share sales. When Margaret Thatcher won a second term in 1983, largely on the back of her government’s successful prosecution of the Falklands War, the future of privatization in Great Britain was secure. It was the British Telecom (BT) initial public offering in November 1984 that launched privatization programs on the world stage. This enormous share issue— by far the largest equity offering in history to that time—was met with strong demand by investors (including employees) both in Britain and abroad. The £3.9 billion ($4.8 billion) issue created 2.25 million new shareholders in Britain, and the response of Japanese and American investors to the tranches offered in Tokyo and New York showed that a global market for privatization share offerings existed. Furthermore, the regulatory regime adopted for BT, while necessarily a compromise, appeared workable and fair to consumers, BT’s competitors, and its investors. Most critically, the successful sale of BT showed that size alone was not an impediment to successful privatization. A series of increasingly massive SIPs during the last half of the 1980s and early 1990s reduced the role of SOEs in the British economy to essentially nothing after the Tories left ofﬁce in 1997, from more than 10 percent of GDP 18 years earlier.
 
 TABLE
 
 1.2. Historically Signiﬁcant Share Issue Privatizations, 1961–2003
 
 16
 
 Company
 
 Country
 
 Date
 
 Volkswagen British Petroleum British Aerospace British Telecommunications British Gas Banque Paribas Nippon Telegraph and Telephone British Petroleum Nippon Telegraph and Telephone Conrail Telefonos de Chile (ADR) Telefonos de Mexico Deutsche Telekom France Telecom ENEL PetroChina Statoil Bank of China Saudi Telecom
 
 Germany United Kingdom United Kingdom United Kingdom United Kingdom France Japan United Kingdom Japan United States Chile Mexico Germany France Italy China Norway China Saudi Arabia
 
 Mar 1961 Jun 1977 Feb 1981 Nov 1984 Dec 1986 Jan 1987 Feb 1987 Oct 1987 Nov 1987 Mar 1989 Sep 1990 May 1991 Nov 1996 Oct 1997 Nov 1999 Apr 2000 June 2001 Jul 2002 Jan 2003
 
 Amount US$ Millions
 
 Fraction Sold (%)
 
 Times Offer Subscribed
 
 First Day Return (%)
 
 # Shareholders Created, mln
 
 $315 $972 $339 $4,763 $8,012 $2,740 $15,097 $12,430 $40,260a $1,650 $89 $2,170 $13,300 $7,080 $18,900 $2,890 $2,900 $2,800 $3,700
 
 60% 17 51.6 50.2 100 100 12.5 31.4 12.5 85 —b 14.8 26 23 34.5 10b 20b —b 30
 
 2 4.7 3.5 9.7 4.0 40.0 6 ⬍1.0 — ⬎1 ⬎1 ⬎1 5 3 heavily — — — —
 
 109.3% 22.7 14.0 86.0 23.0 18.5 55.0 ⫺21.5 3.1 10.3 7.4 0 19 15.0 0 ⫺4.7 0 ⫺4.7 —
 
 — —
 
 Source: Financial Times, various issues, as reported in appendix 1. Note: This table presents ﬁnancial details about 20 of the most historically signiﬁcant share issue privatizations since the ﬁrst postwar “denationalization” of Volkswagen in 1961. More detailed descriptions of each offering are presented in the text. a Seasoned equity offering. All others are IPOs. b Primary, capital-raising share issue, in whole or in part. All others are pure secondary offerings where proceeds accrue to selling government.
 
 2.25 — 3.81 — — — — — — 2⫹ 3.91 3.8 — — — —
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 Privatization Spreads to Western Europe and Asia, 1984–1988 The perceived success of the British privatization program helped persuade many other industrialized countries to begin divesting SOEs through public share offerings. The next major country to adopt a large-scale privatization, France, was also one of the most important, since it marked such a sharp break with the country’s dirigiste tradition of state intervention. The conservative Chirac government came to power in March 1986, committed not only to selling off the industrial and ﬁnancial groups nationalized by the socialists in 1981 and 1982 [see Dumontier and Laurin (2002)] but also to privatizing the large banks that Charles de Gaulle nationalized in 1945. True to its word, the Chirac government sold 22 major companies worth $12 billion in a 15-month period beginning in September 1986. When the socialists returned to power in 1988, they stopped the sales of further companies, but they did not attempt to renationalize those ﬁrms already sold. In addition to France, Austria, Belgium, Canada, Chile, Denmark, Holland, Italy, Jamaica, Japan, Malaysia, Singapore, Spain, Sweden, and the United States all executed signiﬁcant privatizations through public share offerings during the mid-1980s. The Japanese sequential privatization of Nippon Telegraph and Telephone (NTT) is signiﬁcant for several reasons. First, NTT’s initial public offering (IPO) of ¥2.34 trillion ($15.1 billion) set a new record for IPO issue size, which was to last until 1999, and this offering yielded an implied market capitalization for NTT of $188 billion.8 The second and third NTT tranches, in late 1987 and early 1988, raised even larger amounts. As noted earlier, the $40.6 billion NTT tranche in 1988 remains the largest security offering ever, and the three issues collectively raised over $80 billion. Furthermore, the Japanese government deliberately chose not to break up NTT before (or after) its sale, but instead adopted the British RPI-X regulatory regime for a partially privatized telephone monopoly. Finally, the ﬁrst two NTT offerings were several times oversubscribed and were restricted to Japanese investors only. Somewhat surprisingly, the only major privatization through public share offering implemented by the United States during the 1980s was also one of the most highly politicized SIPs during this period, as described in Baldwin and Bhattacharya (1991). Even so, the $1.65 billion Conrail issue was successfully executed and was also the largest share offering in U.S. history to that time. In total, roughly $40 billion was being raised worldwide through privatization sales most years during the late 1980s, with the bulk of that coming from European and Japanese SIPs. Privatization Goes Global, 1989–March 2000 After 1987, privatization programs spread rapidly around the world, particularly to the developing countries of Latin America, Africa, and South Asia. Most of these involved selling an SOE directly to a private corporation or individual in a process called an “asset sale,” but several were sold to individual investors through public share offerings. After 1990, the pace of privatization steadily increased, and became
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 positively frenetic after 1995. By that time, several dozen countries were selling SOEs every year, and total annual proceeds topped $100 billion for the ﬁrst time in 1996. Beginning in 1993, the Balladur government launched a new and even larger French privatization program, which continued under the Jospin administration. The socialists, in fact, launched the two largest French privatizations ever, the $7.1 billion France Telecom IPO in October 1997 and the subsequent $10.5 billion seasoned France Telecom issue in November 1998. Several other European governments, including Germany, Spain, Portugal, and most spectacularly, Italy, also launched large privatization programs during the 1990s. Italy announced in 1992 that it would begin dismantling its principal state holding company, the IRI, through privatization sales, and the actual divestment program commenced in 1994. Astonishingly, this goal was completed in only eight years, and raised almost $90 billion for the Italian Treasury. IRI shut its doors in October 2002, after transferring the remaining unsold assets to the Treasury for full and timely disposal as market conditions allowed. The 1999 IPO of the electricity company ENEL, which raised $18.9 billion for the Italian government, remains the largest initial public offering in ﬁnancial history. European programs typically relied on public share offerings, and were often launched by avowedly socialist governments. Privatization also blossomed in the Paciﬁc Rim, beginning in the late 1980s. Japan sold only a relative handful of SOEs during the 1990s (usually relying on SIPs), but as noted many of these were truly enormous. Elsewhere in Asia, governments took an opportunistic approach to SOE divestment, selling pieces of large companies when market conditions were attractive, or when money was needed to plug budget deﬁcits. Two Asian countries deserve special attention for their privatization programs (or lack thereof) during the 1990s. These two countries were already the world’s second and ﬁfth largest economies on a purchasing-power-parity basis, and promised to become even more important over time. The People’s Republic of China launched a major economic reform and liberalization program in the late 1970s that transformed the productivity of the Chinese economy. While there were numerous small privatizations, there were relatively few outright sales of SOEs, so the overall impact of privatization has thus far been quite limited. The other special Asian case was India, which adopted a major economic reform and liberalization program in 1991, after being wedded to state-directed economic development for the ﬁrst 44 years of its independence. India’s reform program shared two key features with China’s: it was adopted in response to highly disappointing SOE performance [see Majumdar (1996, 1998)], and privatization did not ﬁgure prominently in the reform agenda. On the other hand, Latin America truly embraced privatization during the 1990s. Chile’s program was particularly important, for two reasons. As noted, it was Latin America’s ﬁrst. Additionally, the 1990 Telefonos de Chile privatization, which used a large American depository receipt (ADR) share tranche that was targeted at U.S. investors, opened the ﬁrst important pathway that developing countries could use to directly tap Western capital markets. Mexico’s program was both vast in scope and remarkably successful at reducing the state’s role in what had been a highly interventionist economy. La Porta and Lo´pez-de-Silanes (1999)
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 report that in 1982 Mexican SOEs produced 14 percent of GDP, received net transfers and subsidies equal to 12.7 percent of GDP, and accounted for 38 percent of ﬁxed capital investment. By June 1992, the government had privatized 361 of its roughly 1,200 SOEs and the need for subsidies had been virtually eliminated. Several other countries in Latin America also executed large divestment programs, as described in McKenzie and Mookherjee (2003), Macedo (2000), Pombo and Ramirez (2001), and others. For example, Bolivia’s innovative “capitalization” scheme was widely acclaimed. However, the most important program in the region was Brazil’s. Given the size of Brazil’s economy and its privatization program, and the fact that the Cardoso government was able to sell several very large SOEs (CVRD in 1997 and Telebras in 1998), in spite of signiﬁcant political opposition, this country’s program was particularly inﬂuential. Privatization in sub-Saharan Africa was something of a stealth economic policy during the 1990s. Few governments openly adopted an explicit SOE divestment strategy, though Bennell (1997, 2003) and Nellis (2003) show that there was substantially more privatization in the region than is commonly believed. For example, Jones, Megginson, Nash, and Netter (1999) show that Nigeria was one of the most frequent sellers of SOEs using public share offerings, although most of these were very small. The experience of the African National Congress (ANC) after it came to power in South Africa also shows the policy realities that governments with interventionist instincts faced in the 1990s—and still face today. Though nationalization and redistribution of wealth were central planks of ANC ideology for decades, the Mandela and Mbeki governments almost totally refrained from nationalizations, and even executed several partial sales of SOEs, though use of the word privatization remains taboo. The Transition Economies Embrace Privatization After 1989 The last major region to adopt privatization programs comprised the former Sovietbloc countries of central and eastern Europe. These countries began privatizing SOEs as part of a broader effort to transform themselves from command into market economies. Therefore, they faced the most difﬁcult challenges and had the most restricted set of policy choices. After the collapse of communism in 1989– 1991, all of the newly elected governments of the region were under pressure to create something resembling a market economy as quickly as possible. However, political considerations essentially required these governments to signiﬁcantly limit foreign purchases of divested assets. Since the region’s citizens had few ﬁnancial savings, most of the newly democratic governments of central and eastern Europe launched “mass privatization” programs. These programs generally involved distributing vouchers to the population, which citizens could then use to bid for shares in companies being privatized. These programs resulted in a massive reduction of state ownership and were initially popular politically. However, public disenchantment soon set in, as it became clear that the best divested ﬁrms always ended up being controlled by insiders, and that the performance of most “privatized” ﬁrms was not improving much—if at all. The net effects of
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 voucher privatizations have been disappointing in most cases but have varied widely. We discuss the workings of voucher schemes in chapter 3 and survey the empirical evidence on mass privatization in chapter 5. Privatization Since March 2000 By early 2000, the privatization bandwagon seemed set to roll on forever. Governments raised over $140 billion every year from 1997 to 2000—when governments collectively raised a record $180 billion. However, the sharp decline in stock market valuations that commenced on America’s NASDAQ in March 2000 soon took the exuberance out of further SIPs. This decline (more like a meltdown) in valuations was especially dramatic for telecom companies, which hit the prospects for additional privatization issues particularly hard since these had been by far the largest and most important share issues. With so many SIPs in the “pipeline” as the market began to tank, 2000 still went on to be a record year for global privatization proceeds, but by year-end a serious contraction was underway. Total privatization proceeds dropped to a mere $51 billion in 2001, and even further during 2002. Nonetheless, there were several important privatization deals during this two-year period, particularly in Asia. China began selling parts of its three national oil companies in early 2000, beginning with a $2.89 billion offering of a 10 percent stake in PetroChina in April and the public offering of a stake in Sinopec, which raised $3.47 billion, in October 2000. The year 2001 witnessed the sale of an initial stake in China National Offshore Oil Company (CNOOC) in February, raising $1.4 billion, plus the ﬂoatation of a second tranche of Sinopec (in August), which also raised $1.40 billion. China executed two large SIPs of its principal telecommunications providers, China Telecom and Unicom, in 2002 and also began selling off its holdings in the “Big Four” state-owned banks with a $2.8 billion partial ﬂoatation of the Bank of China in July 2002. All told, the Chinese government raised almost $21 billion through SIPS between April 2000 and the end of 2002.9 Elsewhere in Asia, the Korean government began to aggressively divest itself of holdings in commercial businesses after the global stock markets began falling in March 2000. Between September 2000 and October 2002, Korea executed six major public share offerings, raising almost $8 billion in total. Though this sum doesn’t appear especially large for so prominent a country, this two-year total is equal to 44 percent of all the proceeds the Korean government has ever raised through public offerings of shares in state enterprises. By contrast, the Japanese government executed only two signiﬁcant privatization offerings after 2000—of shares in NTT and its cellular phone subsidiary, NTTDoCoMo—but these raised $19.5 billion! Not all of the post–March 2000 privatization “action” was in Asia. France executed several SIPs of stakes in key companies during this period, including ST Microelectronics, the European Aeronautic Defense and Space Agency (EADS, the parent of Airbus), Thomson Multimedia, Credit Agricole, and Renault. In all, the French government raised almost $23 billion through public offerings alone
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 after March 2000.10 The Italian, Norwegian, Brazilian, and Austrian governments also executed one or more signiﬁcant SIPs after March 2000. At this writing (May 2004), it appears that a slight turnaround may be underway. Although 2003’s total volume of $46.6 billion was below 2002’s level of $69.2 billion, it exceeded 2001’s volume, and the year closed out with several large sales. Perhaps the most intriguing privatizations of 2003 were the $500 million SIP of a 25 percent stake in South Africa’s Telkom in March, a series of three tobacco company sales during the spring and summer, and several large Chinese SIPs toward year’s end. Beginning in May 2003, the Moroccan, Italian, and Turkish governments auctioned off their ownership in national tobacco companies to multinational bidders, raising almost $5 billion in the process. All three auctions raised signiﬁcantly more than expected, though it is not clear whether this merely represents increasing scarcity value in a rapidly consolidating industry or a more general increase in overall privatization activity. While only time will tell whether, and how vigorously, privatization sales will resume over the 2004–2006 period, the sharp recent rise in stock market valuations around the world clearly suggests that another secular rise in SIPs and asset sales looks increasingly likely. However, it is unlikely that we will again reach the $140 billion annual sales level any time soon. Details of Individual National Privatization Programs This chapter’s cursory historical overview of privatization’s evolution as a policy, and its dissemination around the world, hardly does justice to the subject. Further, our overview barely hints at the diverse details of the program’s design in different countries. Table 1.3 presents a summary of 55 empirical studies that discuss the historical background of state ownership and the subsequent adoption of privatization programs in 40 countries. The interested reader can obtain any of these papers either from the journal cited or by downloading the manuscript from the Social Sciences Research Network (www.ssrn.com) or another Web site. In addition to these country studies, very good regional overviews are presented in Bennell (2003), Cook and Kirkpatrick (2003), Filatotchev (2003), Nellis (2003), Parker (2003), Roland (2002), and Svejnar (2001).
 
 How Much Privatization Has Actually Occurred? Aggregate Privatization Proceeds As brieﬂy noted above, different regions have embraced privatization at varying speeds, and for different reasons. However, all governments have found the lure of revenue from sales of SOEs to be attractive, which is clearly a key reason the policy has spread so rapidly. According to Privatisation International (Gibbon, 1998, 2000), the cumulative value of proceeds raised by privatizing governments exceeded $1 trillion sometime during the second half of 1999, and by now has probably surpassed $1.5 trillion. As an added beneﬁt, this revenue has generally
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 McKenzie, David, and Dilip Mookherjee. 2003. “The Distributive Impact of Privatization in Latin America: Evidence from Four Countries.” Working paper, Stanford University, Palo Alto.
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 Canada
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 Czech Republic, Hungary, Poland Czech Republic
 
 Czech Republic
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 gone to the divesting governments rather to the SOEs themselves. In ﬁnance terminology, asset sales and SIPs have been primarily secondary share offerings— sales of existing shares, with sale proceeds going to the selling shareholder—rather than capital-raising or primary share offerings of newly created shares, where proceeds ﬂow to the ﬁrm. In this, SIPs are unique; the vast majority of private-sector share offerings are either wholly or partially capital-raising primary offers. The use of secondary SIP offerings allows governments to raise revenues without raising taxes or cutting other government services. As noted brieﬂy above, annual privatization proceeds grew steadily before surpassing $160 billion in 1997. Over the next two years, proceeds leveled off at an annual rate of about $140 billion before surging to a record $180 billion in 2000, then falling sharply to $52 billion in 2001. Figure 1.2 shows the annual revenues governments received from privatizations between 1988 and 2002. From early 2002 through the summer of 2003, global privatization revenues remained near 2001’s depressed level, though there were signs of increasing activity at the end of 2003. Mahboobi (2002) presents similar ﬁgures for privatizations in Organization for Economic Cooperation and Development (OECD) and non-OECD countries. He reports that from 1990 to 1999, privatization in OECD countries raised over $600 billion, which equaled approximately two-thirds of global privatization activity. Western Europe accounted for over half of global proceeds. Finally, Davis, Ossowski, Richardson, and Barnett (2000) report for a sample of transition and
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 FIGURE 1.2. Worldwide revenues from privatizations, 1988–2003 (US$ billions). Source: Privatisation International, as reported in Megginson and Netter (2001), and IFR Thomson database.
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 nontransition developing countries that privatization proceeds were an average of 1.75 percent of GDP during the peak privatization years of the 1990s. Not surprisingly, this enormous inﬂow of cash did wonders for government budgets, especially during the late 1990s, and had a truly transforming impact on the capitalization and efﬁciency of the world’s stock markets—especially those outside the United States. We discuss the ﬁscal impact of privatization in the next chapter, and analyze more fully the impact of privatization of capital market development in chapter 7. Geographic and Sectoral Breakdown of Privatization Proceeds What industrial sectors and geographic regions have accounted for the largest share of privatization proceeds? Figure 1.3 details the answers to these two questions. Telecom offerings accounted for 36 percent of all proceeds raised between 1990 and 2000, with power (16 percent), ﬁnancial institutions (15 percent), and oil and
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 1.3. Privatization proceeds, by sector (A) and region (B), 1990– 2000. Source: Gibbon (2000).
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 gas (10 percent) claiming the next largest shares. Taken together, utilities (telecom, power, oil and gas) account for 62 percent of all proceeds, while regulated industries (telecoms, power, ﬁnancial institutions) account for 67 percent of the proceeds. A broader deﬁnition of “infrastructure” sales that includes national oil and gas companies accounts for 68 percent of total proceeds. Clearly, governments are mostly selling basic industrial and ﬁnancial infrastructure assets in their privatization programs. The second panel of ﬁgure 1.3 shows that the bulk of proceeds have come from western Europe (53 percent), with Asia (15 percent) and Latin America (15 percent) distant seconds. Table 1.4 provides a much more detailed, and longer term picture of how much individual countries have raised through privatizations from 1977 to 1999. For each country this table shows the number of deals, total privatization revenues, cumulative revenues (between 1977 and 1999) as a percent of 1999 GDP, the market capitalization of privatized ﬁrms as a percent of 1999 GDP, and the fraction of total revenues accounted for by public offering versus private sale. Several patterns are evident from this table. First, there is a very wide dispersion in all of these variables across both developed and developing countries, as well as between the two groups. Developed countries raised far larger average amounts ($49.2 billion each) than did developing countries ($5.4 billion each), and total proceeds accounted for an average 7.67 percent of developed country GDP versus only 3.5 percent for developing countries. On the other hand, the market values of privatized companies represented about the same fraction of GDP for developed (47.1 percent) and developing (46.06 percent) countries. Public offerings accounted for a similar fraction of total proceeds in developed (58.9 percent) and developing (51.7 percent) economies. Privatization’s Impact on the State-Owned Enterprise Share of Global Output The historical discussion presented above suggests that state ownership has been substantially reduced since 1979, and in most countries this has in fact occurred. Using data from Sheshinski and Lopez-Calva (1999), ﬁgure 1.4 demonstrates that the role of state-owned enterprises in the economies of high-income (industrialized) countries has declined signiﬁcantly, from about 8.5 percent of GDP in 1984 to less than 6 percent in 1991. Data presented in Schmitz (1996), Mahboobi (2002), and Bortolotti, Fantini, and Siniscalco (1999), as well as my own empirical work on share issue privatizations, suggest that the SOE share of industrializedcountry GDP has continued to decline since 1991, and is now probably below 5 percent. The low-income countries show an even more dramatic reduction in state ownership, though the bulk of this change has occurred only since 1990. From a high point of almost 16 percent of GDP in 1981, the average SOE share of national output dropped to barely 7 percent in 1995, and has probably dropped to about 5 percent since then. The middle-income countries also experienced signiﬁcant reductions in state ownership during the 1990s. Since the upper- and lower-middle-income groups include the transition economies of central and east-
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 1.4. Details of Privatization Sales and Proceeds for 34 Countries, 1977–1999
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 Source: Bortolotli, Fantini, and Siniscalco (Forthcoming). Note: This table reports the aggregate ﬁgures on privatization in 34 countries for the period 1977–1999. Countries are ranked by the average GDP per capita in 1997–1999. Deals are the total number of privatizations. Revenues are total revenues (US$ ml 1996) from total privatizations. Rev/GDP is the ratio of total revenues cumulated in the period to 1999 GDP (in US$ ml 1996). Stock is the average of the positive values of the yearly weighed average of privatized stock. PO/Deals is the ratio of the number of privatizations by Public Offer to the total number of privatizations. ***, **, * denote statistical signiﬁcance at the 1, 5, and 10 percent, respectively.
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 FIGURE 1.4. The percentage share of state-owned enterprises by state of economic development, 1980–1996. Source: World Bank, as reported in Sheshinski and Lopez-Calva (2003).
 
 ern Europe, this decline was expected given the extremely high beginning levels of state ownership. For example, Shaﬁk (1995) reports that the Czechoslovakian government owned 98 percent of all property in 1989. It is not hyperbole to assert that privatization’s effect on transition economies has been “transforming.”
 
 Summary Privatization has been a major force in world politics and economics for the past 25 years, and has dramatically reduced the role of state-owned enterprises in both developed and developing countries. This chapter brieﬂy surveys the rise of state ownership as an economic model from antiquity to the late 1970s, and then charts the phenomenal growth in privatization programs since these were ﬁrst popularized by Margaret Thatcher’s Conservative British government in the early 1980s. The cumulative value raised through privatization programs now probably exceeds $1.25 trillion, and the vast bulk of this money has ﬂowed directly to governments, rather than to the SOEs themselves. This is clearly one important reason governments have so enthusiastically embraced privatization, since these programs raise large sums without having to increase taxes or cut spending on existing government programs. Privatization of utilities, oil and gas companies, and ﬁnancial institutions have accounted for over two-thirds of total proceeds, and by far the largest fraction of total proceeds have come from western European share
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 issue privatizations. While the absolute importance of privatization varies considerably among countries and regions, developed and developing countries have both embraced privatization and the cumulative proceeds from 1977 to 1999 represent over 7.6 percent of developed countries’ GDP in 1999, on average, and 3.5 percent of the average developing country’s 1999 GDP.
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 Why Do Countries Privatize?
 
 O
 
 ne of the truly timeless debates in Western political and economic discourse revolves around the optimality of state versus private ownership of commercial enterprises. Scholars, including economists, have debated the economic role of government throughout history, but these debates reached a crescendo during the twentieth century. Chapter 1 examined the forces that motivated governments to launch state-owned enterprises—or to nationalize existing private businesses— and adopt state ownership as an economic development model during the middle years of the twentieth century. Chapter 1 also described how, over the past quartercentury, many of these same countries reversed course and launched often massive privatization programs designed to reduce the state’s role in running these enterprises. This chapter analyzes why governments have so enthusiastically embraced privatization. Governments typically list multiple reasons for launching privatization programs. Chapter 1 details six rationales presented by the Thatcher government for launching Britain’s inﬂuential program, while Vickers and Yarrow (1991) present a somewhat different list of what they considered the “real” motivations of the Thatcher government.1 Raising money is, quite naturally, a very attractive objective, and most governments also hope that privatization will help develop national capital markets. However, the most important rationale given for selling SOEs to private investors is almost always dissatisfaction with the actual performance of state enterprises, coupled with the belief that selling these ﬁrms to private investors will signiﬁcantly improve their performance. In fact, this dissatisfaction with SOE performance and belief in private-sector redemption can be considered a prerequisite for launching a privatization program, since democratic societies that earlier chose state ownership as a deliberate policy do not simply change their minds and choose diametrically opposite economic policies without clear evidence these policies have failed. By the early 1990s, the state-owned enterprises that were the source of such displeasure for policy makers accounted for a signiﬁcant fraction of economic 31
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 activity. Figure 2.1 shows that state enterprises accounted for between 10 and 20 percent of GDP in most high- and middle-income countries during the 1991– 1995 period, and for signiﬁcantly higher percentages of national output in lowincome countries. Figure 2.2 shows that SOEs accounted for an even larger fraction of overall investment in many countries. Furthermore, the fact that the SOE share of economic activity and investment declined with per capita GDP meant that poorer countries were more likely to be burdened if, in fact, state enterprises are inherently inefﬁcient. In launching privatization programs, most governments simply assert as common knowledge that privately owned companies are inherently better managed and more efﬁcient than are state-owned ﬁrms. These governments seem not to realize just how controversial these assumptions are within the economics profession, especially among theoretical economists. Theorists generally acknowledge that private ownership causes ﬁrms to be more proﬁtable and to operate with greater technical efﬁciency under most industrial structures, particularly in competitive industries. However, there is far less theoretical consensus about the optimality of private ownership in the presence of signiﬁcant market failures, and about the ability of private companies to pursue socially desirable goals, such as maximizing employment or providing necessary goods and services at a fair price to all citizens. There is also much controversy about whether commercial enterprises should be asked to pursue social objectives or simply to maximize proﬁts, subject to legal constraints. By far the most controversial issue for theorists is whether natural monopolies—deﬁned as industries with continuously increasing economies of scale, such that only a single producer is economically efﬁcient— should be owned by the state or by private owners subject to state regulation. The
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 FIGURE 2.1. The average share of state-owned enterprises in GDP across countries, 1991–1995. Source: World Bank, International Development Indicators CD-ROM (2000), as reported in Figure 1 of Esfahani and Arkadani (2002).
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 2.2. The average share of state-owned enterprises in total investment across countries, 1986–1990. Source: World Bank, International Development Indicators CD-ROM (2000), as reported in Figure 2 of Esfahani and Arkadani (2002).
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 relative merits of state versus private ownership have enlivened economic debate since the dawn of the profession, and this debate is just as impassioned, and important, today as it was during Adam Smith’s era. The theoretical arguments for the advantages of private ownership of the means of production are based on a fundamental theorem of welfare economics: under strong assumptions, a competitive equilibrium is Pareto optimal, meaning that no other allocation of resources can make someone better off without making someone else worse off. However, the assumptions underlying this competitive equilibrium include requirements that there are no externalities in production or consumption, that the product is not a public good, that the market is not monopolistic in structure, and that information costs are low. Thus, a theoretical argument for government intervention based on efﬁciency grounds must rest on an argument that markets have failed in some way, or that one or more of these assumptions do not hold—and that the government can resolve the market failure. Intellectual arguments for government intervention based on efﬁciency considerations have been made in many areas. Governments perceive the need to regulate (or own) natural monopolies or other monopolies, and to intervene in the case of externalities such as regulating pollution. Governments are also expected to help provide public goods such as national defense and education, or to assist in areas where there is a public good aspect to providing information. The arguments for government intervention become more complicated when they extend to distributional concerns. For example, some argue that the role of government is to act as a “welfare state” [Briggs (1961)], using state intervention in the market economy to modify the actions of the market.2 Thus, the arguments for state ownership or control rest on some market failure or perceived market failure,
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 and countries have often responded to market failure with state ownership. Privatization, in turn, is a response to the perceived failings of state ownership. It is important to realize that state ownership must always be a deliberate act that preempts or replaces private ownership. Historically, the act of imposing state ownership is usually accompanied by great controversy, and often by violence and class conﬂict. Nationalizations of economically healthy companies typically become feasible only after the private owners have been demonized as exploiters or collaborators, while nationalizations of failing companies inevitably occur within the context of economic crises. Nationalizations within developing countries, which occurred frequently during the decades after World War II, were invariably justiﬁed as being necessary to overcome decades of colonial exploitation. In other words, state ownership typically occurs either because of the perceived failings of private ownership or out of a desire to use state power to alter market allocations of economic costs and beneﬁts. Infusing (and inevitably confusing) the debate about the legitimacy and efﬁciency of state ownership is the fact that each person approaches this question with his or her own worldview about the benevolence of government and the proper limits to state power. Indeed, no question in economics could be more basic. Those who believe that democratic governments act “benevolently,” in the best interests of society as a whole, also tend to believe that governments should intervene proactively to address perceived economic injustices. Those who are skeptical of the motives of political actors, and particularly those who ascribe to the “grabbing hand” theory of government activism, tend to favor a much more limited state role in a nation’s economic life. Interventionists believe that privately owned corporations will be motivated solely by the proﬁt motive, whereas stateowned companies can be given multiple, socially desirable objectives to pursue. Skeptics decry state enterprises as inherently inefﬁcient for exactly the same reason. This chapter attempts to ﬁrst frame this theoretical debate and then examine the empirical evidence that has been marshaled for and against state ownership. The next two sections, which draw heavily on the excellent survey article by Shirley and Walsh (2000), lay out, ﬁrst, the intellectual case for state ownership of commercial enterprise and, then, the intellectual case against public ownership.3 The third section then examines whether the empirical evidence supports or refutes the effectiveness and efﬁciency of public ownership. Since the evidence overwhelmingly indicates that state ownership is inherently less efﬁcient than private ownership in most real industrial settings, we also assesses whether SOEs can be reformed by measures short of privatization, such as exposing state enterprises to competition or imposing hard budget constraints. While the empirical evidence suggests that some economic reforms can be effective in their own right, it leaves unanswered the question of whether these reforms would be even more effective if also coupled with a shift to private ownership. Thus, many countries have decided to launch large-scale privatization programs, and the ﬁfth section examines the ﬁscal and macroeconomic impact of these programs on the public ﬁnances of divesting countries.
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 The Theoretical Case for State Ownership of Business Enterprises During the modern era, proponents of state ownership have justiﬁed government control of business in three principal ways. First, public ownership has been justiﬁed as a way to ensure that business enterprises balance social and economic objectives, rather than focusing exclusively on proﬁt maximization. Second, state ownership has been motivated as a response to signiﬁcant market failures—particularly the challenges posed to economic efﬁciency by natural monopolies—and as a method to internalize production externalities such as pollution. Third, proponents assert that public ownership can be justiﬁed under certain conditions involving informational asymmetries between principal (the public) and agent (the producer), where complete contracts cannot be written and enforced. Underlying all three cases is the assumption that governments can and do act benevolently, and thus that state ownership is economically efﬁcient. Certainly, state ownership has also been imposed many times in history by ascendant political parties speciﬁcally in order to redistribute wealth and income from less to more “deserving” members of society, but this exercise in raw political power is usually justiﬁed by dogma rather than by serious economic theory. We evaluate each of the three benevolent motivations for state ownership below. State Ownership Allows Pursuit of Social Objectives, Not Just Proﬁt Maximization A classic justiﬁcation for public ownership of business is that this is the only effective way to ensure that commercial enterprises will pursue socially desirable but noneconomic objectives, in addition to producing outputs at minimum input cost. These objectives may include serving as a “model employer” by hiring members of underrepresented groups and paying above-equilibrium wages, or constructing factories in underdeveloped regions of the country that would be unable to attract industry on arms-length terms, or producing more goods and services than would a private supplier and pricing these outputs at a lower than market clearing price. Since state-owned enterprises will be subject to democratic political control in ways that private enterprises can never be, public ownership should theoretically be able to produce a package of goods and services that comports with the political demands of citizens rather than the dollar demands of consumers. Perhaps the best theoretical justiﬁcation for public ownership in a democratic society is presented in Yarrow (1986) and Vickers and Yarrow (1988). Both works offer ﬁnely balanced assessments of the costs and beneﬁts of state ownership, assuming that a benevolent government is acting subject to effective democratic political control. Yarrow (1986) suggests that government monitoring of managers has two potential advantages over market alternatives: it reduces the public-good problem associated with dispersed shareholdings, and it can take immediate account of deviations between the social and private returns in goods and factor markets. Yarrow believes that the dissatisfaction with the actual workings of SOEs
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 lies in political market imperfections rather than reﬂecting inherent weaknesses in state ownership. He also echoes the views of many other observers—such as Kay and Thompson (1986), Cook and Kirkpatick (1988), and Shapiro and Willig (1990)—in asserting that competition is more important than ownership in assuring that ﬁrms, state or private, achieve operational and allocative efﬁciency. Vickers and Yarrow (1988) expand on the beneﬁts that a benevolent government can achieve by owning commercial enterprises. If political markets work efﬁciently, competition between politicians will ensure that the correct set of policies will be implemented, and politicians will seek to maximize social welfare— deﬁned as the sum of producer and consumer surplus. Public ownership, without private-sector competition, can adjust output prices to reﬂect true social cost when there are signiﬁcant production externalities. In a similar theoretical vein, Shapiro and Willig (1990) model a public manager’s utility function as a mix of social and private welfare, where the latter reﬂects either personal interests or the gap between short-run political beneﬁts and long-run public good. When political markets work effectively, state managers will be forced to maximize social rather than private welfare. State Ownership as a Response to Market Failures Most economists accept the idea that natural monopolies are a challenge for pure market economics. Many people go a step further and assert that the only effective response to natural monopoly is public ownership; otherwise, private interests will inevitably restrict output to a level that maximizes proﬁts at a socially excessive price. If the government owns the natural monopolists, however, it can increase production and reduce output cost to optimal levels, since the state is not constrained to maximize proﬁts. Proponents of state ownership suggest that regulated private ownership of natural monopolies will be ineffective, either because informational asymmetries will always give private managers a negotiating advantage over regulators or because of the dangers of regulatory capture. Many economists have developed theoretical models describing the virtues of state ownership in the presence of market failures. One of the most sophisticated is presented in Sappington and Stiglitz (1987), who argue that state ownership reduces the transactions cost of government intervention in economic affairs, and that this intervention is required in the presence of signiﬁcant market failures. Their Fundamental Privatization Theorem identiﬁes the conditions that must be met in order to make a transfer from state- to private-ownership efﬁciency enhancing: when the market will do at least as well as a benevolent government. Sappington and Stiglitz note that both public and private ownership involve signiﬁcant delegation of production activities between principals and agents; their model simply describes the circumstances under which it will be optimal to entrust oversight duties to public rather than to private owners (principals). Where Sappington and Stiglitz describe how state ownership can be optimal in theory, other economists make the case for public enterprises by pointing to seemingly massive failures in real markets. In his assessment of state enterprise
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 performance in Britain, Caves (1990) sees monopolies—natural and otherwise— as pervasive, and is thus highly skeptical of the economic utility of privatization. Yarrow (1986), Kay and Thompson (1986), and Florio (2002) also dispute the perception that British SOE performance was uniformly poor. Cook and Kirkpatrick (1988) argue that market failures are especially pervasive and damaging in developing countries. The institutional weaknesses of governments in developing countries, coupled with weak capital markets and national reliance on single commodity exports, means that privatizing SOEs will be extremely hazardous. Cook and Kirkpatrick assert that regulatory capacity in these countries is very weak, and that the best response to market failures will be state ownership with competition.4 State Ownership as a Response to Asymmetric Information and Incomplete Contracts The ﬁnal rationale for state ownership revolves around informational asymmetries between principals and agents, speciﬁcally owners and managers of business enterprises. Because managers have superior knowledge of costs and production possibilities, they will inevitably have a negotiating advantage in setting output levels and pricing. At the extreme, this asymmetry can render regulation of private enterprises ineffective, and the only solution in this case will be public ownership by a benevolent government. A similar result obtains when it is not feasible to write and enforce complete contracts specifying the rights and responsibilities of each party in all possible economic states. According to Shapiro and Willig (1990), incomplete contracts may make public ownership superior to private ownership if it is optimal for government to intervene in the economy (1) owing to market failures, (2) when managers have private information about costs and proﬁtability, and/or (3) when SOE managers’ agendas can be kept in check by an efﬁcient political market. Similarly, Laffont and Tirole (1991) recast the ancient public versus private ownership debate in a modern agency theoretic framework and demonstrate when public ownership will be superior to private ownership. The cost of regulated private ownership is that managers must serve two masters: shareholders and regulators. Under public ownership, this is less of a problem, since there is a single master (the government) to satisfy. The cost of state ownership in the Laffont and Tirole model is a suboptimal investment in those assets that can be redeployed to serve social goals pursued by public owners. This expropriation of assets away from proﬁt-enhancing uses is less likely under private ownership. Finally, Schmidt (2000) uses an incomplete contract model to show that mixed public and private ownership may be the theoretically optimal ownership structure in some cases, since joint ownership mitigates the disadvantages both of public ownership (no incentives to improve quality) and of privatization (too strong incentives for the manager to reduce costs). On balance, proponents of state ownership make a theoretically credible case. Nonetheless, opponents of public ownership have attacked this case on multiple grounds; by disputing the basic assumptions underlying models of optimal public
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 ownership, by offering differing behavioral models of (nonbenevolent) government motivations, and by spotlighting the actual performance of real state enterprises. We now examine the theoretical case presented by opponents of public ownership.
 
 The Theoretical Case Against State Ownership of Business Enterprises Economists have offered three principal reasons that state ownership will be inherently less efﬁcient than private ownership, even under the assumption of a benevolent government owner. First, SOE managers will have weaker and/or more adverse incentives than will managers of privately owned ﬁrms, and thus will be less diligent in maximizing revenues and (especially) minimizing costs. Second, state enterprises will be subject to less intense monitoring by owners, both because of collective action problems—potential monitors have less incentive to carefully observe managerial performance because they bear all the costs of doing so but reap only a fraction of the rewards—and because there are few effective methods of effectively disciplining SOE managers in the event that subpar performance is detected. Third, the politicians who oversee SOE operations cannot credibly commit to bankrupting poorly performing SOEs, or even to withholding additional subsidized funding, so state enterprises inevitably face soft budget constraints. It bears repeating that these criticisms of state ownership are valid even if one grants that the politicians who create and supervise public enterprises have benevolent intentions. The ﬁnal, and in many ways most compelling, critique of state ownership is that SOEs will be inefﬁcient by design, since they are created speciﬁcally so that politicians can use them to beneﬁt their own supporters at the expense of another group in society. We examine each rationale in turn below.
 
 State-Owned Enterprises Are Inefﬁcient Due to Weak or Adverse Incentives It is easy to understand the incentives of entrepreneurs or hired executive employees to manage a private ﬁrm in a way that maximizes owner wealth. The beneﬁts of any steps taken to increase ﬁrm revenues or reduce costs accrue to the company’s private owners, and capitalist ﬁrms thus have very strong incentives to maximize proﬁts and to invest in efﬁciency improvements and new product innovation. Shleifer (1998) states that these incentives to minimize costs, improve quality, and innovate new products are the true explanation for the “dynamic vitality” of free enterprise, and thus of capitalism’s inherent economic superiority over socialism. These incentives are made even sharper in the typical case where private ﬁrms are not protected from competition, as ﬁrst noted by Hayek (1944) and then by many subsequent observers—including Jensen and Meckling (1979) in their excellent but little-cited theoretical analysis of the weaknesses of labormanaged ﬁrms. Hayek asserts that competition promotes operational efﬁciency both through the incentive effect described above and by revealing information about production costs and market clearing prices to all industry observers.
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 The managers of state enterprises face much weaker incentives than do private managers. As public employees, they cannot personally reap the beneﬁts of increasing revenues yet they will bear many of the costs (i.e., angry workers, disgruntled suppliers) of reducing the ﬁrm’s production costs. Thus, they will rationally choose not to aggressively pursue efﬁciency improvements or to develop innovative new products. The already weak incentives for SOE managers are made even more tenuous in the all too common case where state enterprises are granted a monopoly position as producer of a vital good or service. In this case, the inefﬁciency of SOEs will not be easy to observe, and since consumers have no alternative, there will be very little market pressure to improve state enterprise efﬁciency. The economic perils of monopoly state ownership are described in Peltzman (1971), Niskanen (1975), Caves (1990), Hart, Shleifer, and Vishny (1997), and Shleifer (1998). Schmidt (1996) presents an additional explanation of why state enterprises might be inherently less efﬁcient than private ﬁrms. His model is based on incomplete contracting theory, and maintains the benevolent government assumption. If the political overseers of a SOE are unable to perfectly observe the ﬁrm’s production costs, but still wish to ensure that the ﬁrm produces at the allocatively efﬁcient level, they will be willing to subsidize the SOE to entice enterprise managers to produce more than they would otherwise choose to. The state-enterprise managers, who alone know the ﬁrm’s true production costs, and who understand the government’s incentives to subsidize production, will thus have very little incentive to control costs internally. Schmidt therefore predicts that governments will adopt privatization primarily as a means of committing not to subsidize SOE production. Lu¨lfesmann (in press) also presents an incomplete contracting model showing that privatization can be beneﬁcial even if the government is assumed to be rational and benevolent. His model is driven by the conﬂicting objective functions of a proﬁt-maximizing private manager and a government owner intent on pursuing noneconomic objectives as well as proﬁt. Finally, Dixit (1997) shows that state-enterprises managers have very weak incentives to pursue efﬁciency because they are required to serve multiple masters. As political creations, SOEs are accountable to several different constituencies with differing objectives. In the American political context, the constituencies might include Congress, multiple Executive-branch federal agencies, and perhaps state and local government bodies. In comparison with private ﬁrm managers, who must satisfy only shareholders, SOE managers must strive to satisfy many competing interests. As a corollary, state managers will thus also face weak and diffuse oversight, which is another problem commonly ascribed to state enterprises. State-Owned Enterprises Are Inefﬁcient Due to Inadequate Monitoring Since SOEs are owned by “the state” in general, and thus by all citizens collectively, no single observer has the appropriate incentives to monitor SOE managers. Alchian (1965) was the ﬁrst to predict that state enterprises are inherently inefﬁcient because the dispersed owners (citizens) have poor incentives to monitor SOE
 
 40 The Financial Economics of Privatization
 
 managers. He also asserted that specialization of ownership is one of the key advantages of private ﬁrms. Even a politician with society’s interest at heart has a very weak incentive to invest the time and effort required to discipline SOE managers, since the cost of doing so will surely be very large whereas the electoral payoff to modestly improving enterprise performance will likely be quite low. Furthermore, since SOE shares cannot be sold by citizens, and since state enterprises are rarely allowed to go bankrupt, Vickers and Yarrow (1988) show that state managers have little reason to fear punishment for inefﬁciency; short of full privatization, they are very unlikely to be forcibly removed. Asymmetric information also protects SOE managers from effective monitoring, as noted by Vickers and Yarrow (1988, 1991). Since managers have superior information about ﬁrm operations and costs, they will inevitably enjoy a negotiating advantage when dealing with their political overseers. Monitoring of public enterprises is also extremely difﬁcult owing to the aforementioned collective-action problem, since any individual monitor must bear all the search and information costs of supervising public managers, but the beneﬁts of effective monitoring must be shared with the entire (thankless) citizenry. While both publicly owned and privately owned ﬁrms suffer from collective action problems, Vickers and Yarrow (1991) assert that the ability of markets to generate information about costs and managerial effort gives private ownership a crucial monitoring advantage. State-Owned Enterprises Are Inefﬁcient Due to Soft Budget Constraints If the managers of a private ﬁrm are not operating efﬁciently, they will be replaced either by the current shareholders or as the result of a hostile takeover. If a private ﬁrm cannot compete effectively, suppliers of capital will cease funding the company’s operations—and in the extreme, the ﬁrm will be forced into bankruptcy and liquidated. What are the equivalent public-sector disciplinary tools? We have already noted that SOE managers are rarely punished individually for poor performance, but what about withholding of capital resources? In real life, the state is unlikely to allow a large SOE to face bankruptcy, thus the discipline enforced on private ﬁrms by the capital markets and the threat of ﬁnancial distress is lacking for state-owned ﬁrms. Since managers of less-prosperous state ﬁrms know they can rely on the government for funding, these ﬁrms are said to face “soft” budget constraints. Kornai (1988, 1993, 1998), Berglof and Roland (1998), Lin, Cai, and Li (1998), Frydman, Gray, Hessel, and Rapaczynski (2000), and several other authors all suggest that soft budget constraints (SBCs) were a major source of inefﬁciency in communist ﬁrms, and that these SBCs have continued through much of the postcommunist transition period. Soft budget constraints are not limited to transition economies, however. Sheshinski and Lopez-Calva (1999) assert that public ownership inevitably leads to SBCs. They present a simple model showing that governments will choose to extend subsidies to failing state enterprises whenever the political costs of allowing a SOE to go bankrupt outweigh the political costs of subsidization.5 In addition to inhibiting efforts by politicians to impose hard
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 budget constraints, this fear of ﬁnancial distress can preclude initiatives to force state enterprises to restructure or to open monopolized industries to private-sector competition. Since large SOEs are too big and too politically important to fail, their very weakness protects them from the type of effective discipline to which private ﬁrms are continuously subjected. State-Owned Enterprises Are Inefﬁcient Because Governments Use Them to Pursue Noneconomic Objectives So far, we have examined theoretical objections to state ownership that nonetheless assume that the government owner is acting benevolently. Once this assumption is weakened, the theoretical case against public ownership becomes especially persuasive. Numerous researchers—including Jones (1985), Vickers and Yarrow (1988, 1991), Stiglitz (1993), Nellis (1994), Shleifer and Vishny (1994), Boyko, Shleifer, and Vishny (1996a,b), Shleifer (1998), Sappington and Sidak (1999), and Shirley and Walsh (2000)—note that state enterprises can be remarkably effective tools of redistributive politics. Since state ﬁrms answer to political masters rather than the market, wide divergences from proﬁt-maximizing behavior are not only possible, they are in fact desired. Even in fully competitive markets, Shleifer and Vishny (1994) show that SOEs will be inefﬁcient because politicians force them to pursue noneconomic objectives, such as maintaining excess employment, building factories in politically (but not economically) desirable locations, and pricing outputs at below market clearing prices. In one of the best analyses of the political motivations underlying state ownership, Jones (1985) asserts that politicians deliberately structure implicit and explicit SOE subsidies to transfer beneﬁts from unknowing groups in society to the politicians’ supporters. In a twist on the deﬁnition of Pareto efﬁciency, Jones deﬁnes a politically efﬁcient reallocation of resources as one that makes someone better off without making anyone else aware that he or she is worse off. Jones also shows that most transfers generally are structured to run from low-income groups to well-connected groups in the upper or middle classes. Several authors—including Jones (1985), Nellis (1994), Shirley and Walsh (2000), and particularly Shleifer and Vishny (1994) and Boyko, Shleifer and Vishny (1996b)—note that SOEs are especially attractive vehicles for transferring wealth between groups precisely because their operations are nontransparent. Shleifer and Vishny demonstrate that it would be much harder for politicians to favor one group over another if governmental transfers had to be ﬁnanced with tax revenues and if subsidies had to be channeled through standard budgetary processes, since doing so would clearly reveal the opportunity costs of the subsidies. Instead, politicians will “bribe” state enterprise managers to pursue favored noneconomic objectives, and in return the politicians will reward SOE managers with higher budgets or other favors of power such as protection from competition. Shleifer and Vishny (1994) and Boycko, Shleifer, and Vishny (1996b) maintain that full privatization is the only sure way to solve state-enterprise inefﬁciency, since privatization raises the cost of intervention to politicians.
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 Empirical Evidence on State versus Private Ownership So which group of theorists worships the True Faith: those who favor state ownership of commercial enterprises or those who oppose public ownership?6 Ultimately, this question can be resolved only by using the tools of empirical research. Given the importance of this issue, it is not surprising that economists have long attempted to examine whether state ownership is inherently more or less efﬁcient than private ownership. What is surprising is that, until quite recently, empirical research was unable to provide an unambiguous answer to this deceptively simple question. Early empirical studies tended to produce ambiguous or ﬁnely balanced results. Whereas several early papers found that private ownership was superior, a roughly equal number found that state ownership was not inherently less valuemaximizing than private ownership, and a few even documented that state ownership was superior. In support of private ownership, Davies (1971) compared the performance of Australia’s two airlines and found a massive advantage for the privately owned carrier. In a similar vein, Boardman, Freedman, and Eckel (1986) demonstrated that the stock price of Domtar, a Canadian paper company, declined sharply when it was revealed that two Crown corporations had accumulated a controlling interest in the ﬁrm—since investors believed the company would be forced to pursue noneconomic objectives once it fell under state control. On the other hand, Caves and Christensen (1980) compared the performance of two competing Canadian railroad companies and found no signiﬁcant efﬁciency difference between the state owned and the privately owned companies. Atkinson and Halvorsen (1986) compared the efﬁciency levels of publicly owned and privately owned electric utilities operating in the United States in 1970 and likewise concluded that there were no signiﬁcant differences in performance—both were equally cost inefﬁcient. Fa¨re, Groskopf, and Logan (1985) apply a different estimation methodology to this same sample of U.S. electric utility companies and ﬁnd that the publicly owned utilities are slightly (but insigniﬁcantly) more efﬁcient than their private-sector counterparts. Boardman and Vining (1989) and Shirley and Walsh (2000) both present more detailed summaries and analyses of the early empirical research examining the efﬁciency of state ownership. Why has it proved so difﬁcult to isolate the impact of ownership on ﬁrm performance? Obviously, comparing the performance of government-owned to privately owned ﬁrms is one method through which the impact of government ownership on ﬁrm performance can be analyzed.7 However, there are two methodological difﬁculties that are especially pronounced in attempts to isolate the impact of ownership on performance. First, in comparing SOEs to privately owned ﬁrms, it is difﬁcult, if not impossible, to determine the appropriate set of comparison ﬁrms or benchmarks, especially in developing economies with limited private sectors. Second, there are generally fundamental reasons that certain ﬁrms are government owned and others are privately owned, including the impact of ideology and the degree of perceived market failure within a particular industry. The factors that determine whether the ﬁrm is publicly or privately owned likely also have signiﬁcant effects on performance. As the survey article by Denis and McConnell (2003) makes clear, researchers have found it very difﬁcult to speciﬁcally isolate
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 the effect of concentrated versus dispersed ownership on performance even in private companies, so we should expect even greater difﬁculty in evaluating the effects of government ownership in cases where the ownership structure is itself endogenous to the system that includes both political and economic performance goals. Despite these problems, researchers have compared SOEs and privately owned company performance in several cases with some success. Given the large volume of research, we break our discussion into two parts, based on the type of sample employed by researchers. We ﬁrst examine studies that compare the performance of public versus private ownership by employing national or international samples of state-owned and privately owned companies. These studies are summarized in table 2.1. Next, we survey those studies that compare the performance of state and private ﬁrms within a given industry, either within a country or internationally. As will be our policy in discussing empirical evidence throughout this book, we ﬁrst present basic details about each of the key empirical studies and then summarize (and evaluate) the primary results of all the studies at the section’s end. Furthermore, we present the studies in the chronological order in which they were written, both because this is how the literature itself developed and because it allows the reader to trace the evolution of intellectual thought over time and to see how practical experience helped guide the work of researchers. International and Country Studies of State Versus Private Ownership An important approach to studying the effects of government ownership on efﬁciency relies on a multi-industry, multinational, time-series, or cross-sectional regression methodology. While cross-sectional studies suffer from well-known methodological problems, they are able to capture differences that are not apparent in single-country or single-industry studies. An extremely inﬂuential paper taking this approach is that by Boardman and Vining (1989), who examine the economic performance of the 500 largest non-U.S. industrial ﬁrms in 1983. Using four profitability ratios and two measures of X-efﬁciency, they show that state-owned and mixed (state and private) ownership enterprises are signiﬁcantly less proﬁtable and productive than are privately owned ﬁrms. They also ﬁnd that mixed enterprises are no more proﬁtable than SOEs, suggesting that full private control, not just partial ownership, is essential to achieving performance improvement. In a later study, Vining and Boardman (1992) use a sample of Canadian ﬁrms to reexamine the state versus private ownership question. Their results are qualitatively similar to the earlier ﬁndings. In addition, the Canadian study ﬁnds that mixed enterprises are more proﬁtable than SOEs, though they fall far short of private-ﬁrm levels. Majumdar (1996) examines differences in efﬁciency among governmentowned, mixed, and private-sector ﬁrms in India. He ﬁnds support for the superior efﬁciency of private and mixed ownership ﬁrms over SOEs. Using aggregate, industry-level survey data, Majumdar ﬁnds that SOEs owned by the central and state governments have average efﬁciency scores of 0.658 and 0.638, respectively, over the period 1973–1989. Mixed enterprises have scores of 0.92 and private
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 2.1. Summary of Recent Empirical Studies Comparing Public Versus Private Ownership: General and Country Studies
 
 Study
 
 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Boardman and Vining (1989)
 
 Examine the economic performance of the 500 largest nonU.S. ﬁrms in 1983, classiﬁed by ownership structure as stateowned, privately owned, or mixed ownership enterprises (ME). Employ four proﬁtability ratios and two measures of X-efﬁciency. Ask whether ownership “matters” in determining the efﬁciency of SOEs, or if only the degree of competition is important. Estimate performance model using 1986 data from 500 largest nonﬁnancial Canadian companies—including 12 SOEs and 93 mixed enterprises. Using industry-level survey data, evaluates the performance differences between SOEs, MEs, and privately owned Indian companies for the period 1973–1989. SOEs and MEs account for 37% of employment and 66% of capital investment in India in 1989. Test whether postwar performance of 17 ﬁrms partly owned by U.S. government due to seizure of “enemy” property during WWII differs signiﬁcantly from performance of private U.S. ﬁrms. Test whether proﬁtability, labor intensity, and debt levels of SOEs in the lists of the 500 largest non-U.S. ﬁrms during 1975, 1985, and 1995 differs from privately owned ﬁrms in the same lists. Examine whether privatized central European ﬁrms controlled by outside investors are more entrepreneurial—in terms of ability to increase revenues—than ﬁrms controlled by insiders or the state. Study employs survey data from a sample of 506 manufacturing ﬁrms in the Czech Republic, Hungary, and Poland.
 
 Find that state-owned and mixed ownership ﬁrms are signiﬁcantly less proﬁtable and productive than privately owned companies. Also ﬁnd mixed ownership ﬁrms are no more proﬁtable than pure state-owned companies— so full private ownership required to gain efﬁciency. Private ownership superior. After controlling for size, market share, and other factors, ﬁnd private ﬁrms are signiﬁcantly more proﬁtable and efﬁcient than are MEs and SOEs, though now ﬁnd that MEs outperform Crown corporations (SOEs). Thus, ownership has an effect separable from competition alone. Private ownership superior.
 
 Vining and Boardman (1992)
 
 Majumdar (1996)
 
 44 Kole and Mulherin (1997) Dewenter and Malatesta (2000) Frydman, Hessel, and Rapaczynski (2000)
 
 Document efﬁciency scores averaging 0.975 for privately owned ﬁrms, which are signiﬁcantly higher than the average 0.912 for MEs and 0.638 for SOEs. State-sector efﬁciency improves during concerted “efﬁciency drives” but declines afterwards. Private ownership superior. Though these ﬁrms experience abnormally high turnover among boards of directors, tenure of managers is stable and SOE performance is not signiﬁcantly different from privately owned ﬁrms. No difference based on ownership. After controlling for business cycles, ﬁnd private ﬁrms are signiﬁcantly (often dramatically) more proﬁtable than SOEs. Private ﬁrms also have signiﬁcantly less debt and less labor-intensive production processes. Private ownership superior. Document that all state and privatized ﬁrms engage in similar types of restructuring, but that product restructuring by ﬁrms owned by outside investors is signiﬁcantly more effective, in terms of revenue generation, than by ﬁrms with other types of ownership. Concludes the more entrepreneurial behavior of outsider-owned ﬁrms is due to incentive effects, rather than human capital effects, of privatization—speciﬁcally greater readiness to take risks. Private ownership superior.
 
 Karpoff (2001)
 
 Examines 35 government ﬁnanced and 57 privately funded expeditions to the Arctic during 1819–1909 to see if there are systematic differences in productivity of voyages based on the type of backing.
 
 Bartel and Harrison (2002)
 
 Using a 1981–1995 panel of all public and private manufacturing establishments in Indonesia, analyze whether publicsector inefﬁciency is primarily due to agency-type (ownership/incentive) problems or to the industrial structure and operating environment in which SOEs operated. Using ﬁrm-level panel data for 12 Italian manufacturing industries over the 1978–1993 period, examine the relationship between the identity of ultimate owners and the technical efﬁciency of ﬁrms by estimating stochastic production frontiers. Privately owned independent ﬁrms are used as control group, and their performance is tested against three alternative ownership forms. Examines the ownership and control structure of 826 partially privatized companies listed on Chinese stock exchanges from 1994–1998 and tests the relationship between ownership structure and ﬁrm value—as measured by Tobin’s Q.
 
 Bottasso and Sembenelli (2002)
 
 45 Tian (2003)
 
 Finds the private expeditions performed better using several measures of performance, despite the higher funding levels enjoyed by publicly backed voyages. More major discoveries were made by private expeditions, while most tragedies (lost ships and lives) occurred on the government-sponsored expeditions. The results are robust in regressions explaining expedition outcomes and the poor performance of public expeditions is not due to different objectives, available technologies, or country of origin. Private ownership superior. Find support for both ownership and environmental causes of public ﬁrm inefﬁciency. Ownership matters because, for a given operating environment, SOEs perform worse than private ﬁrms. Environment matters because only SOEs that received government ﬁnancing or those shielded from import competition performed worse than private ﬁrms. Private ownership superior. Subsidiaries of foreign multinational ﬁrms are found to be more efﬁcient than any other group, while subsidiaries of national (Italian) business groups were insigniﬁcantly different. State-owned companies were signiﬁcantly less efﬁcient than any other group. Private ownership superior.
 
 Finds that government shareholdings remain very large in partially privatized companies, and that the relationship between state holdings and ﬁrm value is U-shaped. Going from state ownership levels of 0 to 30%, increasing ownership causes ﬁrm value to decline, but after that Tobin’s Q increases with increasing state ownership. Private ownership (generally) superior.
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 enterprises have scores of 0.975. A concern with Majumdar’s study is that the aggregated nature of the data, along with problems arising from the reliance on survey data, limits his ability to identify any speciﬁc areas where private versus state ownership works best, and whether there are simultaneity and selection-bias problems in trying to estimate the effects of ownership and productivity. In later studies, Majumdar (1998, 1999) and Ahuja and Majumdar (1998) remedy this by documenting that Indian SOEs are inefﬁcient by design. Not only are the companies saddled by their political overseers with noneconomic objectives, they are also forced to operate on an uneconomically large scale. In return, SOE managers are favored with access to credit from state banks at subsidized borrowing rates, so they face soft budget constraints as well. Akram (1999, 2001) shows that Bangladeshi SOEs face similar—but even worse—problems owing to operating inefﬁciencies, political interference, and soft budget constraints.8 Kole and Mulherin (1997) set out to answer the basic question in the public versus private debate as posed by Peltzman (1971), “If a privately owned ﬁrm is socialized, and nothing else happens, how will the ownership alone affect the ﬁrm’s behavior?” Kole and Mulherin study 17 ﬁrms with signiﬁcant German or Japanese ownership when the United States entered World War II. The federal government assumed ownership of the foreign stock in these ﬁrms and ended up holding between 35 and 100 percent of the common stock for up to 23 years during and after World War II. Kole and Mulherin ﬁnd industry controls for ﬁve ﬁrms, comprising 61 percent of the book value of the 17 ﬁrms, and compare the performance of these to the government-owned ﬁrms. They ﬁnd no signiﬁcant performance differences between their sample and the private-sector ﬁrms, and thus conclude “the preceding results stand in contrast to the typical results regarding the inefﬁciency of government enterprise” (page 15). The authors argue that the fact that these ﬁrms were operating in competitive industries forced them to operate efﬁciently. The Kole and Mulherin (1997) results are evidence that in a competitive environment, where the government has no agenda other than that of a passive investor, factors other than ownership determine ﬁrm performance. Many of the ﬁrms were involved in the war effort so the government had an incentive to run them efﬁciently. In addition, all the ﬁrms were eventually reprivatized so the government was also concerned with running the ﬁrms efﬁciently to maximize the later sale value. Kole and Mulherin admit that their sample and the period they study is novel, limiting its generality. Further, their key results are based on only ﬁve ﬁrms. Still, their ﬁndings do illustrate the importance of factors other than ownership in determining ﬁrm performance. Dewenter and Malatesta (2000) follow the general approach of Boardman and Vining (1989), but use multiyear and more recent data. They test whether the proﬁtability, labor intensity, and debt levels of SOEs in the 500 largest international companies, as reported in Fortune for 1975, 1985, and 1995, differ from privately owned ﬁrms in the same samples. Their data have 1,369 total ﬁrm years, of which 147 represent government-owned ﬁrms. Since Fortune excluded U.S. ﬁrms until 1995, the data are mainly international. After controlling for ﬁrm size, location, industry, and business-cycle effects, Dewenter and Malatesta ﬁnd robust evidence
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 that private companies are signiﬁcantly (often dramatically) more proﬁtable than SOEs, and also have lower levels of indebtedness and fewer labor-intensive production processes than do their state-owned counterparts. Frydman, Hessel, and Rapaczynski (2000) examine whether privatized central European ﬁrms controlled by outside investors are more entrepreneurial, in terms of their ability to increase revenues, than ﬁrms controlled by insiders or the state. Their study employs survey data for a sample of 506 manufacturing ﬁrms in the Czech Republic, Hungary, and Poland. They document that all state and privatized ﬁrms engage in similar types of restructuring, but that product restructuring by ﬁrms owned by outside investors is signiﬁcantly more effective, in terms of revenue generation, than by ﬁrms with other types of ownership. They conclude that the more entrepreneurial behavior of outsider-owned private ﬁrms is due to incentive effects, rather than human capital effects, of privatization—speciﬁcally, the greater readiness of outside shareholders to take risks. Another paper exploits a very interesting natural experiment to compare the performance of government-organized versus privately organized production. Karpoff (2001) studies a comprehensive sample of 35 government-funded expeditions and 57 privately funded expeditions to the Arctic from 1818 to 1909 seeking to locate and navigate a Northwest Passage, discover the North Pole, and make other discoveries in arctic regions. He ﬁnds that the private expeditions performed better using several measure of performance. Karpoff shows that most major arctic discoveries were made by private expeditions, while most tragedies (lost ships and lives) were on publicly funded expeditions. Karpoff notes that the public expeditions might have had greater losses because they took greater risks, but then the public expeditions would have had a greater share of discoveries, which did not occur. Karpoff also estimates regressions explaining outcomes in several ways (crew deaths, ships lost, tonnage of ships lost, incidence of scurvy, level of expedition accomplishment), controlling for exploratory objectives sought, country of origin, the leader’s previous arctic experience, or the decade in which the expedition occurred. In essentially every regression, the dummy variable for private expedition is signiﬁcant, with a sign indicating that the private expedition performed better. Karpoff concludes that the incentives were better aligned in the private expeditions, leading to systematic differences in the ways public and private expeditions were organized. While the uniqueness of the sample limits its generality, Karpoff provides an interesting illustration of the impact of ownership on the performance of an organization.9 Bartel and Harrison (2002) use a 1981–1995 panel of all public and private manufacturing establishments in Indonesia to analyze whether public-sector inefﬁciency is primarily due to agency type (ownership/incentive) problems or to the industrial structure and regulatory environment in which SOEs operate. They ﬁnd support for both ownership and environmental causes of public-ﬁrm inefﬁciency. Ownership matters because, for a given operating environment, SOEs perform worse than private ﬁrms. However, environment also matters because only SOEs that received government ﬁnancing or those that were shielded from import competition performed worse than private ﬁrms. Bartel and Harrison ﬁnd that if a SOE that is receiving 100 percent government ﬁnancing is 60 percent privatized,
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 its productivity will rise by four percentage points. That same four percentagepoint productivity increase can be achieved by manipulating the operating environment—either by reducing government ﬁnancing to 30 percent or by raising import penetration by 8.8 percentage points. Bottasso and Sembenelli (2002) use ﬁrm-level panel data for 12 Italian manufacturing industries over the 1978–1993 period to examine the relationship between the identity of ultimate owners and the technical efﬁciency of ﬁrms by estimating stochastic production frontiers. They use privately owned independent ﬁrms as a control group, and test their performance against three alternative ownership forms. They ﬁnd that subsidiaries of foreign multinational ﬁrms are more efﬁcient than the reference group, while subsidiaries of national (Italian) business groups are insigniﬁcantly different. State-owned companies are signiﬁcantly less efﬁcient than any other group. Finally, Tian (2003) examines whether, and how, residual state ownership impacts the valuation of exchange-listed ﬁrms. His sample includes 825 companies listed on the Shanghai Stock Exchange from 1994 to 1998, with 513 mixedownership ﬁrms and 312 private ﬁrms. He ﬁnds that private ﬁrms perform better than mixed ownership ﬁrms. In addition, he documents that government shareholdings remain very large in partially privatized companies, and that the relationship between state holdings and ﬁrm value is U-shaped. In a range of state ownership levels of from 0 to 30 percent, Tian found that increasing ownership causes ﬁrm value to decline, but after that, the Tobin’s Q value increases with increasing state ownership. Industry Studies of State Versus Private Ownership Studies that employ broad national or international samples typically have the beneﬁt of employing large samples, but they also suffer from the inability to control for factors that are industry-speciﬁc. We now brieﬂy survey empirical studies that compare state and private ﬁrms within the same industry and thus at least implicitly neutralize differences in the investment opportunity sets facing companies in different industrial sectors. Five of these industries—telecoms, banking, oil and gas, electricity production and distribution, and airlines—are examined in much greater detail in chapters 8–10. The empirical studies we survey here are detailed in table 2.2. One of the very best such studies is by Ehrlich, Gallais-Hamonno, Liu, and Lutter (1994), who provide strong evidence of productivity differences between state-owned and privately owned ﬁrms. They use a sample of 23 comparable international airlines of different (and in some cases changing) ownership categories over the period 1973–1983, for which they are able to obtain good and comparable cost, output, and ownership data. They develop a model of endogenous, ﬁrm-speciﬁc productivity growth as a function of ﬁrm-speciﬁc capital and use the model as a basis for their ﬁxed-effects regressions estimating a cost function in a simultaneous framework with input-demand equations. They argue that they are able to separate the impact of ownership changes on short-term levels of productivity changes from the long-term effects on the rate of productivity growth, improving on earlier studies that have concentrated on the static rather than dy-
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 2.2. Summary of Recent Empirical Studies Comparing Public Versus Private Ownership: Industry Studies Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Ehrlich, GallaisHamonno, Liu, and Lutter (1994) Ros (1999)
 
 Examine impact of state ownership on the long-run rate of productivity growth and/or cost decline for 23 international airlines over the period 1973–1983.
 
 Find that state ownership can lower the long-run annual rate of productivity growth by 1.6–2.0% and the rate of unit cost decline by 1.7–1.9%. Ownership effects are not affected by degree of competition. Private ownership superior. Finds that countries with at least 50% private ownership of main telecom ﬁrm have signiﬁcantly higher teledensity levels and growth rates. Both privatization and competition increase efﬁciency, but only privatization is positively associated with network expansion. Private ownership superior. Total factor productivity of CN much lower than that of privately owned Canadian Paciﬁc (CP) during 1981–1991 period, but became just as efﬁcient during pre-privatization (1992–1995) period, then exceeded it after 1995. Both ﬁrms shed workers after 1992, but CN’s employment declined by more (34% versus 18%) as average productivity almost doubled (97% increase). CN’s capital spending increased signiﬁcantly, though CP increased more. Private ownership superior. Find government ownership is extensive, especially in poorest countries, that these holdings retard ﬁnancial system development, and restrict economic growth rates, mostly due to impact on productivity. Higher government ownership in 1970 is associated with slower subsequent ﬁnancial development and lower growth in per capita income and productivity. Evidence supports the political view of state ownership of banks. Private ownership superior.
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 Study
 
 Laurin and Bozec (2000)
 
 LaPorta, Lo´pezde-Silanes, and Shleifer (2002)
 
 Uses International Telecommunications Union data and panel data regression methodology to examine the effects of competition and privatization on network expansion and efﬁciency in 110 countries over the period 1986–1995. Compare productivity and proﬁtability of two large Canadian rail carriers, before and after the 1995 privatization of Canadian National (CN). Compares accounting ratios for entire 17-year period 1981–1997 and for three subperiods: the fully state-owned era (1981–91), the pre-privatization period (1992–1995), and the post-privatization era. Using data from 92 countries, examine whether government ownership of banks impacts level of ﬁnancial system development, rate of economic growth, and growth rate of productivity. Tests whether government ownership of banks is motivated by benevolent, “development” objective or a redistributive “political” objective.
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 Study
 
 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Kwoka (2002)
 
 Compares the performance of 147 investor-owned electric utilities (IOUs) with that of 396 utilities owned by municipalities operating in the U.S. in 1989. Attempts to determine if there are systematic differences in efﬁciency between these two groups. Uses an original data set compiled from early 20th century sources to test the effects of government monopoly service, competition and regulation on the development of the telecommunications industry in Europe during the early 1990s. Also examines the effect of very stringent licensing arrangements that allow private ﬁrms to operate, but with highly insecure property rights.
 
 Finds that public and privately owned utilities are largely specialized in different activities, with IOUs dominating electricity generation—where they have cost advantages related to economies of scale. Municipally owned utilities are more competitive. No difference based on ownership.
 
 Wallsten (2002)
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 Controlling for income and other factors, ﬁnds that countries with competition between telephone providers and whose governments did not threaten to expropriate ﬁrms’ assets saw higher telephone penetration and lower prices, even in rural areas. Telephone penetration was much lower in countries where service was provided by state-owned monopolies than in countries that allowed private service. However, countries that licensed ﬁrms under stringent concessions saw even worse penetration. Private ownership superior.
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 namic effects of state ownership and changes in state ownership. Further, the authors suggest that they are able to isolate the effects of ownership from other factors impacting the rate of productivity growth, including market conditions and exogenous technical changes. Ehrlich, Gallais-Hamonno, Liu, and Lutter (1994) ﬁnd a signiﬁcant link between ownership and ﬁrm-speciﬁc rates of productivity growth. Their results suggest that private ownership leads to higher rates of productivity growth and declining costs in the long run and that these differences are not affected by the degree of market competition or regulation. Their estimates suggest that the short-run effects of changes from state to private ownership on productivity and costs are ambiguous, providing a possible explanation for some of the anomalous results in studies examining short-run effects of ownership changes. However, their point estimates indicate that the change from complete state ownership to private ownership in the long run would increase productivity growth by 1.6 to 2 percent a year and costs would decline by 1.7 to 1.9 percent. Their empirical results also suggest that a partial change from state ownership to private ownership has little effect on long-run productivity growth—the beneﬁts are based on complete privatization of the ﬁrm.10 No fewer than 16 studies examine whether state or private ownership is superior in the international telecommunications industry. These studies are described in detail in chapters 4 and 8, so we mention only two here. Ros (1999) and Wallsten (2002) study the state versus private ownership question using data from quite different eras. Ros uses International Telecommunications Union data and panel data regression methodology to examine the effects of competition and privatization on network expansion and efﬁciency in 110 countries over the period 1986–1995. He ﬁnds that countries with at least 50 percent private ownership of the main telecom ﬁrm have signiﬁcantly higher teledensity levels and growth rates. Both privatization and competition increase efﬁciency, but only privatization is positively associated with network expansion. Most of the studies employing recent ITU data arrive at similar conclusions, though many ﬁnd that competition is more important than ownership, per se, in improving telecom performance. Wallsten (2002) examines the impact of state ownership, control, and regulation on telephone penetration rates by going back in time and examining how ownership inﬂuenced the speed with which telephone service was provided to citizens of different countries during the industry’s infancy. He uses an original data set compiled from early twentieth-century sources to test the effects of government monopoly service, competition, and regulation on the development of the telecommunications industry in Europe during the early 1990s. He also examines the effect of very stringent licensing arrangements that allowed private ﬁrms to operate, but with highly insecure property rights. Controlling for income and other factors, Wallsten ﬁnds that countries with competition between telephone providers and whose governments did not threaten to expropriate ﬁrms’ assets saw higher telephone penetration and lower prices, even in rural areas. Telephone penetration was much lower in countries where service was provided by state-owned monopolies than in countries that allowed private service. However,
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 countries that licensed ﬁrms under stringent concessions saw even worse penetration rates than countries with state-owned monopolies. Commercial banking is a key industry in any economy. Banks not only are the principal providers of credit to industry in most countries (other than Britain, the United States, and a few other OECD nations), they also play an indispensable role in every nation’s payment system. La Porta, Lopez-de-Silanes, and Shleifer (2002) examine the importance and impact of state ownership in this key industry. Using data from 92 countries, they examine whether government ownership of banks impacts the level of ﬁnancial system development, rate of economic growth, and growth rate of productivity. They test whether government ownership of banks is motivated by benevolent, “development” objectives or by redistributive “political” objectives. They ﬁnd that government ownership is extensive, especially in the poorest countries. They also ﬁnd that these holdings retard ﬁnancial-system development and restrict economic growth rates, mostly owing to the impact of state ownership—and the monopoly power frequently attendant thereto—on productivity. Higher government ownership in 1970 is associated with signiﬁcantly slower subsequent ﬁnancial development and lower growth in per capita income and productivity. This evidence supports the political view of state ownership of banks. Finally, as noted at the start of this section, a number of early state versus private ownership studies examined the U.S. electric utility industry, with mixed results. Kwoka (2002) revisits this industry using much more recent data. He compares the performance of 147 investor-owned electric utilities (IOUs) with that of 396 utilities owned by municipalities operating in the United States in 1989, and he attempts to determine if there are systematic differences in efﬁciency between these two groups. He ﬁnds that public and privately owned utilities are largely specialized in different activities, with IOUs dominating electricity generation— where they have cost advantages related to economies of scale—but municipally owned utilities are more competitive in electricity distribution. He concludes that any advantages of state ownership are size-dependent and disappear entirely for the largest publicly owned companies. Summary of Empirical Evidence on State Versus Private Ownership Given the large number of empirical studies produced during the last 15 years, has empirical research generated a conclusive answer regarding the relative efﬁciency of state versus private ownership? Fairly clearly, it has, and the answer is that private ownership must be considered superior to state ownership in all but the most narrowly deﬁned ﬁelds or under very special circumstances. The only major recent studies surveyed here that do not unequivocally support private over state ownership are Kole and Mulherin (1997) and Kwoka (2002), and their results do not favor state ownership but rather demonstrate only that private ownership is not always superior. The weight of evidence shows that private ownership is generally better than state ownership, but it does not necessarily follow that all state-owned enterprises
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 can or should be privatized. After all, SOEs originally became state-owned for a reason, and that reason may still be operant. We will examine the empirical evidence on whether privatization “works” to improve ﬁrm performance in chapters 4 and 5. In the remainder of this chapter, however, we ﬁrst ask whether there are effective policy alternatives to privatization and then conclude by examining the ﬁscal and macroeconomic impact of the privatization programs that have been launched to date.
 
 Are There Effective Policy Alternatives to Privatization? As discussed earlier, some argue that competition and deregulation are more important than privatization or governance changes in improving performance of ﬁrms [Yarrow (1986), Kay and Thompson (1986), Bishop and Kay (1989), Vickers and Yarrow (1991) and Allen and Gale (1999)]. Others maintain that privatization is necessary for signiﬁcant performance improvements [Vining and Boardman (1992), Boycko, Shleifer, and Vishny (1994, 1996a, 1996b), Nellis (1994), Brada (1996), Shleifer (1998), and Shirley and Walsh (2000)]. A sizable body of empirical research has recently examined this question, and the key studies we will examine are detailed in tables 2.3, 2.4, and 2.5. The “Ownership Versus Competition” Debate: Theory and Evidence Many studies examine whether competition or ownership is more important in explaining actual ﬁrm performance—or they examine the corollary question of whether changes in ownership or environment (competition) have greater impact on changes in corporate performance. These studies are summarized in table 2.3. In one of the ﬁrst such studies, Pinto, Belka, and Krajewski (1993) evaluate the way in which the Polish state sector responded in the three years following Poland’s “Big Bang” reforms of January 1990. These reforms deregulated prices, introduced foreign competition to many industries, and signaled that tight monetary and ﬁscal policies would be pursued. However, the Polish government did not immediately launch a large-scale privatization program. These authors document signiﬁcant performance improvements on the part of most manufacturing ﬁrms, and they conclude that these improvements were due to the imposition of hard budget constraints reinforced by tighter bank lending behavior, consistency in the government’s “no bailout signal,” import competition, and reputational concerns by SOE managers. During the early transition period, no major Polish SOEs were privatized, and there was no certainty that any would be privatized soon, so the improvements documented cannot be ascribed to an “anticipation effect” by managers preparing for private ownership. Although Nickell (1996) does not examine the ownership versus competition question directly, he does present one of the ﬁrst and best studies showing that competition is indeed an important inﬂuence on ﬁrm behavior. Using an unbalanced panel of data for 147 British manufacturing ﬁrms over the period 1972– 1986, he examines empirically whether competition—as measured by number of
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 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Pinto, Belka, and Krajewski (1993)
 
 Test whether privatization is required to improve performance of SOEs by examining how Polish state sector responded in the three years following the “Big Bang” reforms of January 1990. These liberalized prices, tightened ﬁscal and monetary policy and introduced competition—but did not include privatization. Using an unbalanced panel of data for 147 U.K. manufacturing ﬁrms over the period 1972–1986, examines empirically whether competition—as measured by number of industry competitors—does promote efﬁciency as predicted by theory. Also employs a much larger, but less informative, data set of 670 companies to verify key results. Using a panel data set of 272 Chinese SOEs with data from 1980 to 1989, examines the effectiveness of China’s incremental reform process. This process emphasized giving SOE managers greater operating discretion and additional incentives, but did not involve (or anticipate) privatization. Performs an econometric analysis of the effects of telecommunications reforms in developing countries. Using a panel data set of 30 African and Latin American countries from 1984 to 1997, explores the effects of privatization, competition, and regulation on telecommunications performance.
 
 Document signiﬁcant performance improvement due to macroeconomic stabilization package, even without privatization. Improvements mostly due to imposition of hard budget constraints, tight bank lending policies, and enhanced credibility about government’s “no bailout” pledge. Competition improves performance without ownership changes.
 
 Nickell (1996)
 
 Li (1997)
 
 Wallsten (2001)
 
 Documents that competition, measured either by increased number of competitors or lower level of rents, is associated with higher rates of total factor productivity growth. Also ﬁnd that market power, as captured by market share, generates reduced levels of productivity. Competition improves performance (doesn’t examine ownership’s effect). Finds marked improvements in the marginal productivity of input factors and total factor productivity. Also ﬁnds that over 87% of TFP growth was attributable to improved incentives, intensiﬁed product market competition, and improved factor allocation. Competition improves performance without ownership changes. Competition is signiﬁcantly associated with increases in per capita access and decreases in cost. Privatization alone is not helpful, unless coupled with effective, independent regulation. Increasing competition the single best reform, competition with privatization is the best combination, but privatizing a monopoly without regulatory reforms should be avoided. Performance improves most when competition and privatization are combined.
 
 Examine effects of competition, privatization, and regulation on the performance of the electricity industry using a panel data set for 51 developing countries. Econometric technique designed to disentangle separate effects of competition, regulatory change, and ownership change.
 
 Carlin, Fries, Schaffer, and Seabright (2001)
 
 Use data from a 1999 survey of 3,305 ﬁrms in 25 transition countries to examine the factors that promote restructuring by ﬁrms and enhance subsequent performance—as measured by growth in sales and in sales per employee over a 3-year period. Survey includes about 125 companies from each of the 25 countries, with larger samples from Poland and Ukraine (200⫹ ﬁrms) and Russia (500⫹ ﬁrms). Just overone-half were newly established ﬁrms, 8% were privatized to insiders, 22% privatized to outsiders, and 16% remained state owned.
 
 Angelucci, Estrin, Konings, and Zolkiewski (2001)
 
 Analyze the effect of ownership and competition on ﬁrm performance, measured by total factor productivity (TEP), in three transition economies for years 1994–1998. Use reported company accounts data for 1994 and 1998 for 17,570 Polish, and for 1997–1998 for 1,500 Bulgarian and 2,047 Romanian companies. Test whether private foreignowned ﬁrms outperformed private domestic companies, and whether these both outperform SOEs.
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 Zhang, Parker, and Kirkpatrick (2002)
 
 Find that competition has the strongest effect in promoting performance improvement. By itself, competition promotes service penetration, capacity expansion, greater labor efﬁciency, and lower prices for industrial users. Separate effects of privatization and having an independent regulator are insigniﬁcant, except that privatization seems to promote higher capacity utilization. Coexistence of these two reforms is correlated with greater electricity availabitity, more generation capacity and higher labor productivity. Basic conclusion: privatization and regulation, on their own, do not lead to obvious gains in economic performance, while promoting competition does stimulate performance improvements, irrespective of changes in ownership or regulation. Competition more important than ownership change. Find that competition has an important and nonmonotonic effect on the growth of sales and labor productivity, with performance improving more for ﬁrms facing 1–3 competitors than for monopolists (one-fourth of SOEs faced no competition for their main products in their domestic markets) or ﬁrms facing many competitors. Controlling for other factors, ﬁnd no signiﬁcant relationship between privatization and performance. Newly created ﬁrms generally outperformed all other categories. Old ﬁrms (privatized and SOEs) were much more likely to cut employment than new entrants, but some evidence that private ﬁrms (new entrants and privatized) more likely to engage in new product development. Overall, ﬁnd competition to be a more powerful inﬂuence on performance than ownership, per se. Competition more important than ownership change. Find that (1) competitive pressure (measured by market structure) is associated with higher productivity in all three countries; (2) increased import penetration is positively associated with performance in Poland, but negatively in Bulgaria and Romania; (3) competitive pressure has stronger effects in private ﬁrms and privatization is associated with higher performance in more competitive sectors; (4) privatization is associated with better ﬁrm performance and privatized ﬁrms outperform SOEs in all three countries. Overall, ﬁnd there are complementarities between competitive pressure and ownership. Performance improves most when competition and privatization are combined.
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 industry competitors—does promote efﬁciency as predicted by theory. He documents that competition, measured either by increased number of competitors or lower level of rents, is associated with higher rates of total-factor productivity growth. He also ﬁnds that market power, as captured by market share, generates reduced levels of productivity. Nickell veriﬁes these key results using a much larger, but less detailed, data set of 670 companies that lacks details about the number of competitors but does have information about each ﬁrm’s industrial market share (as proxied by two-digit Standard Industrial Classiﬁcation). Li (1997) studies the effectiveness of China’s incremental reform process using a panel data set of 272 Chinese SOEs with data from 1980 to 1989. This reform process emphasized giving SOE managers greater operating discretion and additional incentives, but did not involve (or anticipate) privatization. Li documents marked improvements in the marginal productivity of input factors and total factor productivity, and also ﬁnds that over 87 percent of total factor productivity (TFP) growth is attributable to improved incentives, intensiﬁed product market competition, and improved factor allocation. Wallsten (2001) performs an econometric analysis of the effects of telecommunications reforms in developing countries. Using a panel data set of 30 African and Latin American countries from 1984 to 1997, he explores the effects of privatization, competition, and regulation on telecommunications performance. Competition is signiﬁcantly associated with increases in per capita access and decreases in cost. He concludes that privatization alone is not helpful unless coupled with effective, independent regulation. Increasing competition is the single best reform, competition with privatization is the best overall package of reforms, but privatizing a monopoly without regulatory reforms should be avoided. Zhang, Parker, and Kirkpatrick (2002) examine the effects of competition, privatization, and regulation on the performance of the electricity industry using a panel data set for 51 developing countries. The econometric technique they employ is designed to disentangle separate effects of competition, regulatory change, and ownership change. They ﬁnd that competition has the strongest effect in promoting performance improvement. By itself, competition promotes service penetration, capacity expansion, greater labor efﬁciency, and lower prices for industrial users. The separate effects of privatization and having an independent regulator are insigniﬁcant, except that privatization seems to promote higher capacity utilization. Coexistence of these two reforms is correlated with greater electricity availability, more generation capacity, and higher labor productivity. Their basic conclusion is that privatization and regulation, on their own, do not lead to obvious gains in economic performance, whereas promoting competition does stimulate performance improvements, irrespective of changes in ownership or regulation. Carlin, Fries, Schaffer, and Seabright (2001) use data from a 1999 survey of 3,305 ﬁrms in 25 transition countries to examine the factors that promote restructuring by ﬁrms and enhance subsequent performance—as measured by growth in sales and in sales per employee over a three-year period. The survey includes about 125 companies from each of the 25 countries, with larger samples from Poland and Ukraine (200⫹ ﬁrms) and Russia (500⫹ ﬁrms). Just over one-half were newly
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 established ﬁrms, 8 percent were privatized to insiders, 22 percent were privatized to outsiders, and 16 percent remained state owned. The authors ﬁnd that competition has an important and nonmonotonic effect on the growth of sales and labor productivity, with performance improving more for ﬁrms facing one to three competitors than for monopolists (one-fourth of SOEs faced no competition for their main products in their domestic markets) or ﬁrms facing many competitors. Controlling for other factors, they ﬁnd no signiﬁcant relationship between privatization and performance. Newly created ﬁrms generally outperformed all other categories. Old ﬁrms (privatized and SOEs) were much more likely to cut employment than new entrants, but there is some evidence that private ﬁrms (new entrants and privatized) are more likely to engage in new product development. Overall, these authors ﬁnd competition to be a more powerful inﬂuence on performance than ownership, per se. Finally, Angelucci, Estrin, Konings, and Zolkiewski (2001) analyze the effect of ownership and competition on ﬁrm performance, measured by TFP, in three transition economies for the years 1994–1998. They use reported company accounts data for 1994 and 1998 for 17,570 Polish, and for 1997–1998 for 1,500 Bulgarian and 2,047 Romanian companies to test whether private foreign-owned ﬁrms outperformed private domestic companies, and whether these both outperform SOEs. They ﬁnd that (1) competitive pressure (measured by market structure) is associated with higher productivity in all three countries; (2) increased import penetration is positively associated with performance in Poland, but negatively associated in Bulgaria and Romania; (3) competitive pressure has stronger effects in private ﬁrms and privatization is associated with higher performance in more competitive sectors; and (4) privatization is associated with better ﬁrm performance and privatized ﬁrms outperform SOEs in all three countries. Overall, the authors ﬁnd there are complementarities between competitive pressure and ownership in promoting superior ﬁrm performance. Imposition of Hard Budget Constraints and Improved Incentives for Managers Another strand of research examines whether it is, in fact, possible to impose hard budgets constraints on loss-making SOEs and, if so, whether this improves corporate performance. Numerous articles examine whether soft budget constraints are a problem in transition countries. However, in this chapter we discuss only those studies that employ multinational samples and are thus most generalizable. These studies are summarized in table 2.4. A complete listing and analysis of all studies of SBCs in transition economies is presented in chapter 5. A very important study of the effects of SBCs in transition economies is Frydman, Gray, Hessel, and Rapaczynski (2000), who examine whether the imposition of hard budget constraints is alone sufﬁcient to improve corporate performance in the Czech Republic, Hungary, and Poland. They employ a sample of 216 ﬁrms, split among state-owned (31%), privatized (43%), and private (26%) ﬁrms, and ﬁnd that privatization alone adds nearly 10 percentage points to the revenue growth of a ﬁrm sold to outside owners. Most important, they ﬁnd that the threat of hard
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 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Groves, Hong, McMillan, and Naughton (1994)
 
 Using a sample of data for 769 Chinese state-owned enterprises over the years 1980–1989, examine the impact of developing a competitive managerial labor market on ﬁrm performance and management productivity.
 
 Frydman, Gray, Hessel, and Rapaczynski (2000)
 
 Examine whether the imposition of hard budget constraints is alone sufﬁcient to improve corporate performance in the Czech Republic, Hungary, and Poland. Employs a sample of 216 ﬁrms, split among state-owned (31%), privatized (43%), and private (26%) ﬁrms.
 
 Bertero and Rondi (2000)
 
 Employing a sample of 150 Italian manufacturing SOEs, with 1,278 ﬁrm-year observations, examine whether imposition of a hard budget constraint can improve SOE performance. Exploits the fact that ﬁscal environment became much tighter for Italian state enterprises during the late 1980s.
 
 Find that new positive and negative incentives were effective in promoting improved performance, and that management contracts were widely adopted as part of reform process. Poorly performing managers were more likely to be replaced, and managerial pay was linked to ﬁrm sales and proﬁts. Output per worker rose 67 percent in real terms between 1980 and 1989 for sample ﬁrms. Competition improves performance without ownership changes. Find privatization alone added nearly 10 percentage points to the revenue growth of a ﬁrm sold to outside owners. Most important, ﬁnds that the threat of hard budget constraints for poorly performing SOEs falters, since governments are unwilling to allow these ﬁrms to fail. The brunt of SOEs’ lower creditworthiness falls on state creditors. Privatization required to improve performance; threat of HBC not credible. Find that the SOE ﬁrms’ response to increased debt during the hard budget constraint period, 1988–1993, was consistent with ﬁnancial pressure, but was not during the soft budget constraint period of 1977–87. Only during the later period do ﬁrms respond to ﬁnancial pressure by increasing TFP and reducing employment. Imposition of HBC improves performance without ownership change.
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 budget constraints for poorly performing SOEs falters, since governments are unwilling to allow these ﬁrms to fail. The brunt of SOEs’ lower creditworthiness falls on state creditors. Bertero and Rondi (2000) employ a sample of 150 Italian manufacturing SOEs, with 1,278 ﬁrm-year observations, to examine whether imposition of a hard budget constraint can improve SOE performance. They exploit the fact that the ﬁscal environment became much tighter for Italian state enterprises during the late 1980s, as budget deﬁcits became larger and the public debt reached unsustainable levels. They ﬁnd that the SOE ﬁrms’ responses to increased debt during the hard budget constraint period, 1988–1993, is consistent with ﬁnancial pressure, but is not during the soft budget constraint period of 1977–1987. Only during the later period do ﬁrms respond to ﬁnancial pressure by increasing total factor productivity and reducing employment. In other words, when hard budget constraints can be credibly imposed on SOEs, they do promote greater efﬁciency even in the absence of ownership changes. Performance Contracts and Corporatization The ﬁnal reforms short of privatization that researchers have examined are corporatization and the use of performance contracts for SOE mangers. Studies examining use of management contracts and corporatization in lieu of privatization are summarized in table 2.5. Shirley and Xu (1998) use a sample of 12 management contracts extended to SOE managers in six developing countries to examine whether these contracts can yield performance improvements without privatization. The evidence suggests they cannot. Indeed, once the counterfactual is properly accounted for, contracts are negatively correlated with TFP growth. In a similar vein, but focused on a single country, Shirley and Xu (2001) use a sample with data for 769 Chinese SOEs in 21 cities during the period 1980– 1989 to examine whether use of management contracts (MCs) is associated with improved ﬁrm performance. The share of sample SOEs under management contracts increases from 8 percent in 1986 to 88 percent in 1989. They ﬁnd that MCs on average are not signiﬁcantly correlated with productivity improvements, and actually are associated with worse performance once endogeneity is accounted for. However, MCs are associated with improved performance in 38 percent of cases. With respect to improving incentives for SOE mangers, Groves, Hong, McMillan, and Naughton (1994) use a sample of data for 769 Chinese state-owned enterprises over the years 1980–1989 to examine the impact of developing a competitive managerial labor market on ﬁrm performance and management productivity. They ﬁnd that new positive and negative incentives were effective in promoting improved performance, and that management contracts were widely adopted as part of the overall reform process. Poorly performing managers were more likely to be replaced, and managerial pay was linked to ﬁrm sales and proﬁts. Finally, output per worker rises by 67 percent in real terms between 1980 and 1989 for the sample ﬁrms. Finally, Shirley (1999) uses a sample of 12 developing countries to examine what combination of SOE reforms—including corporatization, use of manage-
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 Shirley and Xu (1998)
 
 Use a sample of 12 management contracts extended to SOE managers in six developing countries to examine whether these contracts can yield performance improvements without privatization. Using a sample of 12 developing countries, examine what combination of SOE reforms—including corporatization, use of management contracts, imposition of hard budget constraints, and privatization—yield performance improvements. Using a sample with data for 769 Chinese SOEs in 21 cities during the period 1980–1989, examine whether use of management contracts (MCs) is associated with improved ﬁrm performance. The share of sample SOEs under management contracts increases from 8% in 1986 to 88% in 1989.
 
 Evidence does not indicate that performance contracts helped improve SOE performance. In fact, once the counterfactual is properly accounted for, contracts are negatively correlated with TFP growth. Management contracts do not improve performance. Find that only those countries that employ the full spectrum of reforms— including privatization—are able to signiﬁcantly improve SOE performance. Corporatization or management contracts, used alone or in combination, do not yield performance improvements. Find that MCs on average are not signiﬁcantly correlated with productivity improvements, and actually are associated with worse performance once endogeneity accounted for. However, MCs are associated with improved performance in 38% of cases. Management contracts do not (on average) improve performance.
 
 Shirley (1999)
 
 Shirly and Xu (2001)
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 ment contracts, imposition of hard budget constraints, and privatization—yields the most performance improvement for SOEs. She ﬁnds that only those countries that employ the full spectrum of reforms, including privatization, are able to signiﬁcantly improve SOE performance. Corporatization or management contracts, used alone or in combination, do not yield performance improvements. Summary: Are There Effective Policy Alternatives to Privatization? The evidence clearly suggests that injecting competition and imposing hard budget constraints on SOEs can improve the performance of state ﬁrms, even without privatization. Other reforms, however, do not seem to have a measurable impact. Can we then conclude that competition and hard budget constraints are an alternative to privatization? Almost certainly we cannot, for two reasons. First, every study that examined both competition and privatization ﬁnds either that the combination of the two policies improved performance more than either adopted in isolation or that privatization had an additional measurable effect on performance over and above that of competition alone. Regarding the imposition of hard budget constraints, Nellis (1994), Shirley and Walsh (2000), and others note that this reform is extremely difﬁcult to maintain over time without the threat of ultimate privatization. At a more basic level, the proposition that competition and hard budgets alone determine corporate performance, and that ownership is unimportant, seems almost surreal to a ﬁnancial economist in the early twenty-ﬁrst century. As summarized in Denis and McConnell (2003), one of the primary lessons of ﬁnancial research over the past quarter-century is that ownership is an extremely important inﬂuence on ﬁrm performance—and that the system of corporate governance decisively impacts how efﬁciently corporations will be run, and in whose interests. As we will see in chapters 4 and 5, the empirical research on privatization also clearly documents that changing from state to private ownership improves the economic performance of former SOEs. This discussion, however, is running far ahead of where we need to be, so we will conclude our evaluation of the reasons that governments adopt privatization programs by examining the impact these programs have had on public ﬁnances.
 
 The Fiscal and Macroeconomic Impact of Privatization Governments have two strictly ﬁscal reasons for adopting privatization programs. First, and most obviously, governments can raise a great deal of revenue by selling their stakes in public ﬁrms through either public share offerings or private asset sales. For many countries, an even more important reason to begin privatizing is to stop the outﬂow of public funds as subsidies for state enterprise losses. Figure 2.3 shows that SOE subsidies—proxied by savings minus investment—accounted for an average of approximately 2 percent of GDP for 38 developing countries during the period 1978–1983, and for roughly 1 percent of GDP during the rest of the 1980s.
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 FIGURE 2.3. The ﬁscal impact of state-owned enterprise subsidies on national income accounts. This ﬁgure describes the ﬁscal drag that subsidizing SOE operating losses has on the national income accounts of 38 developing countries over the period 1978–1991. Source: World Bank, as reported in Figure 1 of Shirley (1999).
 
 However, SOE subsidies were much more burdensome than this for many individual countries. As examples, Lo´pez-de-Silanes (1997) documents that subsidies accounted for an astonishing 12 percent of Mexico’s GDP immediately before that country launched a sweeping privatization program in 1988, and Davis, Ossowski, Richardson, and Barnett (2000) detail subsidies exceeding 3 percent of GDP for the Czech Republic, Uganda, and the Philippines. This section evaluates the ﬁscal and macroeconomic impact of privatization, and it focuses primarily on those studies that examine whether the proceeds of these programs were saved (used to reduce state borrowing) or spent on launching new programs or maintaining existing programs at unsustainable levels. The recent empirical studies examining the ﬁscal and macroeconomic impact of privatization are summarized in table 2.6. Fiscal Motivations for Privatizing State-Owned Enterprises One of the ﬁrst published studies examining the ﬁscal impact of privatization is Jeronimo, Paga´n and Soydemir (2000). They use country-level panel data on privatization receipts and budget deﬁcits for OECD countries from 1990 to 1997 to analyze whether the concern with deﬁcits in the 1990s in Spain, Portugal, Italy, and Greece is related to a shift from privatization as a tool of economic restructuring to a tool of European monetary convergence. They document a signiﬁcantly negative relationship between privatization receipts and deﬁcits in these four countries, but not for other EU members. For the southern European countries, pri-
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 Study
 
 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Using country-level panel data on privatization receipts and budget Document a signiﬁcantly negative relationship between privatization receipts and deﬁcits in these four countries, but not for other EU members. For the deﬁcits for OECD countries from 1990 to 1997, analyze whether southern European countries, privatization seemed to be motivated more as the concern with deﬁcits in the 1990s in Italy, Greece, Spain, and a means to meet the Maastricht convergence criterion than as a tool for Portugal is related to a shift from privatization as a tool of ecoeconomic restructuring. nomic restructuring to a tool of European monetary convergence. Concludes that the proceeds from the Brazilian privatization program were esMacedo (2000) Examines the ﬁscal impact of the Brazilian privatization program, sentially squandered. The revenues contributed to the softening of both the which raised over US$71 billion through the sale of 115 compaﬁscal and external constraints and contributed to delaying (but not preventnies between 1991 and 1998. Asks whether the proceeds were ing) devaluation of the real. Rather than using the proceeds to pay off debt, used responsibly: to improve ﬁscal situation of Brazilian governthe proceeds allowed the public debt to expand signiﬁcantly and the govment, to partially ﬁnance very large unfunded pension liabilities, ernment ended up with increased liabilities at the program’s end. Income to reduce net government debt or to reduce income inequality inequality increased as a result of the program, since only middle- and highwithin Brazil’s population. income citizens purchased shares of divested companies. Begin by documenting that sale proceeds were on average equal to 1.75% of Davis, Ossowski, Discuss the ﬁscal and macroeconomic implications of privatizing GDP (2% for the transition countries) for all 18 countries during the active Richardson, SOEs in developing countries, deﬁne how sales should be acprivatization period. Also demonstrate that net proceeds were on average and Barnett counted for in national income accounts, and evaluate how priless than half the value of gross sale proceeds. The econometric evidence (2000) vatization revenues were in fact used by eight transition counindicates that privatization revenues were saved rather than spent, and that tries and ten nontransition countries that launched sizable the ﬁscal situation of the case study countries improved as a result of these privatization programs between 1987 and 1998. In particular, programs. Emphasizes the need for transparency in the privatization process ask whether proceeds were “saved” (used to pay off debt or reand recommends accounting for proceeds as a ﬁnancing item in the ﬁscal duce new borrowings) or “spent” on launching new programs accounts. or maintaining existing programs at otherwise unsustainable levels. Katsoulakos and Examine the impact of privatization on public deﬁcits, public debt, Document a signiﬁcantly negative relation between privatization receipts and public debt for the OECD as a whole, but not for three most heavily inLikoyanni employment, and growth by performing an econometric analysis debted countries (Belgium, Greece, and Italy). Receipts are not signiﬁcantly (2002) using country-level data of 23 OECD countries for the period correlated with budget deﬁcits for the OECD as a whole or for the four 1990–2000. Also re-examine evidence for Spain, Portugal, Italy, southern European countries. Also ﬁnd that current privatization receipts and Greece to verify or reject evidence in Jeronimo, Paga´n, and have a signiﬁcantly negative effect on the current unemployment rate but a Soydemir (2000). positive effect on the previous period’s rate. Jeronimo, Paga´n, and Soydemir (2000)
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 vatization seemed to be motivated more as a means to meet the Maastricht convergence criterion than as a tool for economic restructuring. Katsoulakos and Likoyanni (2002) examine the impact of privatization on public deﬁcits, public debt, employment, and growth by performing an econometric analysis using country-level data for 23 OECD countries for the period 1990–2000. They also reexamine evidence for Spain, Portugal, Italy, and Greece to verify or reject evidence in Jeronimo, Paga´n, and Soydemir (2000). They document a signiﬁcantly negative relation between privatization receipts and public debt for the OECD as a whole, but not for the three most heavily indebted countries (Belgium, Greece, and Italy). Receipts are not signiﬁcantly correlated with budget deﬁcits for the OECD as a whole or for the four southern European countries. They also ﬁnd that current privatization receipts have a signiﬁcantly negative relationship with the current unemployment rate but a positive association with the previous period’s rate. Are Privatization Proceeds Saved or Spent? In what has become by far the most inﬂuential empirical study of the ﬁscal and macroeconomic impact of privatization, Davis, Ossowski, Richardson, and Barnett (2000) examine the implications of privatizing SOEs in developing countries. They also deﬁne how privatization sales should be accounted for in national income accounts, and evaluate how privatization revenues were in fact used by eight transition countries and ten nontransition countries that launched sizable privatization programs between 1987 and 1998. In particular, the authors ask whether proceeds were “saved” (used to pay off debt or reduce new borrowings) or “spent” on launching new programs or maintaining existing programs at otherwise unsustainable levels. They begin by documenting that sale proceeds were on average equal to 1.75 percent of GDP (2 percent for the transition countries) for all 18 countries during the active privatization period. They also demonstrate that net proceeds were on average less than half the value of gross sale proceeds. These key results are detailed in table 2.7. The econometric evidence indicates that privatization revenues were saved rather than spent, and that the ﬁscal situation of the case study countries improved as a result of these programs. Davis, Ossowski, Richardson, and Barnett conclude by emphasizing the need for transparency in the privatization process and recommend accounting for proceeds as a ﬁnancing item in the ﬁscal accounts, rather than as general revenue. On the other hand, Macedo (2000) clearly shows that at least one country did not husband privatization revenues responsibly. He studies the ﬁscal impact of the Brazilian privatization program, which raised over U.S.$71 billion through the sale of 115 companies between 1991 and 1998. He speciﬁcally asks whether the proceeds were used responsibly to improve the ﬁscal situation of the Brazilian government, to partially ﬁnance very large unfunded pension liabilities, to reduce net government debt, or to reduce income inequality within Brazil’s population. Macedo concludes that the proceeds from the Brazilian privatization program were essentially squandered. The revenues contributed to the softening of both the ﬁscal and external budget constraints and contributed to delaying (but not preventing)
 
 2.7. Gross and Net Budgetary Proceeds from Privatization in Eighteen Countries, 1987–1998
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 Source: World Bank and IMF, as presented in Table 1 of Davis, Ossowski, Richardson, and Barnett (2000). World Bank Privatization database. Dates are available for 1988–1997. Executive Board documents and staff estimates. Data through latest available observation. 3 Ratio calculated for the period of active privatization for which information is available in both sets of data. Differences in coverage in the two series may account for the higher proceeds recorded in IMF data for Russia and Ukraine. 4 Average of annual ratios of privatization proceeds to GDP during the period of active privatization. For the Philippines, ratios to GNP. 5 Annual data in national currency converted to U.S. dollars using annual average exchange rates. 6 Transition case study countries are the Czech Republic, Estonia, Hungary, Kazakhstan, Mongolia, Russia, Ukraine, and Vietnam. 7 Nontransition case study countries are Argentina, Bolivia, Coˆte d’Ivore, Egypt, Mexico, Morocco, Mozambique, Peru, the Philippines, and Uganda. 1 2
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 devaluation of the real. Rather than using the proceeds to pay off debt, the proceeds allowed the public debt to expand signiﬁcantly, and the government ended up with increased liabilities at the program’s end. Income inequality increased as a result of the program, since only middle- and high-income citizens purchased shares of divested companies. Have Privatization Programs Strengthened or Weakened Governments Financially? Fairly clearly, privatization programs have, in fact, ﬁnancially strengthened most governments, notwithstanding the results for Brazil and a few other, rather profligate national governments. Governments have raised some $1.25 trillion through divestments since 1977, and the net impact of these revenues has surely been to reduce government taxes and net borrowings below what they would have been without privatization.
 
 Summary The question of whether private ownership of business enterprise is inherently superior to public ownership has enlivened political and economic debate for many centuries, and remains unresolved today. A strong theoretical case can be made for government ownership under certain conditions, especially for natural monopolies producing a vital good or service such as electricity production and distribution or water and sewerage companies. However, the weight of empirical evidence on the state versus private ownership question, which is surveyed in this chapter, now strongly supports those who believe that private ownership is inherently more efﬁcient than state ownership. This is true even for natural monopolies, and the empirical evidence now overwhelmingly indicates that private ownership is decidedly superior for companies operating in industries that are—or can be made to be—competitive. The resolution of the private versus public debate in favor of private ownership has had a powerful economic and political impact, since this has provided one key argument in the intellectual justiﬁcation for privatization programs around the world. The second major justiﬁcation for divesting state ownership in businesses is a ﬁscal one. Privatization not only eliminates a government’s obligation to subsidize loss-making state enterprises, but the sales of state-owned enterprises have raised about $1.25 trillion for governments over the past quarter-century. Most governments have used these ﬁnancial windfalls judiciously—to cut net borrowing or reduce existing debt—but there are several examples of countries that effectively squandered their privatization receipts. Finally, experience suggests that there is no realistic alternative to privatization as a means to improve the performance of SOEs. While empirical studies clearly show that introducing competition into a monopolized state-owned industrial sector increases efﬁciency, even without ownership change, those same studies usually also document that privatization has a separate positive impact on performance. Almost without exception, the empirical evidence suggests that the most value-
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 enhancing package of reforms for monopolized state-owned industries is to inject competition, install an effective (but not overbearing) regulatory regime, and sell off some or all of the state’s holding in the SOE. The evidence also suggests that the beneﬁts of reforms short of ownership change are very hard to “lock in” without the threat of ultimate privatization. Other measures designed to improve SOE performance without ownership change, such as corporatization or use of employment contracts for managers, have either been found to be ineffective or are less effective than these same reforms coupled with privatization.
 
 3
 
 How Do Countries Privatize?
 
 T
 
 his chapter assesses the practical aspects of privatizing state-owned enterprises. We have seen that, beginning in the late 1970s, increasing numbers of people around the world reached the conclusion that state ownership wasn’t working, and that private ownership was much more productive. This realization inevitably raised the difﬁcult question of how to shift a society from an economic model stressing government ownership and state direction to one based primarily on private ownership and decision making. That question remains as valid today as it ever was: Exactly how do you privatize the state-owned sectors of an economy? It is easy enough (at least in principle) to allow private ownership to emerge in new business areas. The government must simply allow new private companies to be started, forgo the temptation to overregulate or compete with these new private enterprises, and provide adequate legal protections for the entrepreneurs who start these businesses and for the investors who contribute debt and equity capital. Natural entrepreneurship will take care of the rest. Over any reasonably ﬁnite period of time, however, the bulk of economic activity in an economy will be generated by existing enterprises. Therefore, policy makers intent on shifting from state to private ownership must decide how to convert existing state-owned enterprises into privately owned companies, as well as encouraging “privatization from below” in the form of de novo new business creation. In this chapter, we take as a given that the decision has already been made to privatize state enterprises, rather than attempt to implement nonsale reforms such as management contracts or leasing state assets to private operators. In other words, policy makers have decided that only the hard stuff—full privatization—will do, and are searching for practical guidance regarding how to divest. Organizing all of the issues that policy makers must confront in the privatization process is a daunting task, which serves to emphasize how difﬁcult privatization is for policy makers to achieve in practice. The ﬁrst step is to realize that privatization is, in fact, a process and not a single act or event. Furthermore, it is a process that must be repeated for each individual state enterprise being sold. 68
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 Additionally, to be done well, privatization does not end with the sale of an SOE to private buyers, but must also be concerned with establishing legal and regulatory systems that protect the property rights of the stakeholders (including consumers) created by privatization. We thus begin by examining the key issues that governments must confront in determining which SOEs to divest, and then describe the steps involved in commercializing and preparing a state-owned enterprise for privatization. Second, we assess the strategic issues a privatizing government must address after completing the commercialization and basic pre-sale preparations of SOEs, but before actually beginning the sales process. It is during this period that a government must (1) decide whether to restructure an SOE before sale, (2) ﬁnd an acceptable and transparent method to value the company and to set an asking price, and (3) decide whether or not to regulate a newly privatized company after it is divested. Third, the government must decide whether to sell an SOE to private investors for cash or to essentially give the SOE away in a mass privatization program. Phrased this way, the choice seems far-fetched, but of course most of the countries of central and eastern Europe opted, in whole or in part, for mass privatization using vouchers during their initial transition from communism to freemarket economics during the early to mid-1990s. Finally, if a government decides to sell an SOE for cash, it must decide on the speciﬁc method of sale. This generally boils down to a choice between selling the SOE to a single corporate buyer or group of investors in a trade sale (also called an asset sale) or selling the SOE to investors in a public share offering.
 
 Commercializing and Restructuring SOEs Prior to Sale The very ﬁrst step a privatizing government must take is to decide which stateowned enterprises and sectors should be slated for privatization. Though this sounds obvious, the actual choice can be extremely difﬁcult and contentious. This is especially true if privatization is a highly controversial policy adopted by a deeply divided government—which, as Boycko, Shleifer, and Vishny (1996a) make clear, is all too often the case. A privatizing government facing sharp opposition typically feels that it must act quickly and maneuver around opposition from the party out of power, from bureaucrats within the government ministries, and from workers and managers in the state enterprises themselves. Such a government faces the real prospect of both losing power and seeing the entire privatization and economic reform process halted if a major ﬁasco results from even one botched privatization. In theory, the choice of which sectors to privatize should be straightforward. Some sectors, such as retail trade and light industry operating in (at least potentially) competitive industries, will be relatively easy to sell off, while other sectors— particularly heavy industry and infrastructure assets—will be far more difﬁcult and require much greater preparation prior to sale. Bornstein (1999) presents one of the best categorizations of how difﬁcult various industrial branches (sectors) will be to privatize, based on observable characteristics of the sector. Bornstein’s speciﬁc exemplars are the transition economies of Poland, Hungary, and the Czech Republic, but his categorization methods apply to almost any country contemplating
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 how and in what sequence to privatize state assets. The basics of his categorization procedure are reproduced here as table 3.1. The retail trade, consumer services, and housing industries will, at the start of the privatization process in most countries, operate in sectors that are already partly private, and relatively little supplemental capital investment will be required to make the state assets competitive. Therefore, SOEs in these sectors should be attractive to private buyers and thus relatively easy (and noncontroversial) to sell. The agriculture sector in transition economies will be somewhat more difﬁcult to privatize, since it will also need substantial restructuring to become economically viable. As one moves down table 3.1, the sectors become increasingly difﬁcult for a government to sell off either quickly or easily. In transition economies, the lightindustry sector at the start of a privatization process typically is fully state-owned, is badly in need of remedial capital spending, and requires substantial restructuring—and perhaps a large dose of foreign direct investment (FDI)—to become economically viable. In nontransition economies, light industry may not be in such a parlous state, but basic restructuring and supplemental investment will still be required in many cases. Heavy industry has all the investment and restructuring needs of light industry, with the added complication of being considered a “strategic” sector that might be placed off-limits to (often badly needed) foreign investment. The banking, electricity, and telecommunications sectors face all the challenges of heavy industry, with the additional massively challenging requirement of needing to design, staff, and implement a regulatory regime for the industry in question before a state enterprise can be privatized. These industries are regulated everywhere in the world, and even advanced economies struggle with adequately
 
 3.1. Sector/Branch Characteristics Affecting the Scope and Sequence of Divestiture of State Assets
 
 TABLE
 
 Characteristic
 
 Branch Retail trade Consumer services Housing Agriculture Light industry Heavy industry Banking Electricity Telecommunications
 
 Already Partly Private
 
 Small Capital Investment Required
 
 ? ? ? ?
 
 ? ? ? ?
 
 Substantial Restructuring Needed
 
 Foreign Direct Investment Crucial
 
 Possibly Deemed Strategic
 
 Special Regulatory Framework Essential
 
 ? ? ? ? ? ?
 
 ? ? ? ? ?
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 Source: Table 1 in Bornstein (1999). Note: A “?” in a cell denotes that the characteristic signiﬁcantly inﬂuences the divestiture of state enterprises in the branch.
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 balancing the need to protect consumers from monopoly pricing of vital services, while also protecting the property rights of investors and giving the companies incentives to invest in improving service levels. In transition and developing countries, implementing effective and fair regulation—from scratch—is often a nearly insurmountable challenge. Not only do these countries typically suffer from poorly functioning legal systems, but they also face an extremely high opportunity cost of employing scarce, highly trained professionals in regulatory bodies rather than directly in productive enterprises. All in all, the need to regulate privatized infrastructure industries is the single greatest challenge facing every privatizing government, though this is especially burdensome for transition and developing countries. Basic Legal Issues to Address at the Start of the Privatization Process It is axiomatic that a government intent on launching a signiﬁcant privatization program must take several important, and often extremely difﬁcult, steps at the very start of the process. Furthermore, the government must satisfactorily complete all these prerequisites before any sales revenue can be received from private investors. Immediately after deciding which assets or sectors to sell, a divesting government must pass the basic enabling legislation for privatizations. It may be possible to do this simply by passing one or more national laws, though frequently, reforming governments must actually change the country’s constitution to allow privatization in speciﬁc industrial sectors such as oil and gas production, surface transportation, and other types of infrastructure services that have been constitutionally reserved for state ownership. For example, the Mexican constitution has (since 1936) reserved much of the nation’s oil and gas industry exclusively for state ownership and development, and has prohibited foreign investment in directly related sectors. All governments also face the choice of whether to enact speciﬁc legislation for each privatization or to pass an overall privatization law setting up a framework that can then be employed for most or all subsequent divestitures. Perhaps surprisingly, most countries seem to begin their privatization programs with a caseby-case legislative scheme, either because they wish to “learn by doing” on early sales before enshrining a speciﬁc policy framework into law or because political opposition prevents them from enacting a more comprehensive strategy initially. As the program unfolds, most governments enact a comprehensive legal framework that can then be used on all subsequent sales without the need for speciﬁc enabling legislation. Seven (2001) presents a detailed analysis of the legal issues involved in designing western European privatization programs, while Gibbon (1997) provides one of the most helpful delineations of the decisions facing a government that wants to privatize through cash sales. Gibbon discusses the steps such a government must take in developing a divestment program. These include (1) setting up a structure for privatization, including legislation, if necessary; (2) providing adequate performance records for SOEs being sold (generating believable accounting data); (3) developing any necessary new regulatory structures; and
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 (4) determining the appropriate post-sale relationship between the ﬁrm and the government. Other authors who examine nonpricing issues relating to the actual divestment contracts involved in privatization include Baldwin and Bhattacharya (1991), Rondinelli and Iacono (1996), Schmidt (1996), Shaﬁk (1996), and Cornelli and Li (1997). Establishing a Privatization Agency and a Framework for Divestment So far, we have discussed how “the government” addresses key issues in the privatization process, without specifying how something as amorphous as a government can handle such a complex and detailed process. In fact, national governments almost always create dedicated administrative bodies to oversee various aspects of the privatization process—from initially selecting and commercializing SOEs for divestiture, through actually selling the asset to private investors, to regulating the privatized company, and ﬁnally to acting as ﬁduciary for the state’s residual ownership stakes after partial privatizations. As Bornstein (1999) notes, there is wide variation in the speciﬁcs of how governments in transition countries have organized their privatization ministries, agents, or bureaus, but all governments (including those in developed and nontransition developing countries) face the same key decisions. Will there be a single agency in charge of all aspects of the privatization process, or will multiple agencies be established to oversee different aspects? Will the privatization agency be controlled by the executive branch of government, or will it be set up as an independent administrative agency? If it is set up under the executive branch, will the agency head have ministerial rank or be a deputy minister under the Ministry of Finance or another governmental department? How will the agency be funded? Will the actions taken by the agency be subject to legislative or judicial review? Will the agency have virtual plenipotentiary powers to override the wishes of sector ministries (Finance, Telecommunications, Energy) or will the ministries retain veto powers over key decisions? Who will initiate the privatization process for a speciﬁc company: the agency or the SOE’s own managers? Who will develop the speciﬁc privatization plan for each company? Who will actually conduct the sale? Will a standing oversight committee be established, or will review be conducted on an ad hoc basis? All privatizing governments must confront these administrative and organizational issues early in the privatization process, and the optimal course of action will depend on each country’s traditions and political environment. The default choice in transition countries seems to be to establish a new Privatization Ministry with great—perhaps extraordinary—powers and with a head who has ministerial rank. This is especially true during the critical early stages of privatization in most transition economies, when the need for centralized decision making and executive power are greatest. Most developed and nontransition developing countries forgo setting up an entirely new governmental department, opting instead for establishing a fairly small privatization ofﬁce or agency, but still endowing the director with signiﬁcant authority. The head of this agency may well be given the title of Privatization Minister, but in most cases this agency is expected to have a
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 limited life span, after which the ongoing tasks of administration (acting as ﬁduciary, regulating the privatized companies, etc.) will be parceled out to standing ministries. Corporatization of State Ministries and Creation of Joint Stock Companies Though state-owned enterprises come in many different forms, there are essentially two basic organizational models. First, an SOE can simply be part of a government ministry, or even be a ministry in its own right. Second, an SOE can be organized as a joint stock company that is legally and operationally separate from government ministries, but where the government owns all the stock. This often occurs when a formerly privately owned company becomes an SOE through nationalization or through a failing-ﬁrm rescue. Obviously, the challenges facing a privatizing government will be much different depending upon whether a speciﬁc SOE is already a joint stock company or is instead an arm of a government ministry. The ministry form of SOE is how the telecommunications monopoly is organized in many countries, usually as part of the Ministry of Posts, Telegraphs, and Telephones (PTT). As such, these enterprises are legally and operationally indistinct from divisions of the Finance Ministry or the armed forces. They are not organized as commercial enterprises, they do not have separate ﬁnancial statements from those of the parent ministry, and they have no means of raising external ﬁnance. In many cases, SOEs that are state ministries are not even able to hold and manage their own working capital. The employees of such an enterprise are public-sector workers, with government ranks, pay scales, and rights. Needless to say, a great deal of basic preparatory work must be done to convert these ministries into viable business concerns that can be sold to investors, beginning with legally converting these SOEs into wholly government owned joint-stock companies. This process is called corporatization, and is not required for an SOE that is already organized as a joint stock company. Setting Up Accounting, Financial, and Human Resource Systems in SOEs Slated for Sale The next step in preparing an SOE for ultimate sale is known as commercialization, which means converting the mission of the enterprise from maximizing social welfare to maximizing economic proﬁts, as well as developing new private-sector operating procedures and policies. This is frequently a Herculean task. Business commentators often cite the importance of a ﬁrm’s “corporate culture” and bemoan the difﬁculty of changing it. This culture is acknowledged to be instrumental in determining how well private business enterprises meet their corporate objectives, and many researchers have documented how difﬁcult it has been for privately owned ﬁrms in regulated industries to make the transition to a deregulated business environment. It is even more difﬁcult for managers of ﬁrms slated for privatization to inculcate proﬁt-oriented values into a workforce of public-sector employees and to incorporate private-sector accounting, information processing,
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 supply-chain management, and human resource management policies into an SOE’s daily operating rhythms. New accounting systems pose an especially vexing challenge in all transition economies. As Bornstein (1999) notes, communist accounting systems differed in basic ways from capitalist systems, such as in recognizing the production costs of generating goods as “revenue” whether the goods were actually sold or simply transferred to inventory. Additionally, assets such as land were booked at nonscarcity prices because no markets existed to generate realistic valuations. On the other hand, ﬁxed assets were booked at near cost for many years owing to very long (and unrealistically slow) depreciation schedules. All in all, book values have yielded extremely poor estimates of the true market values of SOEs in transition economies. And, since book values have typically been much higher than market values, divesting governments intent on rapid privatization have been open to the charge of “selling off the national silver for a pittance,” even when the silver was really almost worthless. Even in nontransition economies, SOEs that were parts of state ministries invariably used government accounting standards rather than generally accepted accounting principles (GAAP) or international accounting standards. Among other critical practical and theoretical differences between public-sector and private-sector accounting standards, there is no such thing as “shareholders equity” in government accounting systems, while this is the core feature of capitalist accounting systems. Several countries—Poland and India are important examples—have attempted to commercialize state enterprises without planning to subsequently privatize the companies. These attempts have met with limited success, at best. It seems the reforms needed to achieve true commercialization are so allencompassing that the only way to force the changes through is with the imminent prospect of becoming a private company. Left with state ownership and incentives intact, “commercialized” SOEs have demonstrated a great propensity for backsliding into old ways. Sequencing and Staging of Sales Although there is ample prescriptive literature on the art of assessing which companies to privatize, and evaluating which should be divested ﬁrst, there has been relatively little formal research in this area. However, several authors have studied the closely related questions of whether to privatize rapidly or slowly, what order to follow in privatizing ﬁrms (sequencing), and whether to sell an SOE all at once or in stages. Husain and Sahay (1992), Katz and Owen (1993, 1995), Boycko, Shleifer, and Vishny (1996a), Glaeser and Scheinkman (1996), Cornelli and Li (1997), Perotti (1995), and Biais and Perotti (2002) have all theoretically modeled the question of sequencing and staging of SOE sales. Their models illustrate the importance of sequencing and staging in order for the privatizing government to build reputational capital with investors and to build domestic support for the privatization program. This also helps identify bidders who will maximize the efﬁciency of the ﬁrm. However, the complexities of these interrelationships have
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 limited the ability of empiricists to identify speciﬁc factors in sequencing and staging. Several articles that do empirically examine sequencing or staging are Perotti and Guney (1993), Dyck (1997), Dewenter and Malatesta (1997), Jones, Megginson, Nash, and Netter (1999), Gupta, Ham, and Svejnar (2001), and Megginson, Nash, Netter, and Poulsen (forthcoming). Perotti and Guney show that state holdings in ﬁrms are typically sold gradually, even when control is transferred rapidly, which they interpret as a conﬁdence-building strategy rather than being caused by limited market capacity. Dyck examines the unique privatization experience of eastern Germany, where a new agency, the Treuhand, was set up with ample funding by the German government and charged with the mission of privatizing the former East German economy as quickly and completely as possible. Unlike most governments, the Treuhand sold off East German companies subject to few political constraints—such as satisfying a desire to ensure that East Germans were able to own some of the divested assets—and instead sold companies for cash to the highest bidders, who tended to be West German businesses and investors. Finally, Gupta, Ham, and Svejnar ﬁnd strong evidence that the Czech government sold off its most proﬁtable SOEs ﬁrst, since these were the easiest to sell, which suggests that the government was intent on maximizing revenue and public goodwill rather than maximizing economic efﬁciency. They also ﬁnd that the Czech government followed a distinct pecking order in deciding which companies to privatize ﬁrst. Companies in downstream industries, ﬁrms in industries subject to greater demand uncertainty, and ﬁrms with greater industrial market shares were the ﬁrst to be divested. Before proceeding, it is worth surveying the relative order in which OECD governments privatized companies in different industries. Figure 3.1 describes the total value of privatizations of companies in ﬁnancial intermediation, telecommunications, public utilities, manufacturing, and other sectors. The pattern that emerges is broadly consistent with Bornstein’s (1999) stylized predictions, in that ﬁrms in manufacturing and “other” industries—those that are presumably relatively easy to divest—are overrepresented in the early 1990s, while the much larger and more complex privatizations of the public utilities, telecommunications, and transportation sectors are concentrated in the period after 1995. Should the SOE Be Restructured and, If So, by Whom? An extremely important and difﬁcult decision that most governments confront early in any privatization process is whether an SOE should be restructured to create a viable commercial enterprise before divestment. If a ﬁrm does need restructuring, a related question is who should execute the restructuring—the government prior to sale or the private buyer afterward. There are broadly two types of restructuring. The ﬁrst, and easiest, is ﬁnancial restructuring. This usually involves reducing an SOE’s total indebtedness, possibly by forgiving claims owed to the government itself, and/or transferring important ﬁnancial obligations such as
 
 76 The Financial Economics of Privatization USD million 45,000 40,000 35,000 30,000 25,000 20,000 15,000 10,000 5,000 0
 
 1991
 
 1992
 
 1993
 
 1994
 
 Financial intermediation Telecommunication
 
 1995
 
 1996
 
 1997
 
 Public utilities1 Transportation
 
 1998
 
 1999
 
 2000
 
 2001p
 
 Manufacturing Other
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 unfunded pension liabilities from the SOE to the government. By far the more difﬁcult process is operational restructuring, which involves selling off or closing down unproductive divisions of an SOE, reconﬁguring the company’s manufacturing process, changing suppliers and customers, and most painful of all, laying off redundant workers. Since we saw in chapter 2 that one of the distinguishing features of government ownership is massive (and deliberate) overstafﬁng of state enterprises, there is frequently a need to make signiﬁcant staff reductions in ﬁrms that are slated for privatization. But who should do the restructuring—the divesting government or the new private buyer? Early advice from the World Bank [Nellis and Kikeri (1989)] was that governments should restructure SOEs prior to divestment, since governments are better able than private owners to cushion the ﬁnancial blow to any displaced workers by using unemployment or pension payments. Government-led restructuring can thus provide a private buyer of the SOE with a relatively “clean slate.” Preparing companies for privatization was standard practice in the United Kingdom during the 1980s, in part to smooth the transition with the trade unions. However, by 1992, the same World Bank authors [Kikeri, Nellis, and Shirley (1992)] had become more nuanced in their interpretation of the optimal strategy. They said (page 54) that small and medium-sized SOEs “should be sold ‘as is’ at the best price possible, as quickly as possible.” However, they also noted that in all cases (page 60) new investments “should be left to private owners once a decision has been made to privatize the enterprise.” The empirical evidence now clearly suggests that the private buyer should be allowed to implement any restructuring necessary. Three empirical papers that examine SOE reform prior to privatization are especially persuasive. First, Lo´pezde-Silanes (1997) examines whether prior government restructuring of SOEs im-
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 proves the net price received by the Mexican government for the SOEs it sold between 1988 and 1992. He ﬁnds that restructuring does not pay off. In fact, he shows that prices received by the government would have increased by 71 cents per dollar of assets if the only restructuring step taken by the government had been to ﬁre the CEO and if the assets had been divested an average of one year earlier. He argues that other restructuring steps slow down the process and consume too many resources to be worthwhile. The 71 cents per dollar improvement would be a signiﬁcant improvement on the average 54 cents per dollar of assets actually received by the Mexican government. Second, Chong and Lopez-de-Silanes (2002) use data from a random sample of 308 trade sale and share-issue privatizations executed between 1982 and 2000 to test competing hypotheses about the wisdom of government restructuring prior to sale, and the effect of this restructuring on prices paid by buyers and the rehiring policies of new private owners. Summary statistics for their sample are reproduced as table 3.2. On average, the net privatization price—deﬁned as net price received after all costs, adjusted by the number of shares sold, then divided by the average sales over the three years prior to divestiture—is 0.587, and the median is 0.609. A sizable fraction, 43.2 percent, of the ﬁrms had net total liabilities (liabilities greater than assets) at the time of sale, and 44.9 percent of the companies experienced management changes prior to sale. An average (median) 50.9 percent (50.6 percent) of the company was sold in the ﬁrst privatization transaction, and foreign investors participated in 68.2 percent of all sales. Roughly two-thirds (65.3 percent) of the sales were executed via a public share offering exclusively, 19.8 percent were divested only through trade sale, and the remaining ﬁrms were sold in a combined trade sale/share offering. The sample companies were heavily (84.4 percent) unionized, and 47.4 percent of the ﬁrms had experienced a strike in the three years before the sale. Over three-quarters (78.2 percent) of all ﬁrms were restructured by the government in some way prior to sale by the divesting government, with the most common restructuring techniques being voluntary downsizing (32.5 percent) and age-biased downsizing (49.7 percent), which includes both voluntary and involuntary reductions. Employees were given job guarantees in 28.2 percent of the cases, whereas pay was cut by the government prior to sale in 7.5 percent of the transactions. One of the authors’ most intriguing ﬁndings was the frequency with which the new private owners rehired some of the downsized workers after privatization. This occurred in over one-third (34.7 percent) of all cases. After controlling for endogeneity, Chong and Lopez-de-Silanes (2002) ﬁnd that almost all labor retrenchment policies negatively impact the net privatization price (NPP) received, and several types of programs lead to signiﬁcant rehiring by new owners. The mean and median NPP levels for companies where restructuring was implemented prior to sale versus those that were not restructured are presented in table 3.3. The ﬁfth column of this table details mean and median differences between the “restructuring” and “no restructuring” groups, while the sixth column presents tests of the signiﬁcance of this difference. Downsizing in general reduces NPP by a highly signiﬁcant 8 percent, while voluntary downsizing reduces NPP by even more (12 percent). The voluntary downsizing result is probably due to
 
 3.2. Characteristics of the Sample Used By Chong and Lo´pez-de-Silanes (2002) in Their Restructuring and Rehiring Study
 
 TABLE
 
 Variable Firm characteristics: Net privatization prices/sales Sales Net total liabilities Preprivatization proﬁts Mining Industry Services Management change Privatization characteristics: Foreign participation Share sold Public offering Direct Sale Labor characteristics: Unions Strikes Labor policies: Downsizing Voluntary downsizing Age-biased downsizing Skill-biased downsizing Female-biased downsizing Employment guarantee Pay cut Rehiring Rehiring same Country-speciﬁc variables: English common law French commercial code German commercial code Scandinavian commercial code Socialist/communist laws Gross domestic product Inﬂation Openess Economic growth Fiscal deﬁcits ILO conventions Labor ﬁring cost
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 Mean
 
 Median
 
 St. Dev.
 
 Min
 
 Max
 
 308 308 308 308 308 308 308 308
 
 0.587 1.415 0.432 0.455 0.143 0.231 0.558 0.449
 
 0.609 0.140 0.000 0.000 0.000 0.000 1.000 0.000
 
 3.228 3.167 0.496 0.499 0.350 0.422 0.497 0.498
 
 0.000 0.001 0.000 0.000 0.000 0.000 0.000 0.000
 
 1.367 21.991 1.000 1.000 1.000 1.000 1.000 1.000
 
 308 308 308 308
 
 0.682 0.509 0.653 0.198
 
 1.000 0.506 1.000 0.000
 
 0.467 0.282 0.477 0.399
 
 0.000 0.010 0.000 0.000
 
 1.000 1.000 1.000 1.000
 
 308 308
 
 0.844 0.474
 
 1.000 0.000
 
 0.363 0.500
 
 0.000 0.000
 
 1.000 1.000
 
 308 308 308 308 308 308 308 292 292
 
 0.782 0.325 0.497 0.130 0.058 0.282 0.075 0.047 0.047
 
 1.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
 
 0.413 0.469 0.501 0.337 0.235 0.451 0.263 0.321 0.321
 
 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
 
 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
 
 308 308 308 308 308 308 308 308 308 308 221 151
 
 0.253 0.500 0.117 0.019 0.110 25.398 109.876 31.137 3.028 ⫺2.580 54.164 2.526
 
 0.000 0.436 0.5000 0.501 0.000 0.322 0.000 0.138 0.000 0.314 25.452 1.851 11.485 292.683 28.158 31.953 2.726 3.811 ⫺2.279 3.475 52.000 28.883 2.718 1.216
 
 0.000 0.000 0.000 0.000 0.000 19.448 0.618 0.000 ⫺11.144 ⫺14.003 1.000 0.443
 
 1.000 1.000 1.000 1.000 1.000 28.856 1667.207 314.588 21.320 13.629 123.000 4.756
 
 Source: Table 3 in Chong and Lo´pez-de-Silanes (2002).
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 adverse selection, since the best workers are the most mobile and thus the most likely to accept the downsizing offer, yet these are also the workers the SOE most needs to retain after privatization. Age-biased downsizing, female-biased (genderbased) downsizing, and extending employment guarantees also signiﬁcantly reduce NPP. Not surprisingly, the presence of net total liabilities reduces NPP by an average 31 percent, and increasing the fraction of the company being sold also signiﬁcantly reduces NPP. Evidence of strong union activism, especially strikes, also signiﬁcantly reduces NPP. On the other hand, regression results (not shown in table 3.3) document that skill-biased downsizing, implemented after objectively determining (through testing) which workers have the best skills, signiﬁcantly increases NPP—though the authors point out that this is an extremely difﬁcult policy to implement by a democratic government bent on privatization. Allowing foreign participation in the sale increases NPP by a whopping 32 percent, and public share offerings are associated with a 19 percent average increase in NPP. Any type of downsizing signiﬁcantly increases the likelihood of some post-sale rehiring of workers, and voluntary downsizing is especially likely to lead to signiﬁcant rehiring.
 
 TABLE
 
 3.3. Labor Restructuring and Privatization Prices
 
 Type of Restructuring Downsizing mean median Voluntary downsizing mean median Age-biased downsizing mean median Skill-biased downsizing mean median Female-biased downsizing mean median Employment guarantee mean median Pay cut mean median
 
 SOEs Where Measure Was Taken (a)
 
 SOEs Where Measure Was Not Taken (b)
 
 Difference (a)⫺(b)
 
 0.5532 0.5711
 
 0.7085 0.7070
 
 ⫺0.1552 ⫺0.1360
 
 3.547a 3.576a
 
 0.4818 0.4716
 
 0.6376 0.6259
 
 ⫺0.1557 ⫺0.1543
 
 4.064a 3.909a
 
 0.5265 0.5136
 
 0.6467 0.6320
 
 ⫺0.1202 ⫺0.1184
 
 3.320a 3.184a
 
 0.5616 0.6074
 
 0.5908 0.6157
 
 ⫺0.0292 ⫺0.0083
 
 0.534 0.371
 
 0.3533 0.3765
 
 0.6015 0.6150
 
 ⫺0.2482 ⫺0.2385
 
 3.213a 2.977a
 
 0.4200 0.3664
 
 0.6496 0.6508
 
 ⫺0.2296 ⫺0.2844
 
 5.853a ⫺6.936a
 
 0.6893 0.7424
 
 0.5787 0.6006
 
 0.1106 0.1417
 
 ⫺1.585c ⫺1.725c
 
 Source: Table 7 in Chong and Lo´pez-de-Silanes H (2002). a b c
 
 T-Statistic for Change in Mean
 
 Indicates signiﬁcance at 1 percent level. Indicates signiﬁcance at 5 percent level. Indicates signiﬁcance at 10 percent level.
 
 Z-Statistic for Change in Median
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 All in all, Chong and Lopez-de-Silanes offer a qualiﬁed “do not intervene” recommendation to divesting governments with respect to whether or not they should restructure SOEs prior to sale. The third study, by Chong and Galdo (2002), reaches a similar conclusion. These authors perform much the same analysis as do Chong and Lopez-de-Silanes, but instead use a sample of 84 telecommunications privatizations executed from 1984 to 2000. After controlling for endogeneity, they ﬁnd that labor force downsizing (insigniﬁcantly) reduces NPP, while voluntary downsizing, employment guarantees, the presence of net total liabilities, and evidence of strong union activity all reduce NPP by statistically and economically signiﬁcant amounts. Pay cuts and allowing foreign participation in a sale signiﬁcantly increase NPP, while using public offers as a divestment method rather than trade sales effectively doubles the net price received. Chong and Galdo offer as their best policy prescription the advice that governments should not attempt to restructure telecom companies before privatization, but instead should concentrate on transparency and cleanliness (lack of corruption) in the sales, since sales methods signiﬁcantly impact the net price received. Taken together, the three studies cited above clearly suggest that governments should concentrate on providing a social safety net for displaced workers in general rather than attempting to make investment and employment decisions in a highly charged political atmosphere. Delay also opens the door for more, and more effective, opposition from the party out of power and others opposed to the privatization and reform process.
 
 Strategic Issues in Planning for the Sale of Speciﬁc SOEs Once the basic preparatory work of selecting and then commercializing the stateowned companies slated for divestment has been completed, any government bent on launching a signiﬁcant privatization program must confront a series of strategic decisions regarding how to actually sell off these assets. The decision-making process begins with identifying the basic objectives the government wishes to accomplish. This may seem obvious, as governments clearly know they would like to (1) privatize as many companies as possible, (2) as rapidly as possible, while (3) raising as much revenue as possible, (4) without ﬁring any employees of the SOEs being divested, (5) in an open and transparent sale process free of corruption, while (6) also ensuring that ordinary citizens beneﬁt ﬁnancially from the sale process. Phrased this way, of course, the inherent contradictions in a “wish list” approach to divestment become obvious, and the need to rank-order objectives and make trade-offs becomes clear. It is often said that governments (and universities) are multi-objective organizations, but since they are able to sell speciﬁc state assets only once, they must carefully choose which economic and political objectives are most important and which can be compromised to achieve the greater goal. In the language of economics, governments must maximize a multidimensional objective function, subject to binding political and economic constraints.
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 Identifying Key Objectives and Trade-offs in the Privatization Process Essentially, the key trade-offs in designing a privatization program involve choosing between the following objectives: (1) speed of sale versus revenue maximization and transparency, (2) revenue maximization versus favoring citizens and ensuring domestic ownership, (3) promoting economic efﬁciency versus preserving SOE employment levels and maximizing political beneﬁts for the government, and (4) promoting development of the national stock market versus divesting state assets rapidly and completely. To demonstrate how these trade-offs actually play out, consider the actions that a government wishing to execute a large privatization quickly would take. In a transition economy, the government might choose to divest state assets through a mass privatization program, involving the free distribution of vouchers that can be exchanged for shares in state enterprises to all citizens. This strategy certainly would reduce state holdings quickly (and has done so in many transition countries), but of course it raises no revenue for the government and does nothing to bring new human or ﬁnancial capital into the ﬁrms being divested. In nontransition countries, selling assets quickly usually means selling large numbers of companies either through auctions or through direct negotiations with a limited number of potential buyers, rather than using share issue privatizations—which are very costly and time-consuming to engineer but which also maximize sales revenue and are the most transparent of all divestment methods. The other trade-offs are also easy to describe, if not to solve. A government wishing to maximize its sale proceeds from divestment would welcome as many potential bidders as possible and would adopt a selling strategy that maximized the competition between bidders for the state assets on offer. This immediately rules out voucher privatization, and also implies that foreign investors should be invited to participate in auctions and public share offerings, and that the SOE or its shares should be sold to the highest bidders. But this might open the way for virtually complete foreign ownership of privatized companies. Which group is more likely to be willing and able to pay top prices for assets: foreign investors and multinational corporations or domestic investors and SOE employees? The worthy goal of promoting economic efﬁciency in the privatization process also tends to clash with maximizing revenue and achieving politically important objectives, such as preserving employment in the SOEs being divested. To see this, consider the choice a government faces regarding the sale of the national telecommunications network or the electricity production and distribution grid. These industries have traditionally been structured as state-owned monopolies, but they are competitive industries in a few market economies, particularly the United States. Obviously, a government wishing to promote economic efﬁciency would either break up its monopoly prior to sale or strongly promote new competitive entry into the market after divestiture, or both. However, selling off an unbroken and unchallenged monopoly would maximize the price that private bidders are willing to pay. Breaking up a monopoly or promoting serious post-sale competition
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 would also increase the likelihood of the new private operator making large staff cuts after the sale. This knowledge increases the temptation for the government either to refrain from breaking up the monopoly—thus forfeiting efﬁciency gains for the broader economy—or to extend job guarantees to the company’s workers after the sale, thus reducing the price private investors will pay for the company. The ﬁnal choice, between selling a possibly large number of companies quickly through a trade sale versus selling fewer companies at a much slower pace through multiple share offerings, is arguably the most important for the long-term economic potential of an economy. This surprising assertion is based on two factors. First, as we will see in chapter 7, there is now convincing empirical evidence that well-functioning ﬁnancial markets are strongly correlated with faster economic growth, so governments wishing to increase their nation’s growth potential should promote ﬁnancial-sector development. And nothing helps promote a nation’s ﬁnancial markets (especially the stock market) more effectively than multiple large SIPs. However, the second counter-balancing factor is that a well-structured program of privatizing trade sales offers the unique possibility of attracting a large amount of foreign direct investment, and of plugging the nation’s most important companies into the global trading system. Valuing SOEs Prior to Sale Regardless of a government’s overall objectives for its privatization program, there is one very practical and inescapable step it must take: determining the value of the assets it plans to sell. Naturally, valuation is essential even for private (nontraded) companies in market economies—especially for taxation and inheritance purposes. Given the size and importance of many state-owned enterprises, the need to establish defensible valuation methods is even greater, yet also more difﬁcult, for several reasons. Most critically, SOEs are often in extremely bad ﬁnancial and operational shape at the time of privatization, but their prospects under private ownership may be very bright indeed. Should valuation be based on the current state of the company or on its potential? If the latter, how can the selling government commit itself to allow the new private owner to achieve the full proﬁt potential, when the state will have a natural temptation to tax or regulate away these economic gains? There are four basic methods of valuing a nontraded company for sale: (1) the earnings capitalization approach, which is also known as the P/E ratio method; (2) the discounted cash ﬂow method; (3) the market entry method (or determining the Tobin’s Q value for the company); and (4) the comparable-ﬁrm approach. The ﬁrst three of these are described in detail in Bornstein (1999), since these are the most commonly used in transition economies, while the fourth is probably the most commonly used method for valuing private company sales in market economies. The comparable ﬁrm method is also the most frequently used valuation method for privatizing trade sales and, especially, SIPs in developed and developing countries. The capitalization approach involves determining the equilibrium level of total proﬁts that a privatized company will likely generate and then applying a multiple (i.e., ten times proﬁts) to determine total ﬁrm value.
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 Naturally, price-earnings ratios are computed for all types of private companies, but this method works only for companies with positive earnings. The second method, the discounted cash ﬂow (DCF) technique, is the fundamental valuation methodology of modern ﬁnance. This involves predicting the future stream of earnings that a company will generate, and then determining the present value of each cash ﬂow by discounting it back to today using an appropriate discount rate. This rate is determined based on the industry the ﬁrm is operating in, plus perhaps an adjustment for country and political risk. The individual DCFs are then summed to determine an overall ﬁrm value. Third, the market-entry approach involves determining how much it would cost to establish a new company with a market share equal to that of the existing ﬁrm. This is quite similar to determining the replacement value, or Tobin’s Q, of a company. Finally, the comparable-ﬁrm approach involves determining the value of a publicly traded ﬁrm in the same industry as the ﬁrm being valued, and making adjustments as necessary for ﬁnancial and operating differences between the traded and the nontraded companies. In the United States and other developed economies, this is how companies wishing to go public through an initial public offering are typically valued. This technique has also been used with increasing frequency for some trade sales and most large share issue privatizations in recent years— particularly for privatizing telecoms, airlines, electric utilities, and other companies with numerous comparable ﬁrms trading in other national markets, many of which were themselves privatized earlier. It was much harder to use this technique in privatization’s early years, since almost all of the comparable ﬁrms (except American companies) were also SOEs. In theory, any one of these techniques can yield a defensible ﬁrm valuation, but in practice there are often very large differences between the values each technique generates, and the only true “market” value of a company is what an arm’s-length buyer is willing to pay. This can be very problematic for privatizing governments, since the natural tendency for commentators is to seize on the highest valuation as the “true” measure. If a government accepts the lower, realistically achievable value, it will often be criticized for selling national treasures on the cheap; if the government instead holds out for too high a price, the privatization will fail. Both outcomes happen with disturbing frequency. Perhaps the best approach for governments to take is to farm out the valuation decision to an objective and respected third party, such as an international investment bank or one of the Big Four accounting ﬁrms. When this is done, the ﬁrm selected to provide the valuation is then typically prohibited from actually conducting the sale of the company in order to minimize the appearance (or reality) of a conﬂict of interest. This could arise because a ﬁrm charged with both valuing and selling a company would have a clear incentive to set a low valuation, and then proﬁt from the subsequent auction sale at market prices. Selecting the Method of Sale As do others [see especially Bornstein (1999)], Brada (1996) presents an excellent taxonomy of privatization methods. Although the context of his paper is central
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 and eastern Europe, his classiﬁcation of four principal divestment methods is quite general. Of course, there are many variations within each of his four categories, and Brada shows that many privatizations use combinations of the different types of divestment. Brada’s ﬁrst category is privatization through restitution. This method is appropriate when land or other easily identiﬁable property that was expropriated in years past can be returned either to the original owner or to his or her heirs. This form of privatization is rarely observed outside of eastern Europe, though it has been important there. For example, Brada reports that up to 10 percent of the value of state property in the Czech Republic consisted of restitution claims. A major difﬁculty with this form of privatization is that the records needed to prove ownership are often inadequate or conﬂicting. Governments intent on restitution must decide whether to implement this by physically returning conﬁscated property or by distributing ﬁnancial claims exchangeable into shares of other state enterprises being sold. Bornstein (1999) reports that the Czech government concentrated on the actual return of conﬁscated property to the families of people who were victimized by the communist coup of 1948. Hungary, on the other hand, distributed restitution vouchers to families victimized by conﬁscations going all the way back to the dawn of the fascist era in 1939.1 The second divestment method is privatization through sale of state property, under which a government trades its ownership claim for an explicit cash payment. This category takes two important forms. The ﬁrst is a trade sale (or asset sale) of a state-owned enterprise, or some parts thereof, to an individual, an existing corporation, or a group of investors. The second form is an SIP, in which a government sells some or all of its holdings in an SOE to investors through a public share offering. These are similar to IPOs in the private sector, but where private IPOs are structured primarily to raise revenue, SIPs are structured to raise money for the divesting government and to achieve political objectives. Figure 3.2 provides a survey of the “market share” of privatizing trade sales and share offerings in OECD economies over the period 1990–2001. The total value of both types of sale increases dramatically from 1990 to 1999, before dropping off sharply in 2000 and especially 2001. However, the share of trade sales also increases fairly consistently over the same time period. In developing economies, trade sales are even more commonly used divestment techniques than in OECD countries. Brada’s (1996) third category is mass or voucher privatization, whereby eligible citizens can use vouchers that are distributed free or at nominal cost. These vouchers give holders the right to bid for stakes in SOEs or other assets being privatized. This method has been used only in the transition economies of central and eastern Europe, where it has brought about fundamental changes in the ownership of business assets in those countries, although not always changes in effective control. Voucher privatization has been the most controversial method of divesting stateowned assets. Boycko, Shleifer, and Vishny (1994) show that the decision to pursue a mass privatization program, and the speciﬁc design of the program, is largely dictated by politics. Although asset sales and SIPs account for most of the value of assets that have been moved from state to private employment during the past two decades, it is also true that a much larger number of companies have been
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 FIGURE 3.2. Privatization in OECD countries by type of sale transactions. 1 ⫽ includes management or employee buyout, asset sales and lease or management contracts; p ⫽ provisional. Source: OECD Privatisation Database info as depicted in Figure 2 of Mahboobi (2002).
 
 transferred to private ownership through mass privatization programs. It is also likely that more employees have been from ﬁrms that were transferred in mass schemes than from ﬁrms that were sold in SIPs. The ﬁnal method is privatization from below, through the startup of new private businesses in formerly socialist countries.2 Havrylyshyn and McGettigan (1999) also stress the importance of this type of economic growth in the transition economies. Privatization from below has progressed rapidly in many regions (including China, the transition economies of central and eastern Europe, Latin America, and sub-Saharan Africa). Though not the focus of this book, privatization from below is extremely important to the long-term development of all the transition economies and will be revisited often throughout this book. The most precious resource in any economy is entrepreneurship, and this is nowhere more true than in formerly communist nations. The challenge for all economies is to allow entrepreneurship to ﬂourish while still providing regulatory protection to citizens where needed.
 
 Non-Cash Methods of Privatization: Vouchers and Mass Privatization The policy makers who took power in central and eastern Europe during the era of “extraordinary politics” after the collapse of communism faced historic opportunities and challenges. For one brief—and no one knew how brief—moment, the Old Regime had been swept away and a new country with a new privatized economy was waiting to be born. Extraordinary political change, even transfor-
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 mation, seemed possible, but it was not possible to fundamentally alter economic endowments in any politically relevant time period. In all countries, the major SOEs had all labored under communism for at least four decades (seven decades in the former Soviet Union), and most were in dreadful shape. Virtually without exception, the principal state enterprises were grossly overstaffed and undercapitalized, and the economic environment to which they had long been tethered (COMECON) had collapsed. Further, every reforming government faced strong opposition from at least nominally reconstituted communist parties, of unknown strength and will, and every government felt compelled to create democracy and a market economy quickly. Yet reforming governments had to implement reforms subject to binding political and economic constraints. For all these reasons, and to one degree or another, the vast majority of the reforming governments of central and eastern Europe adopted some form of mass privatization using vouchers, after reaching the conclusion that there was no other practical way to privatize an entire economy quickly and without selling everything of value to foreigners. Although virtually all the transition economies used some form of mass privatization (MP), there was in fact immense variation in the speciﬁcs of individual national programs and in the time frame during which MP programs were employed. There were also signiﬁcant differences in how (and by whom) vouchers could be used and in the fraction of the economy that was, in fact, transferred from state to private ownership through these programs. Table 3.4 summarizes the principal and secondary divestment methods used, as well as the scale of divestment achieved, by the 26 transition countries of central and eastern Europe. This table shows that the Czech Republic, Hungary, Slovakia, and Estonia all succeeded in transferring more than 50 percent of state assets to private hands between 1990 and 1999, while an additional 13 countries privatized at least 25 percent of state assets during this time period. The Czech Republic, Russia, Kyrgyzstan, Lithuania, Georgia, Kazakhstan, Moldova, Armenia, and Bosnia used vouchers as their principal divestment technique, while Slovakia, Estonia, Slovenia, Bulgaria, Croatia, Latvia, Romania, Azerbaijan, Albania, Tajikistan, and Belarus used vouchers as their secondary privatization method. The remaining six countries—Hungary, Poland, Macedonia, Uzbekistan, Ukraine, and Turkmenistan—used MP techniques either sparingly or not at all. While much of our discussion in the following paragraphs will focus on the weaknesses and failures of voucher privatization, it bears mentioning that the six countries (particularly the last four mentioned) that did not use MP in a signiﬁcant way also privatized signiﬁcantly smaller fractions of state assets than did countries that adopted MP with greater enthusiasm. Cross-Country Design Differences in Mass Privatization Processes An observer surveying the academic literature on privatization in transition economies is immediately struck by the massive preponderance of research on the four countries of the Czech Republic, Poland, Hungary, and Russia. Given this focus, and given that these four are indeed the most politically and economically important transition economies, we will limit our discussion to these four countries.
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 TABLE
 
 Country
 
 Large Scale Score*
 
 Czech Republic Hungary Slovakia Estonia Poland Russia Kyrgyzstan Lithuania Georgia Slovenia Bulgaria Croatia Kazakhstan Latvia Macedonia Moldova Armenia Romania Uzbekistan Ukraine Azerbaijan Albania Tajikistan Turkmenistan Belarus Bosnia
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 Source: Table 2 in Nellis (2002) Note: Data for the scores and estimates of methods is from European Bank for Reconstruction and Development, Transition Report 1999, London, p. 32. *The score is the numerical ranking of the EBRD; its classiﬁcation system for assessing progress in large-scale privatization is: 1–minimal progress; 2–scheme ready for implementation; some ﬁrms divested; 3–more than 25% of assets privatized; 4–more than 50% of assets privatized, and substantial progress on corporate governance; 4⫹–more than 75% of assets in private hands; standards and performance comparable to advanced industrial countries.
 
 Furthermore, most of this narrative will be based on the reports of Bornstein (1999). Perhaps surprisingly, these countries followed signiﬁcantly different paths regarding the use of mass privatization techniques, with the Czech Republic and Russia embracing vouchers early and enthusiastically, Poland employing them much later but with some gusto, and Hungary largely shunning them—except to a very limited degree.3 Vouchers were a central part of the Czech Republic’s ﬁrst privatization program, which was initiated in 1991. Citizens were offered the chance to purchase, for a nominal fee, vouchers with investment points they could use to bid for shares in companies being privatized. The actual bidding and allocation of ownership
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 resulted from a complex, ﬁve-round auction process [see Hingorani, Lehn, and Makhija (1997) for a detailed description of the mechanics of the Czech program]. About 40 percent of the book value of property in the Czech Republic’s Large Enterprise Programme was divested, quite rapidly, in this mass privatization scheme [Bornstein (1999)]. A major surprise was that some 450 private investment funds (PIFs) arose spontaneously to collect investment points, with an avowed goal of exercising corporate oversight of the newly privatized companies. Initially, the Czech program was hailed as a major success. By 1996, there were 1,588 companies listed on the Prague Stock Exchange, and by 1997, some 75 percent of the economy was in private hands. As early as mid-decade, however, it was clear that the Czech MP program was not yielding the hoped-for results, and that insiders had seized ﬁrm control of the most valuable privatized enterprises. There was very little trading in the shares of most companies, and the number of publicly traded ﬁrms fell to 276 in 1997 and to a mere 154 by March 2000. There were far too many investment funds to be effective, and a disturbing number of the funds turned out to be mere shells that company insiders used to loot their ﬁrms. Most critically, the Czech government had never really privatized the largest state-owned banks, which therefore continued a dismal pattern of lending to favored companies—followed by government rescues after these defaulted. By the time the banks were fully sold off to foreign buyers in 2001, the ﬁnancial sector was in disarray. Russia also began the 1990s by launching an ambitious voucher privatization program. All citizens were given the opportunity to purchase (for a nominal fee) vouchers with a face value of 10,000 rubles, and some 97 percent of the population purchased vouchers. However, as Frydman, Pistor, and Rapaczynski (1996), Bornstein (1994, 1999), and others make all too clear, the program was hopelessly compromised even before it had a chance to begin by the political necessity of giving enterprise managers and workers disproportionately large share allocations, as well as effective veto rights over major steps in the divestment process. Additionally, Russia was very sharply divided politically throughout the 1990s, with a rebellious and unreconstructed Communist party acting as the government’s main opposition. Furthermore, state ministries retained very strong inﬂuence, and sometimes control, over entire sectors, including the prized telecommunications and oil and gas industries. At the same time, a huge number of small, weak new commercial banks sprung up—most of which were subsequently wiped out by the government’s default on its debt in 1998. Although most countries’ actual experience with vouchers has been poor, none has been quite as dismal as Russia’s. While all of the factors described above (and more still) played a role, most observers conclude that insider control of privatized ﬁrms has been by far the most important impediment to effective reform. Initially, the Russian government had high hopes that the “voucher privatization funds” (VPFs) formed during the initial voucher distributions might be able to overcome the collective-action problem inherent in mass privatization programs. Such funds might use their concentrated ownership in privatized ﬁrms to force managers to restructure. Though most funds attempted to exercise their “voice” in corporate boardrooms, insider dominance completely blocked their ef-
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 forts. The VPFs turned instead to their “exit” option and sold shares on the secondary market. Pistor and Spicer (1996) and Bornstein (1994) also examine the early promise and subsequent failure of privatization investment funds in Russia and the Czech Republic. In both countries, citizens have become owners of the worst performing privatized assets, while the “crown jewels” have all come under insider control. In a classic understated phrase, Pistor and Spicer state that “establishing property rights is a longer and more complicated process than allocating title” (page 36). In contrast to Russia and the Czech Republic, Poland initially concentrated on commercializing its SOEs, without intending to immediately launch a largescale divestment program. Even as late as 1996, very few companies had actually been sold off and a large-scale MP program had not been implemented. Soon thereafter, a signiﬁcant voucher privatization program was implemented, and it resulted in over 50 percent of state assets being privatized. Uniquely among the four widely studied transition economies, Hungary consistently stressed trade sales (for real cash) over mass privatization programs. Though initially ridiculed as timid reformers, it is now generally accepted that Hungary’s measured pace and emphasis on asset sales, particularly the hard currency sales to Western multinationals, yielded far more impressive results than did the programs that stressed voucher privatization. Why Have Voucher Privatizations Failed? The record on mass privatization has indeed been dismal, so why exactly have vouchers largely failed? Anyone looking back today on the academic and policyoriented literature written about mass privatization programs from 1990 to about 1995 cannot help but notice how conﬁdent the vast majority of commentators were about the likelihood that these programs would succeed. Problems were expected and acknowledged when they occurred, but most observers remained optimistic regarding the basic idea that the use of vouchers would ultimately give rise to a group of real owner/investors, with the incentive to restructure and maximize the performance of privatized ﬁrms, and with the concentrated shareholdings needed to effectively monitor and discipline the ﬁrms’ managers. In point of fact, insiders gained uncontestable control of privatized companies virtually everywhere, and in the worst cases they used this power primarily for asset stripping—or tunneling, in the memorable phrasing of Johnson, La Porta, Lo´pez-de-Silanes, and Shleifer (2000). Numerous practitioners of “forensic economics” have tried to explain why voucher privatization did not work, and four reasons stand out as especially signiﬁcant. First, voucher privatizations did not yield any cash inﬂows, either to the ﬁrm or to the government, and thus there were no transfers of technology, capital, and expertise from foreign investors or multinational companies to the privatized companies. Second, voucher privatizations provided the new “owners,” who were typically just the existing managers and employees, few incentives to effectively restructure the ﬁrm’s operations or trim excess staff. Third, governments rarely surrendered full control of important privatized companies to private owners, other
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 than managers, either because the state retained signiﬁcant shareholdings in the ﬁrm or because they deemed the ﬁrm too “strategic” to be left unsupervised. The interventions that inevitably resulted were almost always politically rational but economically debilitating, since governments used their inﬂuence to ensure that privatized ﬁrms did not make serious stafﬁng cuts or implement other, initially disruptive restructuring programs. The fourth and ﬁnal reason that mass privatization programs proved ineffective was that the government retained effective control of the banking sector in many countries, even after other sectors were largely privatized. This continued politicization of the credit-extension mechanism ensured that former state ﬁrms would continue to face soft budget constraints for indeﬁnite periods. Table 3.5 vividly shows how enduring state inﬂuence in the banking sector of several transition economies has been. Even in 1999, the asset share of state-owned banks as a fraction of total banking assets was 23.2 percent in the Czech Republic, 41.9 percent in Lithuania and Russia, 50.3 percent in Romania, 50.7 percent in Slovakia, and an astounding 66 percent in Bulgaria. The state-owned bank share was below 10 percent only in Estonia, Hungary, and Latvia, and these—perhaps not coincidentally—are three of the best performing transition economies.
 
 3.5. Indicators of Development and State Ownership in the Banking Sector of 12 Transition Countries in 1999
 
 TABLE
 
 Country Czech Republic Estonia Hungary Lativia Lithuania Poland Slovenia Slovakia Bulgaria Romania Russia Ukraine
 
 Asset share of State-Owned Bad Loans– Loan-Deposit Concentrationa Number (Percentage, of Banks Banks Total Loans Rate Spreadb 1997) (1999) (Percentage, 1999) (Percentage, 1999) (1999) 74.9 84.5 67.4 53.1 69.7 42.3 71.7 84.5 86.7 85.0 53.7 64.4
 
 42 7 39 23 13 77 31 25 28c 34 2,376 161
 
 23.2 7.9 9.1 8.5d 41.9 25.0 41.7 50.7 66c 50.3 41.9d 12.5
 
 31.4 3.1 2.8 6.3d 11.9 14.5 10.2 40.0 12.9c 36.6 13.1 3.3
 
 4.2 4.5 3.4 9.2 8.2 5.8 5.1 6.7 9.6 26.0 34.3
 
 Source: Table 4 in Berglof and Bolton (2002). Note: Data is from IMF International Financial Services, IMF Staff Country report Nr.00/59, WB Database on Financial Development and Structure, EBRD Transition Report 2000. a Deﬁned as the ratio of three largest banks’ assets to total banking sector assets. b Loan rate is deﬁned as the average rate charged by commercial banks on outstanding short-term credits to enterprises and individuals, weighted by loan amounts. Weighted average of credits of all maturity is used for Czech Republic, Lithuania, and Ukraine. For Poland, only minimum-risk loans are considered. Deposit rate is deﬁned as the average rate offered by commercial banks on short-term deposits, weighted by deposit amounts. Weighted average of deposits of all maturity is used for Czech Republic, Estonia, Lithuania, and Ukraine. c Data for 1997. d Data for 1998.
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 Can Voucher Privatizations Ever Be Successful? Although the empirical record suggests that voucher privatization is rarely if ever an economically optimal policy, the fact remains that governments typically adopt mass privatization methods only when they feel there is no realistic alternative. Boycko, Shleifer, and Vishny (1994), Nellis (2001), and Bornstein (1999) all conclude that there was no real alternative to mass privatization in transition economies. Therefore, if vouchers must be used, how can mass privatizations be designed to be as successful as possible? The empirical record suggests that four steps should be taken. First, and most important, the government should completely divest its holding in state-owned banks, and then ﬁnd a way to commit itself not to intervene in credit decisions after divestment. In other words, the government must create a believable hard budget constraint for privatized companies. Second, the state should allow, even encourage, foreign investors to participate in the mass privatization programs as a way of securing badly needed FDI for the company. Third, the government must pass workable bankruptcy legislation and establish effective, independent bankruptcy courts that will protect creditors’ rights and make it harder for insiders to loot a company. Finally, the divestment program should allow only a relative handful of investment funds to emerge from the voucher sale process—but it should ensure that the funds that do emerge have the incentive and the power to discipline corporate managers and effect real change in target companies. Needless to say, there are very few countries where the state is strong enough to implement all four of these steps.
 
 Privatizing SOEs Using Trade Sales Once a government has decided to forgo a mass privatization program, and instead chooses to sell state assets for cash, it must decide on the speciﬁc divestment method to use. In effect, this means choosing between a trade sale and a share issue privatization. Generally, this decision is made separately for each individual asset sale, though some countries (i.e., Mexico) have used trade sales almost exclusively for all privatizations. In the next section, we examine empirically the factors that inﬂuence the choice between a trade sale and a share issue privatization (SIP) for a large sample of countries, but for now we will simply assert that governments tend to use trade sales for smaller and less proﬁtable state assets and enterprises, while they prefer SIPs for the larger and more proﬁtable companies. Table 3.6 presents a summary of the relative importance of trade sales versus SIPs in the privatization programs of 34 developed and nontransition developing countries over the period 1977–1999, taken from Bortolotti, Fantini, and Siniscalco (forthcoming). The ﬁnal column presents the number of SIPs as a fraction of the total number of privatization sales, thus indirectly presenting the fraction of divestitures executed by trade sale. On average, 40.0 percent of the privatizations in developed countries and 47.3 percent of those in developing countries were executed by trade sales. However, these market share measures would be much lower if expressed in terms of value rather than number, since trade sales are typically much smaller than public offerings.
 
 3.6. Measures of Privatization Activity and Method of Sales in 34 Countries, 1977–1999
 
 TABLE
 
 Country Switzerland Norway Japan Sweden Germany Finland France Canada Austria The Netherlands Belgium Australia United Kingdom Italy Singapore New Zealand Spain Developed countries avg. Israel South Korea Uruguay Mexico South Africa Chile Malaysia Turkey Colombia Thailand Zimbabwe Philippines Indonesia Nigeria Sri Lanka Pakistan India Less devel. countries avg. Test of means (t-statistic)
 
 Deals
 
 Revenues
 
 Rev/GDP
 
 Stock
 
 PO/Deals
 
 2 12 14 21 75 26 67 57 40 28 11 108 169 80 22 34 55 48.29 52 17 2 41 13 16 24 60 10 12 5 14 14 19 0 12 24 19.71 2.58**
 
 5,734.052 3,106.571 189,400.139 14,898.401 71,576.558 10,387.738 81,524.477 21,079.210 10,081.478 15,482.922 5,963.538 70,596.051 153,394.000 105,936.681 6,507.614 12,077.033 59,421.927 49,245.200 7,421.008 14,690.547 19.908 29,487.942 3,496.831 2,622.630 7,821.708 3,228.023 5,850.749 2,061.313 190.056 2,166.028 5,223.897 37.974 0 1,453.027 5,536.303 5,371.055 3.18***
 
 0.02268 0.02199 0.04437 0.06775 0.03541 0.08479 0.05952 0.03546 0.04967 0.04143 0.02499 0.18651 0.11497 0.09484 0.07887 0.23188 0.10881 0.07670 0.07712 0.03717 0.00101 0.06392 0.02746 0.03798 0.10790 0.01764 0.06799 0.01713 0.03423 0.02960 0.03815 0.00090 0.00000 0.02498 0.01240 0.03503 2.63**
 
 74.95000 56.06943 34.32778 48.01722 53.80227 22.49022 26.58321 60.13323 33.19907 36.99554 42.78714 70.79184 71.39784 33.79306 23.22259 78.10296 34.52101 47.12849 31.18976 22.43911 75.50000 56.91530 64.12599 37.18750 49.12484 65.61105 69.46000 32.20139 56.66667 38.28922 26.93213 47.83698 0 41.58111 21.92303 46.0615 0.17
 
 0.50000 0.79167 1 0.64444 0.35014 0.83333 0.84109 0.47397 0.68333 0.37500 0.08333 0.37500 0.48815 0.64462 1 0.24861 0.68773 0.58944 0.59303 0.89881 0 0.13788 0.36667 0.25000 0.43290 0.16429 0.20000 0.91667 1 0.50000 0.71429 1 . 0.33333 0.76786 0.51723 0.69
 
 Source: Bortolotti, Fantini, and Siniscalco (forthcoming). Note: Deals are the total number of privatizations. Revenues are total revenues (US$ million 1996) from total privatizations. Rev/GDP is the ratio of total revenues cumulated in the period to 1999 GDP (in US$ million 1996). Stock is the average of the positive values of the yearly weighed average of privatized stock. PO/Deals is the ratio of the number of privatizations by Public Offer to the total number of privatizations. ***, ** Denote statistical signiﬁcance at the 1 and 5 percent levels, respectively.
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 Strategic Issues in Designing and Conducting Trade Sales If a government decides that a trade sale is the optimal method of privatization, it then faces a series of strategic decisions regarding what objectives it most desires to achieve, as well as multiple practical decisions about how to proceed. We have examined many of these issues before. In particular, governments must decide whether to break up the SOE prior to sale—and sell off individual divisions and pieces of the SOE—or retain the enterprise’s current structure and sell it off as is. A government must also make choices among the conﬂicting objectives of speed of sale, revenue maximization, and transparency. But trade sales also yield different strategic options and tactical choices for the seller than do other sales methods, since trade sales offer unique opportunities to tailor the terms of a sale to achieve speciﬁc political and economic objectives. In designing a trade sale privatization program, or even in conducting a single sale, the responsible government agency faces four key decisions. First, the agency must decide whether to conduct all aspects of the sale itself, using agency staff, or to delegate some of the key tasks to third parties such as investment banks or auditing ﬁrms. Hiring objective third parties to value and conduct due diligence on the asset being offered for sale has obvious advantages. Involving reputable ﬁnancial advisers increases the credibility of the sale and helps ensure that it is perceived as being conducted honestly. Globally active banks and accounting ﬁrms can also attract international investors to a trade sale that would otherwise be of interest only to local investors, with obvious consequences for net sales proceeds. On the other hand, third-party facilitators (especially international banks and auditors) tend to be very expensive and their involvement almost inevitably will slow down the sales process. On balance, most governments use third parties only for large trade sales—which, depending upon the speciﬁc country, usually means sales worth $25–50 million or more. Second, a government must decide whether to allow foreign investors to participate in speciﬁc asset sales. Economically, this is a “no-brainer” decision, but in privatization as in many other things, politics often trumps economics. If the asset or enterprise being offered for sale is considered “strategic,” most governments will choose to restrict or prohibit foreign participation in its sale. Of course, the danger in granting this practice legitimacy is that governments will be tempted to categorize any politically sensitive privatization as strategic, and promiscuous use of this designation will not only signiﬁcantly reduce sales revenue for the government but will also prevent the enterprise being sold from receiving an infusion of foreign capital, technology, and expertise. Even more damaging is the effect this strategy will have on a country’s international image. Very few countries have been able to attract large amounts of foreign direct investment, and attracting foreign capital will be even harder if a nation is perceived as running a xenophobic privatization program. The third strategic decision a government privatizing with trade sales must face is whether (and how) to structure the selling terms in order to achieve political and economic objectives other than just maximizing sales price. For example,
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 should the government require bidders for the national telecom company to commit to making speciﬁc capital investments and meeting strict service improvement goals if they win the bidding contest? Should the government require the purchaser of the national airline to maintain stafﬁng at current levels and preserve the current route system intact? Should the government require bidders for the local cigarette and cigar monopoly to commit to purchasing only domestically produced tobacco? All of these examples are real, and the single-buyer nature of trade sales uniquely lends itself to the use of such mandates in sales contracts. Of course, these performance mandates are not cost-free, and the more onerous the mandates the lower will be the price received by the government. Additionally, certain mandates (especially those maintaining stafﬁng levels) might scare off potential bidders who might otherwise make attractive offers. The ﬁnal and most important strategic decision a divesting government must make is whether to conduct trade sales through auctions or through negotiations with selected potential buyers. This is another case where the economic answer is obvious (auctions), but governments often prefer to conduct “beauty contests” in order to select speciﬁc buyers (almost inevitably domestic companies) for highvisibility state assets. Nonetheless, recent academic research clearly shows the superiority of auctions over negotiated sales, and also provides especially clear guidance regarding how to optimally structure auctions to maximize sale proceeds. Designing Auctions to Maximize Sale Proceeds Five recent papers study the revenue impact of SOE direct-sale pricing decisions. At a theoretical level, Bulow and Klemperer (1996) ask whether it is more profitable to sell a company through an auction with no reserve price or by using an optimally structured direct negotiation with one less bidder. They show that under most conditions, a simple competitive auction with N ⫹ 1 bidders will yield more expected revenue than a seller could expect to earn by fully exploiting his or her monopoly selling position against N bidders. Lo´pez-de-Silanes’s (1997) study of Mexican privatizations empirically supports the theoretical proposition that maximizing the number of bidders in an open auction is usually the best way to maximize revenues. He ﬁnds that prices received are sensitive to the level of competition in the auction process, but that the Mexican government frequently restricted participation (particularly by foreigners) in spite of this fact. Nonetheless, the amount of revenue generated was the main criterion in selecting the winning bidder for more than 98 percent of the SOEs sold by the Mexican government. Rondinelli and Iacono (1996) examine auctions in central and eastern Europe, where thousands of small businesses have been auctioned off, as well as in Latin America and Russia, where larger SOEs have been sold. Many types of auctions have been used, including English, Dutch, ﬁrst price, second price, double, and pro-rata sales. Auctions have been used to sell both lease rights and ownership rights. In other cases, governments have sold SOEs directly to groups of private investors or ﬁrms, setting prices and terms by negotiation. These investor groups frequently consist mostly of managers and/or employees. In other cases, the government has liquidated the SOE and sold physical assets to a group of investors.
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 Hingorani, Lehn, and Makhija (1997) examine an actual voucher privatization program, the ﬁrst round of the Czech Republic’s mass privatization in 1991. Because the mechanics of how companies are divested by this government are actually more similar to an asset sale than to any other method, we discuss their work here. Hingorani, Lehn, and Makhija test whether the level of share demand, as measured by voucher redemptions by Czech citizens, effectively predicts the actual level of stock prices in the secondary market. The authors conﬁrm the predictive power of share demand, and also document that demand is positively related to the level of insider shareholdings and the extent of foreign ownership in a company being sold. They ﬁnd that share demand is positively related to the level of past proﬁtability, which itself shows that even imperfect accounting statements convey useful information. Additionally, they ﬁnd that share demand is inversely related to the ﬁrm’s market risk, which they measure as the post-offering coefﬁcient of variation of stock prices. Most recently, Klemperer (2002) asks and answers the question, “What really matters in auction design?” His succinct answer is, “discouraging collusive, entrydeterring and predatory behavior” (page 170). By way of illustration, Klemperer points to the contrasting experiences of different western European governments in auctioning off third-generation (3G) cellular phone licenses. Governments such as Britain and Germany conducted well-structured auctions with high minimumbid or reserve prices—something Klemperer strongly encourages—and received truly staggering payments of $22.5 billion and over $30 billion, respectively. In contrast, the Swiss government set an extremely low reserve price and conducted a poorly structured auction, and received per-capita offers only one-ﬁftieth as large as those received by the British and German governments. The importance of properly structuring an auction was demonstrated quite dramatically in the December 2002 auction of the Russian government’s 75 percent stake in the oil company Slavneft. As Jack (2002) reports, the Russian government appeared to turn over a new leaf by conducting an open (indeed, televised) and apparently fair auction for this company—but in fact the bidding was a sham. Although many international companies, including the partially privatized Chinese National Oil Corporation, showed interest initially, all but two bidders were discouraged from participating, and after the favored bidder won the auction, it was announced that the two “competitors” were, in fact, controlled by a single corporate parent, and the two bidders would exercise joint control and ﬁnancing of Slavneft. As this example clearly shows, it is far more important (and difﬁcult) to create real competition in auctions than it is to create the illusion of competition. Advantages and Disadvantages of Trade Sales Trade sales have been gaining “privatization market share” for much of the past 15 years, and the reasons are not hard to ﬁnd. They obviously dominate voucher privatizations in raising real cash and creating real owners, but they also offer many advantages compared to SIPs. Trade sales can be executed much more rapidly than can SIPs, and if properly designed can yield comparable sales proceeds.
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 Furthermore, trade sales can (and should) be used to attract foreign direct investment into a country or, when absolutely necessary, they can ensure that truly strategic assets remain in domestic hands. Finally, trade sales allow governments to craft sophisticated sale terms to meet political and social objectives. Though trade sales offer key advantages, they also have several disadvantages relative to SIPs. Three stand out as especially problematic. First, recent empirical research [Gupta, Schiller, Ma, and Thompson (2001); Chong and Lo´pez-deSilanes (2002); and Chong and Galdo (2002)] suggests that trade sales typically yield signiﬁcantly lower sale proceeds than do comparable share issue privatizations. Second, trade sales do nothing to promote development of the national stock market. These sales may, in fact, retard the stock market’s growth by reducing liquidity if controlling stakes in key SOEs (especially telecoms) are sold to foreigners and trading in those shares occurs mostly in foreign markets. Finally, trade sales are far less transparent than are SIPs, and the more complex and restrictive the sales process, the greater will be the opportunity for the process to become corrupt. Sometimes corruption enters a sales program inadvertently, but more often the “opportunities” are created deliberately. After all, if governments were always the benevolent, social-welfare-maximizing agents of economic theory, there would be no need for privatization in the ﬁrst place.
 
 Privatizing SOEs Using Public Share Offerings Just as it is often said that lawyers live to try major cases, investment bankers live to conduct large share issue privatizations. As we discuss in much greater detail in chapter 6, SIPs are by far the largest share offerings in history, as well as easily the most dramatic. Successful SIPs can also be heroic events for the politicians who engineer SIPs, as well as for the managers of the state enterprise being privatized, since becoming the CEO of a publicly traded company often results in a signiﬁcant raise in pay and status for the lucky manager. On the other hand, when SIPs go wrong—as more than a few have—the political and economic consequences can be dire. In other words, far more is at stake in large share issue privatizations than just (vast amounts of) money. Strategic Issues in Designing and Conducting a SIP Many issues bear on the decision to use a SIP and on how best to design the offering. These are examined in depth in chapter 6, so we will focus here only on how these strategic choices impact the overall design of SIPs. Any government that intends to privatize SOEs using public share offerings faces three sets of interrelated decisions: (1) how to transfer control, (2) how to price the offer, and (3) how to allocate shares. The control transfer decision includes whether to sell the SOE all at once or through a series of partial sales. If the government chooses the latter course, then it must determine how large a fraction of the company’s shares to issue in the initial versus subsequent offers. The government must also decide whether to insert any post-privatization restrictions on corporate control.
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 The pricing decision requires that the government determine whether the offer price should be set by a tender offer, a book-building exercise, or at a ﬁxed price. If the latter, the government must decide whether the offering price should be set immediately prior to the offer or many weeks in advance. The share allocation decision requires the government to choose whether to favor one group of potential investors over another (i.e., domestic investors, SOE employees, or both, over foreign and institutional investors). It also requires deciding whether to use the best available investment banker as lead underwriter (regardless of nationality) or to favor a national champion. Several papers empirically examine the choices governments actually make in designing SIP programs. First, Bortolotti, Fantini, and Scarpa (2000) empirically examine the choice made by 20 OECD countries regarding whether to sell shares in 233 SIPs internationally and, if so, what fraction of the total offer to sell abroad. The summary statistics from their paper are presented here as table 3.7. This table shows that some shares were sold abroad in 70.8 percent of all offers, and the international portion represented an average 38.5 percent of those share offerings. Menyah and Paudyal (1996) and Menyah, Paudyal, and Inyangete (1995) investigate the way in which the British government’s aims and objectives for privatization inﬂuence the procedures and incentives used in the sale of stateowned shares on the London Stock Exchange. Jones, Megginson, Nash, and Netter (1999), Huang and Levich (1998), and Dewenter and Malatesta (1997) all present comprehensive studies of the pricing and share and control allocation decisions made by governments disposing of SOEs through public share offerings. The results are broadly similar, so we concentrate on the paper by Jones, Megginson, Nash, and Netter (JMNN), since it has the largest sample. JMNN provide evidence of how political factors impact the offer pricing, share allocation, and other terms in SIPs. They analyze a sample of 630 SIPs from 59 countries made over the period June 1977–July 1997. One result JMNN document is the sheer size of SIP offers—the mean (median) size of initial SIPs is $555.7 million ($104.0 million) and the mean size of seasoned issues is $1.069 billion (median $311.0 million), much larger than typical stock offerings. JMNN also ﬁnd that the selling government signiﬁcantly underprices SIPs, meaning that the offering price is set below the expected post-offering market price. The mean level of underpricing for initial SIPs is 34.1 percent (median 12.4 percent). Even seasoned SIP offers are underpriced by an average of 9.4 percent (median 3.3 percent). The evidence of JMNN on the allocation of control in SIPs supports a political interpretation of the divesting government’s motives. They ﬁnd that nearly all SIPs are secondary offerings, in which only the government sells its shares and no money ﬂows to the ﬁrm itself. Since the divesting government sells an average (median) of 43.9 percent (35.0 percent) of the SOE’s capital in initial offers and 22.7 percent (18.1 percent) in seasoned issues, the offers cited in the JMNN study represent signiﬁcant reductions in direct government stock ownership. The authors ﬁnd that although governments typically surrender day-to-day operating control of the SOE to private owners in the initial SIP, they retain effective veto power
 
 98 The Financial Economics of Privatization 3.7. Descriptive Statistics for Fraction of Stock Sold Abroad by 20 Countries, 1977–1998
 
 TABLE
 
 Country
 
 SIPs
 
 ISIPs as a % of SIPs
 
 Australia Austria Belgium Canada Denmark Finland France Germany Greece Ireland Italy Japan Netherlands New Zealand Norway Portugal Spain Sweden Turkey United Kingdom TOTAL
 
 11 17 1 12 4 9 19 5 3 3 18 7 6 2 7 27 17 7 3 55 233
 
 45.45 88.23 100.00 50.00 50.50 66.67 100.00 60.00 33.33 66.67 94.44 14.29 83.33 50.00 85.71 29.63 100.00 100.00 66.67 72.73 70.81
 
 ABROAD (Means in ISIP Sample)
 
 Company Size (Means in the Domestic SIP Sample, US$ Millions)
 
 Company Size (Means in the ISIP Sample, US$ Millions)
 
 31.75 49.06 33.00 28.75 50.50 76.15 42.70 26.67 48.00 49.50 39.58 12.85 40.75 67.00 58.50 42.47 33.35 42.00 97.50 22.95 38.54
 
 1,368.34 605.60 0.00 1,082.69 637.32 1,148.06 0.00 1,968.99 179.47 389.26 297.48 159,780.94 198.39 54.89 114.97 668.42 0.00 0.00 57.43 4,074.13 15,563.89
 
 2,984.75 777.76 626.51 1,348.26 3,740.06 1,043.98 8,819.38 19,960.98 10,120.18 1,506.14 12,041.70 14,684.29 6,829.71 3,305.41 810.48 3,469.53 8,536.44 2,301.41 1,043.62 6,109.09 6,034.77
 
 Source: Table 3 in Bortolotti, Fantini, and Scarpa (2000). Note: This table reports the aggregate data for the 233 privatizations implemented in the 1977–1998Q1 period in 20 OECD countries. SIPs is the number of share issue privatizations in a given country, ISIPs is the number of share issue privatizations with shares listed on a foreign exchange and/or allocated to foreign institutional investors in a given country. ABROAD is the percentage ratio of shares sold abroad to total shares sold, and ﬁgures are means computed within the sample of international SIPs. Company size is the implied market value of the company, obtained by dividing total revenues from the SIP in U.S. dollars 1987 by the percentage of capital privatized, multiplied by 100. Means are computed in two sub-samples of domestic and international SIP.
 
 through a variety of techniques. The most common technique is government retention of a “golden share,” which gives it the power to veto certain actions, such as foreign takeovers, as we now discuss. The Controversy Surrounding Golden Shares In one sense, golden shares seem the answer to a politician’s prayer, in that they allow a government to privatize an SOE, withdraw from involvement in day-today management, yet still protect the “national interest” by preventing the privatized company to fall into the clutches of an acquirer (especially the evil foreign variety). Of course, there are no free lunches in economics, and employing a golden share involves high opportunity costs that are reﬂected in the ﬁnal sales price. These shares are, in fact, rarely worth the cost incurred. Surprisingly, though
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 golden shares have been widely adopted, they are almost never used to affect control contests [McCurry (2000)]. The European Union (EU) is also trying to block new adoptions of golden shares and roll back those already in place, charging they are designed to discourage free cross-border competition for corporate control.4 An EU court ruling in 2002 upheld the power of governments to use golden shares, but severely restricted the scope and duration of their use. Advantages and Disadvantages of Using SIPs to Privatize State Assets Not surprisingly, the advantages and disadvantages of using SIPs are the mirror images of those spelled out above for trade sales. On the plus side, SIPs can raise truly astonishing amounts of revenue. For example, the Japanese government has raised over $111 billion from six rounds of share sales of a single company, NTT, yet the government still owns 46 percent of NTT. For the very largest privatizations, there is simply no realistic alternative to a multi-tranche share offering strategy. After all, just which international company could have purchased NTT in its entirety, even if the Japanese government had wished to sell it in a trade sale? Governments have also discovered that they can design the offer terms in SIPs to achieve important political objectives, such as the aforementioned practice of deliberate underpricing combined with preferential share allocations to domestic investors. If need be, governments can use golden shares to ensure domestic ownership (or to pick the preferred international buyer), yet still have the company’s shares publicly traded and thus subject the ﬁrm’s managers to ongoing market discipline. SIPs are also, by far, the most transparent method of selling off a state enterprise. In fact, there have been very few SIPs with signiﬁcant evidence of corrupt practices, even in countries where the asset sale process is thoroughly compromised. Finally, SIPs offer governments a powerful, and truly unique, opportunity to develop their national stock markets. On the other hand, SIPs also have one crucial disadvantage relative to trade sales: they are extremely costly and time-consuming to organize, and most of these costs must be paid whether the offering proceeds or not. Given the high ﬁxed costs of arranging a SIP, this sales method is really only appropriate for very large privatizations—which, depending upon the country, usually means $50–100 million or more. For most privatizations, however, governments have a real choice between using trade sales or divesting via a SIP. We conclude this chapter by assessing the empirical evidence on the determinants of this choice. Empirical Evidence on the Choice Between Asset Sales and SIPs Harry Truman once expressed a desire to employ only one-handed economists, since as president he found their (our) habit of saying “on the other hand” so disconcerting and unhelpful. It is much the same for economic theory: since there are two sides to every issue, the only way to resolve theoretical predictions is to insult them with real data. Two recent academic papers have done this for the
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 trade sale versus SIP choice. One explicitly studies the choice between an asset sale and a share issue privatization. Using a sample of 2,477 privatizations that raised $1,189 billion in 108 countries over the period 1977–2000, Megginson, Nash, Netter, and Poulsen (forthcoming) examine why 938 ﬁrms are divested using share offerings (in public capital markets), but 1,539 companies are privatized via trade sales (in private markets). They ﬁnd robust evidence that the choice is inﬂuenced by capital market, political, and ﬁrm-speciﬁc factors. SIPs are more likely to be used when capital markets are less developed, presumably as a way to develop capital markets, and when there is less income inequality. SIPs are also more likely the larger the size of the offering and the more proﬁtable the SOE. On the other hand, governments that have a greater ability to commit to respecting property rights are more likely to privatize via asset sales. Finally, governments choose to privatize the more proﬁtable SOEs through SIPs. In the second paper, Bortolotti, Fantini, and Siniscalco (1999) estimate the determinants of the fraction of privatization revenues that come from public offerings (SIPs) for privatizations in 49 countries. They ﬁnd that the greater the selling government’s deﬁcit and the more conservative the selling government, the more likely it is that privatization will occur through public offerings. However, SIPs are less likely in French civil law countries.
 
 Summary A government that has decided to launch a privatization program is somewhat like a person who has decided to go on a diet: the decision, while difﬁcult in itself, marks only the beginning of what promises to be a long and painful process. Governments wishing to privatize one or more state enterprises must follow a fairly standardized process of ﬁrst preparing the company for sale, then deciding on the optimal method of sale and the offering price, and ﬁnally actually selling the ﬁrm to private investors. Each step in this process has its own challenges and hazards, and each step is almost always steeped in controversy. Step one of the privatization process is preparing a company for sale. If the SOE is already a joint stock company operating in a competitive industry, the preparatory phase may be both short and nearly painless. In the much more common case where the SOE is organized as an arm of a government ministry, is staffed by workers with civil service protections, is subject to ministerial working capital and investment spending restrictions, and/or keeps its books according to government accounting principles, a great deal of preparatory work will be required before the ﬁrm can be readied for sale. Corporatization, or transforming the state enterprise into a joint stock company legally and operationally separate from a state ministry, is a prerequisite for any further changes. Once the state enterprise is converted into a corporation, the other reforms can be implemented—including adoption of GAAP or international accounting standards and implementing private sector personnel policies. Whether or not a state-owned enterprise should be restructured by government prior to its sale remains a controversial issue; current thinking holds that restructuring should be left to the new private owners in most cases.
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 There are three basic methods of privatizing state enterprises. First, SOEs can be divested by distributing vouchers to a nation’s citizenry that people can then use to “bid” for the companies on offer. Vouchers have been employed in the “mass privatization” programs of the transition economies of central and eastern Europe in the early and mid-1990s. While initially popular, these programs are now generally regarded as failures, since they did not attract new capital or management to the divested ﬁrm, and experience showed that these sales did not create effective ownership structures for the newly private ﬁrms. Instead, insiders ended up controlling most of the more valuable companies and ordinary investors received claims on the weakest and least promising ﬁrms. The second and third methods of privatizing a company both involve the actual sale of the company to private investors, with cash as payment. In an asset sale (also known as a trade sale or private sale), the government will typically sell all of its holdings—or at least a controlling stake—directly to a single buyer. The buyer can be either an operating company (often a multinational company) or a group of investors. The sales are frequently conducted as auctions, and many governments choose to require buyers to meet numerous mandates after the sale, such as preserving employment at existing levels or achieving high service levels. Though popular, these mandates are costly, in that they reduce the net amount the selling government will receive for its ownership stake. Asset sales are used most frequently for selling off smaller SOEs. The largest state enterprises can be effectively sold only through a series of public offerings known as share issue privatizations, or SIPs. These are much more costly to arrange than are asset sales, and also require much more time to implement. However, SIPs also have decisive advantages. As noted, the very largest SOEs can only be sold through SIPs—frequently through a series of offerings, or tranches, spread out over several years. SIPs are also the most transparent and least corruptible method of divesting state enterprises, and there is some evidence that these raise more cash for the selling governments than do asset sales. Finally, SIPs are the single most effective tools that governments have to jump-start development of their national stock markets.
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 Empirical Evidence on Privatization’s Effectiveness in Nontransition Economies
 
 S
 
 ince privatization has been part of government policy toolkits for almost two decades now, academic researchers have had enough time to execute many empirical studies of the effect of divestment on the operating performance of former SOEs. This chapter and the next will survey the rapidly growing body of scientiﬁc evidence on privatization’s economic effectiveness, but the sheer number of well-executed studies to be examined presents us with a monumental organization challenge. These studies employ many different empirical methodologies, cover many different regions and time periods, and vary greatly with respect to the type and quality of data employed. Over 150 empirical studies performed by academic and professional researchers will be surveyed in this chapter and the next, but only about half of these have been published to date. This also complicates our task, as we must assess which of these unpublished studies are likely to pass the academic market test of peer review to ultimately be published in top academic journals. Our task, therefore, is to categorize the studies of privatization’s effectiveness in a way that allows us to assess the impact of privatization on different countries and on different economic agents. For example, it is likely that privatization has had a much different impact in transition countries than in nontransition economies and, within the much broader latter group, it is likely that the impact has been different in developed versus developing countries. Even within fairly homogeneous groupings such as developed economies, it is very likely that privatization will be viewed differently by consumers, by state-owned enterprise employees, and by the newly created class of shareholders. In other words, we must assess the distributive effect of privatization as well as the effect of privatization on ﬁrm performance. Given the vast difference between the experiences, we ﬁrst categorize papers according to whether they examine privatization in transition or nontransition economies. This dichotomization is necessary, since both direct observation and published research suggest that reforming transition economies invariably requires embracing a great many economic and political changes si102
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 multaneously, whereas privatization (and any attendant regulatory changes) is often the sole major component of reform processes in nontransition economies. This chapter thus examines nontransition countries, while chapter 5 evaluates the evidence from transition economies. This chapter begins with a description of the key objectives in our organizational strategy and a discussion of the methodological problems researchers have been forced to deal with. The second part then surveys the group of studies that gives the broadest assessment of privatization’s impact. These are studies that examine how privatization impacts the ﬁnancial and operating performance of divested ﬁrms by comparing the pre versus post-privatization values of several accounting and real output measures. Almost by deﬁnition, these studies examine only SIPs, since these are the only companies that are publicly traded and independent after privatization and thus the only ﬁrms generating ﬁnancial statements that are directly comparable to pre-privatization ﬁnancial values. Later sections survey multinational, multi-industry studies and evaluate the evidence presented in single-country or single-industry studies. This chapter’s latter sections categorize empirical tests by region and industry. The fourth section surveys the large number of studies that examine the effect of privatization on individual countries (country studies), single industries (industry studies), or even single companies (case studies) using a methodology other than simply comparing pre versus post-privatization accounting data from companies divested via public share offerings. This section ﬁrst surveys studies that examine developed nations, then performs the same task for tests involving developing countries. The ﬁfth section summarizes tests of the economic effectiveness of privatizing infrastructure companies, and emphasizes studies of privatizations of telecommunications companies, electric utilities, and water and sewerage companies. The ﬁnal section concludes the chapter and summarizes the overall evidence of privatization’s effectiveness in nontransition economies.
 
 Strategic Approach to Classifying and Assessing Tests of Privatization’s Effectiveness Besides difﬁculties in categorization, researchers must grapple with many challenging methodological problems in order to objectively analyze privatization’s economic impact.1 An important problem is that of data availability and consistency. The amount of information that must be disclosed is much less in most countries than in the United States, and these standards vary from country to country as well as over time within individual countries. Furthermore, the possibility of sample selection bias can arise from several sources, including the desire of governments to make privatization “look good” by privatizing the healthiest ﬁrms ﬁrst. Another sample selection problem is that data availability tends to be greater in the more developed countries (and perhaps for the better performing ﬁrms within countries), so developed countries (and better performing ﬁrms) are overrepresented in empirical analyses. There are also many problems in measuring performance changes that arise from using accounting or stock data. We discuss the problems with stock return
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 data in chapter 6, but the problems with accounting data are more important since many empirical studies employ primarily accounting information. These problems include determining the correct measure of operating performance, selecting an appropriate benchmark with which to compare performance, and determining the appropriate statistical tests to use. The ﬁnance literature has not reached a consensus on the ways to deal with these problems for U.S. companies, much less privatized international ﬁrms. Barber and Lyon (1997) argue that test statistics designed to determine whether there is abnormal performance using accounting data are mis-speciﬁed when the sample ﬁrms have performed unusually well or poorly. They suggest that sample ﬁrms must be matched to control ﬁrms with similar pre-event performance, which is especially difﬁcult in studies of privatized companies owing to the lack of truly comparable ﬁrms. Given these difﬁculties, the results of each of the studies we discuss must be kept in perspective. We also note that the studies of post-privatization performance rarely examine the welfare effects on consumers. Most important, few studies control for the possible use of market power by the privatized ﬁrms. That is, performance improvements could be due to greater exploitation of monopoly power— which has harmful effects on allocative efﬁciency—rather than to improved productive efﬁciency. Many of the studies on performance changes after privatization examine the effects of divestiture on groups such as workers, but few early tests examined the effect of privatization on consumers. This is a serious drawback, since one of the principal reasons for launching privatizations, particularly of monopoly utilities, is consumer dissatisfaction with the service provided by stateowned ﬁrms. Fortunately, more recent tests have explicitly measured redistributive and market power effects, though with varying degrees of success. The vast majority of the studies cited below report increases in performance associated with privatization using at least one, and usually several performance measures. This consistency is perhaps the most telling result we report; privatization appears to improve performance measured in many different ways, in many different countries. With the above caveats in mind, this chapter evaluates the results of 87 studies that employ accounting and/or real output data to examine the impact of privatization on the operating efﬁciency, ownership structure, and/or ﬁnancial performance of former SOEs in developed and developing economies. Chapter 5 performs the same task for studies of privatization in transition economies. Though all these studies are detailed in the accompanying tables, and most are discussed at least brieﬂy in the text, we also specify which studies we think are the most important—and why we think this is so. A further organizational step is to present summary information for each of the studies we examine in a series of tables. Presenting this information in tabular form saves us from having to sequentially discuss each paper’s sample construction methodology, estimation procedure, and empirical results in the section’s text. Instead, we can identify key ﬁndings that appear in many different studies, and can discuss methodological pros and cons for entire groups of studies, rather than for each paper in turn.
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 Empirical Studies Comparing Pre- Versus Post-Privatization Performance of SIPs The studies summarized in this section all examine how privatization affects ﬁrm performance by comparing pre- versus post-divestment data for companies privatized via public share offering. Since the ﬁrst study to be published using this methodology is Megginson, Nash, and van Randenborgh (1994), we will refer to this as the MNR methodology. This empirical procedure has several obvious economic and econometric drawbacks. Of these, selection bias probably causes the greatest concern, since by deﬁnition a sample of SIPs will be biased toward the very largest companies sold during any nation’s privatization program. Furthermore, since governments have a natural tendency to privatize the “easiest” ﬁrms ﬁrst, those SOEs sold via share offerings (particularly those sold early in the process) may well be among the healthiest state-owned ﬁrms.2 Another drawback of the MNR methodology is its need to examine only simple, universally available accounting variables (such as assets, sales, and net income) or physical units such as number of employees. Obviously, researchers must be careful when comparing accounting information generated at different times in many different countries. Most of the studies cited here also ignore (or, at best, imperfectly account for) changes in the macroeconomy or industry over the seven-year event window during which they compute pre- versus post-privatization performance changes. Finally, the studies cannot account for the impact on privatized ﬁrms of any regulatory or market-opening initiatives that often are launched simultaneously with or immediately after major privatization programs. In spite of these drawbacks, studies employing the MNR methodology have two key advantages. First, they are the only studies that can examine and directly compare large samples of economically signiﬁcant ﬁrms, from different industries, privatized in different countries, over different time periods. Since each ﬁrm’s performance is compared to its own results a few years earlier using simple, inﬂation-adjusted sales and income data (that produce results in simple percentages), this methodology allows one to efﬁciently aggregate multinational, multiindustry results. Second, while focusing on SIPs yields a selection bias, it also yields samples that encompass the largest and most politically inﬂuential privatizations. As discussed in chapter 3, SIPs account for more than two-thirds of the $1.25 trillion of total revenues raised by privatizing governments since 1977. With these methodological caveats in mind, we turn to a summary of the ﬁndings of studies using the MNR technique. The multinational, multi-industry studies that employ the MNR methodology are detailed in table 4.1. Multinational, Multi-Industry Studies Megginson, Nash, and van Randenborgh (1994) compare three-year average postprivatization ﬁnancial and operating performance measures with the same threeyear average pre-privatization performance measures for 61 companies from 18 countries and 32 industries that were divested during 1961–1989. Using information obtained from prospectuses, annual reports, and secondary sources, they
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 Study
 
 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Megginson, Nash, and van Randenborgh (1994)
 
 Compare 3-year average post-privatization ﬁnancial and operating performance ratios to the 3-year pre-privatization values for 61 ﬁrms from 18 countries and 32 industries during 1961–1989. Test signiﬁcance of median changes in post-versus pre-privatization period. Also employ binomial tests for percent of ﬁrms changing as predicted. Compare 3-year average post-privatization ﬁnancial and operating performance ratios to the 3-year pre-privatization values for 79 companies from 21 developing countries and 32 industries over the period 1980–1992. Tests for the signiﬁcance of median changes in ratio values in post-versus pre-privatization period. Also employ binomial tests for percentage of ﬁrms changing as predicted. Document offering terms, method of sale, and ownership structure resulting from privatization of 78 companies from 10 developing and 15 developed countries over the period 1990–1994. Then compare 3-year average post-privatization ﬁnancial and operating performance ratios to the 3-year pre-privatization values for a subsample of 26 ﬁrms with sufﬁcient data. Tests for the signiﬁcance of median changes in ratio values in post-versus pre-privatization period. Also binomial tests for percent of ﬁrms changing as predicted.
 
 Document economically and statistically signiﬁcant post-privatization increases in output (real sales), operating efﬁciency, proﬁtability, capital investment spending, and dividend payments, as well as signiﬁcant decreases in leverage. No evidence of employment declines after privatization, but signiﬁcant changes in ﬁrm directors. Privatization improves ﬁrm performance. Document economically and statistically signiﬁcant post-privatization increases in output (real sales), operating efﬁciency, proﬁtability, capital investment spending, dividend payments, and employment— as well as signiﬁcant decreases in leverage. Performance improvements are generally even larger than those documented by Megginson, Nash, and van Randenborgh. Document economically and statistically signiﬁcant post-privatization increases in output (real sales), operating efﬁciency, and proﬁtability, as well as signiﬁcant decreases in leverage. Capital investment spending increases—but insigniﬁcantly, while employment declines signiﬁcantly. More of the ﬁrms privatized in the 1990s are from telecoms and other regulated industries. Privatization improves ﬁrm performance.
 
 Boubakri and Cosset (1998)
 
 D’Souza and Megginson (1999)
 
 Compare pre- versus post-privatization performance of 63 large, highinformation companies divested during 1981–1994 over both shortterm [(⫹1 to ⫹3) vs. (⫺3 to ⫺1)] and long-term [(⫹1 to ⫹5) vs. (⫺10 to ⫺1)] horizons. Also examine long-run stock return performance of privatized ﬁrms and compare the relative performance of a large sample (1,500 ﬁrm-years) of state and privately owned ﬁrms during 1975, 1985, and 1995.
 
 Boubakri, Cosset, and Guedhami (2002)
 
 Investigate the role of ownership structure and investor protection in corporate governance using a sample of 170 ﬁrms from 26 developing countries that were privatized over 1980–1997. Speciﬁcally examine what ownership structure results from privatization, and how it evolves subsequently; how the level of ownership protection impacts post-privatization ownership structure; and how ownership structure and investor protection relate to ﬁrm performance.
 
 Boubakri and Cosset (2003)
 
 Examine pre- versus post-privatization performance of 16 African ﬁrms privatized through public share offering during the period 1989–1996. Also summarize ﬁndings of three other studies pertaining to privatization in developing countries.
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 Dewenter and Malatesta (2000)
 
 Document signiﬁcant increases in proﬁtability (using net income) and signiﬁcant decreases in leverage and labor intensity (employees ⫼ sales) over both short and long-term comparison horizons. Operating proﬁts increase prior to privatization, but not after. Document signiﬁcantly positive long-term (1–5 years) abnormal stock returns, mostly concentrated in Hungary, Poland, and the United Kingdom. Results also strongly indicate that private ﬁrms outperform stateowned ﬁrms. Document that private ownership tends to concentrate over time after divestment, and that privatization indeed results in a relinquishment of control by the privatizing government over three years after initial sale. Much of the decrease in state ownership is absorbed by foreign and local institutional investors, while the average stake held by individuals is less important. Also ﬁnd that interaction between legal protection and ownership concentration has a signiﬁcant negative effect on ﬁrm performance, suggesting that ownership concentration matters more in countries with weak legal protection. Document signiﬁcantly increased capital spending by privatized ﬁrms, but ﬁnd only insigniﬁcant changes in proﬁtability, efﬁciency, output, and leverage.
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 examine whether the performance of these companies improves after they are privatized. They document economically and statistically signiﬁcant postprivatization increases in output (real sales), operating efﬁciency, proﬁtability, capital investment spending, and dividend payments, as well as signiﬁcant decreases in leverage. They ﬁnd no evidence of employment declines after privatization, and in fact the median level of employment actually increases signiﬁcantly (at the 10 percent level). They also ﬁnd signiﬁcant changes in the number and identity of ﬁrm directors around the time of initial privatization. To more closely examine the sources of any privatization-induced performance changes, MNR also partition their full sample into ﬁve matching pairs of subsamples: (1) noncompetitive ﬁrms (regulated ﬁrms from the telecommunication and utility industries) versus ﬁrms from industries open to domestic and international competition; (2) “control privatizations,” where the government’s divestment lowers its fractional shareholding to less than 50 percent, versus “revenue privatizations,” where the government retains majority voting control; (3) ﬁrms headquartered in industrialized (OECD) countries versus those headquartered in nonindustrialized (developing) countries; (4) ﬁrms where fewer than 50 percent of the pre-privatization board of directors is replaced versus ﬁrms with at least 50 percent post-privatization board changes; and (5) ﬁrms in which a new CEO is appointed after privatization versus those in which the old CEO is retained. MNR ﬁnd their basic results are unchanged when they compare ﬁrms operating in competitive versus noncompetitive (regulated and/or protected) industries; when they examine privatizations where the government surrenders control, and contrast these with revenue privatizations where the purpose of share sales is primarily to raise cash; and when they compare industrialized (OECD) and developing country privatizations. When MNR partition their data based on the fraction of a ﬁrm’s board that is replaced, however, they document signiﬁcantly greater performance improvements for the group of ﬁrms that experience 50 percent or greater turnover than for the group of companies experiencing less dramatic change in directors after divestment. Boubakri and Cosset (BC; 1998) analyze the privatization experience of 79 companies from 21 developing countries and 32 industries divested between 1980 and 1992. They document economically and statistically signiﬁcant postprivatization increases in output (real sales), operating efﬁciency, proﬁtability, capital investment spending, and dividend payments—as well as signiﬁcant decreases in leverage. They also ﬁnd that employment typically increases, but not signiﬁcantly. The ﬁnancial and operating performance improvements they ﬁnd are generally even larger than those documented by MNR. Several years after the publication of their original study, Boubakri and Cosset (2003) analyze Africa’s privatization experience using a sample of 16 African ﬁrms divested through public share offering during the period 1989–1996. They document signiﬁcantly increased capital spending by privatized ﬁrms, but ﬁnd only insigniﬁcant changes in proﬁtability, efﬁciency, output, and leverage. D’Souza and Megginson (DM; 1999) examine the success of share issue privatization programs in developing and industrialized economies during the period 1990–1996. Their sample includes 85 companies from 28 countries (13 develop-
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 ing and 15 industrialized). They ﬁnd persuasive evidence that the mean and median levels of proﬁtability, real sales, operating efﬁciency, and payout of the fullsample ﬁrms increase signiﬁcantly, in both statistical and economic terms, after privatization. In fact, the signiﬁcance levels of the proﬁtability, output, and efﬁciency variables in DM are much greater (z values are much higher) than the previous study conducted by Megginson, Nash, and Van Randenborgh (1994), and are similar to those in Boubakri and Cosset (1998). DM also document signiﬁcantly lower leverage ratios for their ﬁrms after divestiture. In contrast to MNR, DM ﬁnd insigniﬁcant changes in employment (as do Boubakri and Cosset) and in capital spending as a fraction of sales after privatization—though the absolute level of capital spending does increase signiﬁcantly. DM’s subsample analyses also yield important results. Output, operating efﬁciency, and dividend payments increase signiﬁcantly for every subsample, while proﬁtability increases and leverage decreases signiﬁcantly in all but three cases. Employment decreases signiﬁcantly only for ﬁrms that retain their CEO and for ﬁrms headquartered in industrialized countries. While capital investment spending as a fraction of sales generally remains statistically unchanged, it decreases significantly for ﬁrms with less than 50 percent changes in the board of directors. Additionally, DM test for signiﬁcant differences between dichotomous subsample pairs using Kruskal-Wallis tests, and these reveal that performance improves signiﬁcantly more when voting control is relinquished by a divesting government and for ﬁrms in noncompetitive industries, but that employment declines signiﬁcantly more for companies headquartered in developed countries. Dewenter and Malatesta (2001) estimate the effects of government ownership and privatization using a sample of large ﬁrms from three separate time periods (1975, 1985, and 1995) that are listed as the 500 biggest companies in the world by Fortune magazine. They estimate regressions explaining proﬁtability after controlling for ﬁrm size, location, industry, and the business cycle. They ﬁnd that net income-based proﬁtability measures increase signiﬁcantly after privatization, but operating income-based measures do not. Instead, they ﬁnd that operating proﬁts increase prior to divestiture, supporting the idea that privatization can have a signiﬁcant anticipation effect. Boubakri, Cosset, and Guedhami (BCG; 2002) investigate the role of ownership structure and investor protection in corporate governance using a sample of 170 ﬁrms from 26 developing countries privatized over the years 1980–1997. After documenting that privatization yields performance improvements for this group of companies comparable to that documented in previous studies, BCG speciﬁcally examine what ownership structure results from privatization and measure how it evolves subsequently. They also study how the level of ownership protection impacts post-privatization ownership structure, and how ownership structure and investor protection relate to ﬁrm performance. BCG document that private ownership of a privatized ﬁrm’s stock tends to concentrate over time after the initial offering, and that privatization indeed results in the divesting government’s relinquishing control over the three years after initial sale. Foreign and local institutional investors absorb a large fraction of the shares divested by the state, while individual shareholdings remain relatively unimportant. BCG also ﬁnd
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 that the interaction between legal protection and ownership concentration has a signiﬁcant negative effect on ﬁrm performance, suggesting that ownership concentration matters more in countries with weak legal protection. Single-Country and Single-Industry Studies Although the multinational, multi-industry studies using the MNR methodology have proved most inﬂuential, numerous studies have also employed this methodology to examine privatization’s effectiveness in promoting performance improvements in either a single industry or a single country. Several of these studies initially employ the MNR methodology to estimate the magnitudes of privatization-related performance changes, then use more sophisticated panel data regression methods to identify the speciﬁc sources of the performance changes. These studies are summarized in table 4.2. Macquieira and Zurita (1996) examine Chile’s privatization experience using data from 22 companies divested via public share offering between 1984 and 1989. They ﬁrst test for performance changes without adjusting for overall improvements in the Chilean economy (as in MNR), then with an adjustment for changes experienced by other Chilean ﬁrms over the study period. Their unadjusted results are virtually identical to MNR, in that they document signiﬁcant increases in output, proﬁtability, employment, investment, and dividend payments. After adjusting for market movements, however, the changes in output, employment, and liquidity are no longer signiﬁcant, and they ﬁnd that average ﬁrm leverage increases signiﬁcantly. Boardman, Laurin, and Vining (2003) compare the three-year average postprivatization ﬁnancial and operating performance ratios to the ﬁve-year preprivatization values of these ratios for nine Canadian ﬁrms privatized from 1988 to 1995. They also compute the long-run (up to ﬁve years) stock returns for divested ﬁrms. They ﬁnd that proﬁtability, measured as return on sales or assets, more than doubles after privatization, while efﬁciency and sales also increase signiﬁcantly (though less dramatically). Leverage and employment decline signiﬁcantly, while capital spending increases signiﬁcantly. Privatized ﬁrms also signiﬁcantly outperform the Canadian stock market over all long-term holding periods. Omran (2001a) studies performance changes for 69 Egyptian companies privatized between 1994 and 1998. Of these, 33 were majority sales (50 percent ownership), 18 were partial sales, 12 were sold to employee shareholding associations (ESAs), and six were sold to anchor investors. Omran ﬁnds that proﬁtability, operating efﬁciency, capital spending, dividends, and liquidity increase signiﬁcantly after privatization, while leverage, employment, and ﬁnancial risk (measured as the inverse of times interest earned) decline signiﬁcantly. He documents pervasive performance improvements across subgroups, but also ﬁnds that full privatization works better than partial divestment, and that sales to ESAs work better than others. In a second study, Omran (2002) also compares the performance of privatized companies to a matched set of 54 ﬁrms that remain state owned. He ﬁnds that SOEs’ performance also improves signiﬁcantly during the postprivatization period, and that privatized ﬁrms did not perform any better than
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 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Macquieira and Zurita (1996)
 
 Verbrugge, Megginson, and Owens (1999)
 
 Compare pre- versus post-privatization performance of 22 Chilean companies privatized from 1984 to 1989. Use Megginson, Nash, and van Randenborgh (MNR) methodology to perform analysis ﬁrst without adjusting for overall market movements (as in MNR), then with an adjustment for contemporaneous changes. Study offering terms and share ownership results for 65 banks fully or partially privatized from 1981 to 1996. Then compare pre- and postprivatization performance changes for 32 banks in OECD countries and 5 in developing countries.
 
 Boardman, Laurin, and Vining (2003)
 
 Compare 3-year average post-privatization ﬁnancial and operating performance ratios to the 5-year pre-privatization values for 9 Canadian ﬁrms privatized from 1988 to 1995. Also compute long-run (up to 5 years) stock returns for divested ﬁrms.
 
 Omran (2001a)
 
 Studies performance changes for 69 Egyptian companies privatized between 1994 and 1998. Of these, 33 were majority sales (⬎50 percent ownership), 18 were partial sales, 12 were sold to employee shareholding associations (ESAs), and 6 were sold to anchor investors.
 
 Unadjusted results virtually identical to MNR: signiﬁcant increases in output, proﬁtability, employment, investment, and dividend payments. After adjusting for market movements, however, the changes in output, employment, and liquidity are no longer signiﬁcant, and leverage increases signiﬁcantly. Document moderate performance improvements in OECD countries. Ratios proxying for proﬁtability, fee income (noninterest income as fraction of total), and capital adequacy increase signiﬁcantly; leverage ratio declines signiﬁcantly. Document large, ongoing state ownership, and signiﬁcantly positive initial returns to IPO investors. Find that proﬁtability, measured as return on sales or assets, more than doubles after privatization, while efﬁciency and sales also increase signiﬁcantly (though less drastically). Leverage and employment decline signiﬁcantly, while capital spending increases signiﬁcantly. Privatized ﬁrms also signiﬁcantly outperform Canadian stock market over all long-term holding periods. Find that proﬁtability, operating efﬁciency, capital spending, dividends, and liquidity increase signiﬁcantly after privatization, while leverage, employment, and ﬁnancial risk (measured as the inverse of times interest earned) decline signiﬁcantly. Performance changes pervasive across subgroups, but some evidence that full privatization works better than partial, and that sales to ESAs work better than others. (continued )
 
 TABLE
 
 4.2. (continued )
 
 Study
 
 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Omran (2002)
 
 Perform similar study to Omran (2001a), but also compare performance of privatized companies to a matched set of 54 ﬁrms that remained state owned. Test effect of privatization on ﬁrm efﬁciency and technology choice using panel data set of 23 Turkish cement ﬁrms privatized between 1989 and 1998. Employ MNR test ﬁrst, then panel data regression to explore determinants of performance changes.
 
 Find that SOEs’ performance also improves signiﬁcantly during postprivatization period, and that privatized ﬁrms did not perform any better than SOEs. Document that productivity, capacity utilization, output, and investment signiﬁcantly increase after privatization, while employment, per unit costs, and prices decline signiﬁcantly. Capacity increases insigniﬁcantly. Panel regression shows output, labor productivity, capital, and capital-to-labor ratio increase signiﬁcantly, while employment falls. Per unit costs and prices also fall. Privatization clearly induces technology shift. Find that privatized companies increase their absolute level of proﬁts threefold, more than double real sales, and also signiﬁcantly increase dividends and reduce leverage. Results are robust across various subsamples. Stocks of privatized ﬁrms earn normal returns (insigniﬁcantly different from market index). Regression analysis shows that institutional investors and directors have positive impact on privatized ﬁrm performance, and that option schemes, rather than direct remuneration, give better incentives to managers. Find no signiﬁcant change after privatization in any variable except output (signiﬁcant increase) using MNR methods. Then use regression analysis to show that output and leverage improve but efﬁciency deteriorates after privatization. Conclude that there is little performance improvement after ownership change because Singaporean SOEs were unusually well managed before divestment.
 
 Okten and Arin (2001)
 
 Compare pre- vs. post-privatization ﬁnancial and operating performance of a sample of 24 Malaysian ﬁrms divested via public share offering by the end of 1997. Employ MNR test ﬁrst, then panel data regression to further examine sources of performance changes.
 
 Feng, Sun and Tong (2002)
 
 Test whether privatization improves ﬁnancial and operating performance of 31 Singaporean companies divested through public share offering between 1975 and 1998. Employ MNR test ﬁrst, then panel data regression to further examine sources of performance changes.
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 Sun, Jia, and Tong (2002)
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 SOEs. It is thus unclear if the performance improvement documented for privatized ﬁrms was merely a reﬂection of an overall improvement in the Egyptian economy during the study period, if the improvement in the performance of stateowned enterprises was itself due to the demonstration (and perhaps anticipation) effect provided by Egypt’s privatization program, or if both sets of ﬁrms beneﬁted from a general opening of the Egyptian economy during the 1990s. In any case, it is clear that privatization does not harm the divested ﬁrms. Okten and Arin (2001) test the effect of privatization on ﬁrm efﬁciency and technology choice using a panel data set of 23 Turkish cement ﬁrms privatized between 1989 and 1998. They examine a single industry in order to speciﬁcally measure how privatization impacts the choice of production technology. They develop a simple theoretical model endogenizing the technology choice by elected politicians running SOEs, and predict that SOEs are likely to be undercapitalized and overstaffed in a labor-abundant country (like Turkey). They then use this model to predict how switching to private ownership will impact technology choice. As predicted, they ﬁnd that privatized companies switch to more capitalintensive production processes. These new processes signiﬁcantly reduce per unit costs and prices, and substantially raise labor productivity and overall output. They also document that capacity utilization and investment increase signiﬁcantly after privatization, while employment declines signiﬁcantly and capacity increases insigniﬁcantly. In sum, privatization induces a shift toward more capital-intensive production technology by divested ﬁrms. Sun and Tong (2002) compare the pre- versus post-privatization ﬁnancial and operating performance of a sample of 24 Malaysian ﬁrms divested via public share offering by the end of 1997. As do Okten and Arin, they employ MNR tests ﬁrst, then use panel data regression to examine the sources of performance changes. Sun and Tong ﬁnd that privatized companies increase their absolute level of proﬁts threefold, more than double real sales, and also signiﬁcantly increase dividends and reduce leverage. Results are robust across various subsamples. Stocks of privatized ﬁrms earn normal returns (insigniﬁcantly different from the market index). Regression analysis shows that institutional investors have a positive impact on privatized ﬁrm performance, and that option schemes, rather than direct remuneration, give better incentives to managers. The ﬁnal country study surveyed here, by Feng, Sun, and Tong (2002), tests whether privatization improved the ﬁnancial and operating performance of 31 Singaporean companies divested through public share offering between 1975 and 1998. They ﬁnd no signiﬁcant change after privatization in any variable except output (which signiﬁcantly increases) using MNR methods. They then use regression analysis to show that output and leverage improve after privatization, but that efﬁciency deteriorates. Finally, they conclude that there is little performance improvement after ownership change because Singaporean SOEs were unusually well managed before divestment. Verbrugge, Megginson, and Owens (VMO; 1999) investigate bank privatizations that use public security offerings as the divestment mechanism. The problems inherent in a state-owned banking industry have led many countries to at least consider privatizing state-owned banks. Wherever and however banks are
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 privatized, divesting governments all face a common set of concerns and issues. These include (1) the type of privatization process to utilize; (2) whether and how to break up the government-owned banking system, which is especially difﬁcult (but necessary) in the all too common case of a monobank system; (3) transferring ownership claims to the private (domestic or foreign) sector; (4) dealing with an extremely low quality loan portfolio, much of which is in default—albeit likely to be unrecognized on a ﬁnancial reporting basis; (5) ensuring an enhanced level of managerial talent in the system; and (6) ultimately attracting outside, often foreign, capital and expertise to the banking system. VMO discuss the terms of 58 initial unseasoned and 34 seasoned offerings involving 65 banks from 12 highinformation economies and 13 emerging economies. They ﬁnd that bank IPOs tend to be very large, with a median offering size of nearly $300 million in highinformation economies and $140 million in emerging economies. They also document signiﬁcantly positive average (median) initial returns of 30.5 percent (15.9 percent) for investors, but ﬁnd that seasoned issues are not signiﬁcantly underpriced. Privatization leads to only limited improvement in bank proﬁtability, operating efﬁciency, leverage, and noninterest revenue. Substantial government ownership of banks remains even after privatization, and in only a few cases is the government’s stake completely eliminated at the IPO stage, or even in subsequent seasoned offerings. VMO suggest that continued signiﬁcant government ownership of banks raises serious problems for establishing market-oriented governance and decision-making systems in the banks.3 Summary of Pre- Versus Post-Privatization Performance Studies The 14 studies discussed in this section yield consistently positive results on the effectiveness of privatization in promoting improvements in the ﬁnancial and operating performance of divested companies. Most of the studies cited here document economically and statistically signiﬁcant post-privatization increases in real sales (output), proﬁtability, efﬁciency (sales per employee), and capital spending, coupled with signiﬁcant declines in leverage. This point is made clear in table 4.3, which summarizes the results of three studies [MNR (1994), BC (1998), and DM (1999)] that use precisely the same empirical proxies and test methodology— and can thus be aggregated and directly compared—yet examine nonoverlapping samples. In total, these three studies examine seven performance criteria for 204 companies from 41 countries. Since the papers examine differing time periods (1961–1989 for MNR, 1980–1992 for BC, and 1990–1996 for DM), and BC study only developing countries, there is very little sample overlap between the studies, which collectively examine 211 companies from 42 countries and no less than 56 different industries. Roughly half (103) of these ﬁrms are from 26 developing countries, with the other half (108) coming from 16 industrialized nations. The four countries with the greatest representation in the combined sample are Great Britain (28 ﬁrms), France and Portugal (16 each), and Turkey (15 companies), while the following industries were represented by at least ten ﬁrms: banking and ﬁnance (36 companies), electric utilities (30), telecommunication utilities (22),
 
 4.3. Summarized Results from Three Empirical Studies of the Financial and Operating Performance of Newly Privatized Firms (Compared to Their Performance as State-Owned Enterprises)
 
 TABLE
 
 Variables and Studies Cited
 
 Number of Observations
 
 Proﬁtability (Net Income ⫼ Sales) Megginson, Nash, and van Randenborgh (1994) Boubakri and Cosset (1998)
 
 115
 
 D’Souza and Megginson (1999) Weighted average Efﬁciency (Real Sales per Employee) Megginson, Nash, and van Randenborgh (1994) Boubakri and Cosset (1998) D’Souza and Megginson (1999) Weighted average Investment (Capital Expenditures ⫼ Sales) Megginson, Nash, and van Randenborgh (1994) Boubakri and Cosset (1998)
 
 55 78 78 218a 51 56 63 170 43 48
 
 Mean Value before Privatization
 
 Mean Value after Privatization
 
 0.0552 (0.0442) 0.0493 (0.0460) 0.14 (0.05) 0.0862
 
 0.0799 (0.0611) 0.1098 (0.0799) 0.17 (0.08) 0.1257
 
 0.956 (0.942) 0.9224 (0.9056) 1.02 (0.87) 0.9733 0.1169 (0.0668) 0.1052 (0.0649)
 
 Mean Change due to Privatization
 
 z-Statistic for Difference in Performance
 
 % of Firms with Improved Performance
 
 z-Statistic of % Change
 
 0.0249 (0.0140) 0.0605 (0.0181) 0.03 (0.03) 0.0396
 
 3.15***
 
 69.1
 
 3.06***
 
 3.16***
 
 62.8
 
 2.29**
 
 3.92***
 
 71
 
 4.17***
 
 1.062 (1.055) 1.1703 (1.1265) 1.23 (1.16) 1.1599
 
 0.1064 (0.1157) 0.2479 (0.2414) 0.21 (0.29) 0.1914
 
 3.66***
 
 85.7
 
 6.03***
 
 4.79***
 
 80.4
 
 4.60***
 
 4.87***
 
 79
 
 5.76***
 
 0.1689 (0.1221) 0.2375 (0.1043)
 
 0.0521 (0.0159) 0.1322 (0.0137)
 
 2.35**
 
 67.4
 
 2.44**
 
 2.28**
 
 62.5
 
 1.74*
 
 67.6
 
 81.5
 
 (continued )
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 Variables and Studies Cited
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 D’Souza and Megginson (1999) Weighted average Output [Real Sales (adjusted by CPI] Megginson, Nash, and van Randenborgh (1994) Boubakri and Cosset (1998) D’Souza and Megginson (1999) Weighted average Employment (Total Employees) Megginson, Nash, and van Randenborgh (1994) Boubakri and Cosset (1998) D’Souza and Megginson (1999) Weighted average
 
 Number of Observations 66 154 57 78 85 209a 39 57 66 162
 
 Mean Value before Privatization
 
 Mean Value after Privatization
 
 Mean Change due to Privatization
 
 0.18 (0.11) 0.1405
 
 0.17 (0.10) 0.1900
 
 ⫺0.01 (⫺0.01) 0.0493
 
 0.899 (0.890) 0.9691 (0.9165) 0.93 (0.76) 0.9358
 
 1.140 (1.105) 1.220 (1.123) 2.70 (1.86) 1.7211
 
 0.241 (0.190) 0.2530 (0.1892) 1.76 (1.11) 0.8321
 
 40,850 (19,360) 10,672 (3,388) 22,941 (9,876) 22,936
 
 43,200 (23,720) 10,811 (3,745) 22,136 (9,106) 23,222
 
 2,346 (276) 139 (104) ⫺805 (⫺770) 286
 
 z-Statistic for Difference in Performance 0.80
 
 % of Firms with Improved Performance 55
 
 z-Statistic of % Change 0.81
 
 60.6 4.77**
 
 75.4
 
 4.46***
 
 5.19***
 
 75.6
 
 4.58***
 
 7.30***
 
 88
 
 10.94***
 
 80.3 0.96
 
 64.1
 
 1.84*
 
 1.48
 
 57.9
 
 1.19
 
 ⫺1.62
 
 36 49.5
 
 ⫺2.14**
 
 Leverage (Total Debt ⫼ Total Assets) Megginson, Nash, and van Randenborgh (1994) Boubakri and Cosset (1998) D’Souza and Megginson (1999) Weighted average Dividends (Cash Dividends ⫼ Sales) Megginson, Nash, and van Randenborgh (1994)
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 Boubakri and Cosset (1998) D’Souza and Megginson (1999) Weighted average
 
 53 65 72 188
 
 39 67 51 106
 
 0.6622 (0.7039) 0.5495 (0.5575) 0.29 (0.26) 0.4826
 
 0.6379 (0.6618) 0.4986 (0.4789) 0.23 (0.18) 0.4357
 
 ⫺0.0243 (⫺0.0234) ⫺0.0508 (⫺0.0162) ⫺0.06 (⫺0.08) ⫺0.0469
 
 0.0128 (0.0054) 0.0284 (0.0089) 0.015 (0.00) 0.0202
 
 0.0300 (0.0223) 0.0528 (0.0305) 0.04 (0.02) 0.0655
 
 0.0172 (0.0121) 0.0244 (0.0130) 0.025 (0.02) 0.0228
 
 Note: This table summarizes the empirical results of three directly comparable academic studies [Megginson, Nash, and van Randenborgh (1994), Boubakri and Cosset (1998), and D’Souza and Megginson (1999)] comparing the three-year average operating and ﬁnancial performance of a combined sample of 211 newly privatized ﬁrms with the average performance of those same ﬁrms during their last three years as state-owned enterprises (SOEs). All three studies employ the Wilcoxon rank sum test (with its z-statistic) as the test of signiﬁcance for the change in median value. All three studies employ multiple proxies for most of the economic variables being measured; this table summarizes only one proxy per topic, and emphasizes the one highlighted in the studies (almost invariably, the variable that uses either physical measures—such as number of employees—or ﬁnancial ratios using currentdollar measures in the numerator or denominator, or both). Proﬁtability, investment, leverage, and dividend measures are in percent. Efﬁciency and output measures are index values, with the value during the year of privatization deﬁned as 1.000; inﬂation-adjusted sales ﬁgures are used in the efﬁciency and output measures. *** Indicates signiﬁcance at the 1 percent level. ** Indicates signiﬁcance at the 5 percent level. * Indicates signiﬁcance at the 10 percent level. a Number exceeds 211 because of overlapping ﬁrms in different samples.
 
 ⫺2.41**
 
 71.7
 
 3.51***
 
 ⫺2.48**
 
 63.1
 
 2.11**
 
 ⫺3.08***
 
 67 67.0
 
 3.05***
 
 4.63***
 
 89.7
 
 8.18***
 
 4.37***
 
 76.1
 
 4.28***
 
 4.98***
 
 79 80.4
 
 5.24***
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 petroleum (18), steel (14), and airlines (11). The combined sample thus spans a wide variety of industries and stages of national development, and represents the broadest and most comprehensive multinational study of privatization’s impact yet produced. The three studies yield remarkably consistent ﬁndings regarding the impact of privatization on ﬁrm proﬁtability, efﬁciency, output, leverage, and dividend payments. All show highly signiﬁcant performance improvements according to both the Wilcoxon (median) and binomial (proportion) test statistics. Proﬁtability, deﬁned as net income divided by sales, increases from an average value of 8.6 percent before privatization to 12.6 percent afterward, with between 63 and 71 percent of the ﬁrms in each sample experiencing increased proﬁtability.4 Five of the six test statistics in the three studies are signiﬁcant at the 1 percent level or higher, and the remaining statistic is signiﬁcant at the 5 percent level. Efﬁciency, deﬁned as real (inﬂation-adjusted) sales per employee, increases from an average level of 96.9 percent of year 0 (the year of privatization) sales during years ⫺3 to ⫺1 to an average level of 116.0 percent during the ⫹1 to ⫹3 post-privatization period. Although the scale of this increase is driven by the DM ﬁnding of a 21 percentage point productivity leap, all three studies ﬁnd efﬁciency improvements that are signiﬁcant at the 1 percent level or better, and between 79 and 86 percent of the ﬁrms experience output-per-worker increases. The overall increase in output for privatized ﬁrms in the three samples is astonishingly large and statistically signiﬁcant at beyond the 1 percent level according to all the test statistics. On average, real sales revenues rise from 93.6 percent of year 0 levels prior to divestment to 177.1 percent thereafter, a near doubling of real output over a four-year period. Once again, a 176 percentage point increase found by DM drives the magnitude of this result, but the output increase is signiﬁcant at the 1 percent level in all three studies, and between 75 and 85 percent of all ﬁrms increase sales. The two ﬁnancial variables (leverage and dividends) studied are of only secondary interest to most governments—though they are naturally of greater concern to ﬁrm managers and stockholders. All three studies ﬁnd that leverage, deﬁned as total debt divided by total assets, declines signiﬁcantly (at the 5 or 1 percent levels) after privatization, and between 63 and 72 percent of all ﬁrms experience reduced debt levels. On average, the debt-to-asset ratio falls from 0.483 prior to divestiture to 0.436 afterward. This is partly due to the fact that a few of the offerings are capital-raising primary share issues, but the vast majority are not, and leverage declines primarily owing to higher retained proﬁtability. Additionally, the three studies also document signiﬁcant, and fairly dramatic, increases in dividend payments after privatization. On average, cash dividend payments more than triple as a fraction of revenues, from 2.0 percent of sales during the pre-privatization period to 6.6 percent of sales after divestiture, and between 76 and 90 percent of the ﬁrms in the three samples increase dividend payments. All of these test statistics are signiﬁcant at the 1 percent level or higher. While all three studies document post-privatization increases in capital investment spending as a fraction of sales, only in the MNR and BC papers are the increases signiﬁcant. On average, capital spending increases from 12.3 percent of
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 sales prior to divestment to 18.7 percent afterward, and between 59 and 67 percent of all ﬁrms raise investment outlays. It bears repeating, however, that DM also ﬁnd a large increase in the level of capital spending, but since sales and assets increase even faster, the increased capital spending as a fraction of sales is insigniﬁcant. These capital investment increases help explain the dramatic jumps in output (inﬂation-adjusted sales revenue) all three papers document. The most politically charged performance measure is, of course, how privatization impacts employment levels in divested SOEs, and here the three studies diverge somewhat. MNR and BC document employment increases, while DM ﬁnd that the workforce declines after divestiture. Note that, for ease of presentation, the heading on the fractional change column in table 4.2 is labeled “Percent of Firms with Improved Performance,” rather than “Percent of Firms that Change as Expected,” so the DM result is entered as 37 percent rather than 63 percent, as in table 4.1. The three studies collectively ﬁnd that average employment in a SOE being privatized increases from 21,065 pre-divestiture to 21,613 afterward, and 83 of the 164 ﬁrms (50.7 percent) examined show an increase in total employment. One of the most difﬁcult-to-refute challenges leveled at privatization studies showing performance improvements is the assertion that these improvements, particularly proﬁtability increases, may represent nothing other than price increases and/or the exploitation of market power by newly privatized ﬁrms. After all, governments face a real ﬁnancial temptation to sell off SOEs as private monopolies, since this will maximize the price that private investors are willing to pay for shares. None of the three studies summarized here directly examines this question, but all attempt to offer indirect evidence that the performance gains documented are socially beneﬁcial, and are not primarily the result of market power exploitation. MNR examine each ﬁrm divested, and ﬁnd no evidence that product prices increase or that governments increase cash subsidies after divestiture. Quite the reverse; in every case where governments were subsidizing the ﬁrm beforehand, these were explicitly terminated after privatization. All three studies also document that governments invariably adopt regulatory schemes for newly privatized utilities, and evidence from supplementary sources indicates that most of these schemes work effectively once fully implemented. Furthermore, all three studies include ﬁrms operating in internationally competitive industries, and all three ﬁnd these ﬁrms experience performance improvements comparable to their counterparts in noncompetitive industries. Additionally, these three studies consistently document that output, efﬁciency, and capital spending increases dramatically, and signiﬁcantly, after privatization. Furthermore, leverage declines signiﬁcantly. Unlike proﬁtability increases, these are all unambiguously socially beneﬁcial outcomes, since they imply that privatized ﬁrms use resources more productively and also become ﬁnancially healthier. That these beneﬁts are achieved without systematically reducing employment also suggests that privatization yields important social beneﬁts. In sum, the weight of evidence in these three studies clearly indicates (1) that privatization improves the operating and ﬁnancial performance of newly divested ﬁrms, (2) that these improvements are the result of socially beneﬁcial improvements in productive efﬁ-
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 ciency and entrepreneurial effort, and (3) that privatization “works” in a wide variety of countries, industries, and competitive environments.
 
 Case Study, Single-Industry and Single-Country Studies: Developed Nations The studies surveyed in this section all examine a single industry, a single country, or one or a small number of individual ﬁrms in developed economies using a methodology other than the simple pre- versus post-privatization tests developed by MNR. While these studies employ a variety of empirical techniques, most compare actual post-privatization performance changes with either a comparison group of nonprivatized ﬁrms or with a “counter-factual” expectation of what would have occurred if the privatized ﬁrms themselves had remained state-owned.
 
 Country, Industry, and Case Studies The studies we examine in this section are summarized in table 4.4. The ﬁrst study listed merits detailed analysis because it has proved so inﬂuential, both owing to the rigor of its methodology and because it was sponsored by the World Bank. Galal, Jones, Tandon, and Vogelsang (1992) compare the actual post-privatization performance of 12 large ﬁrms to the predicted performance of these ﬁrms had they not been divested. Their sample consists mostly of airlines and regulated utilities in Britain, Chile, Malaysia, and Mexico. Using this counter-factual approach, the authors document net welfare gains in 11 of the 12 cases considered that average 26 percent of the ﬁrm’s pre-divestiture sales. They ﬁnd no case where workers are made signiﬁcantly worse off, and three where workers signiﬁcantly beneﬁt. Martin and Parker (1995) examine whether 11 British ﬁrms privatized during 1981–1988 improve proﬁtability (measured as return on invested capital) and efﬁciency (annual growth in value-added per employee-hour) after being divested. They ﬁnd mixed results. After adjusting for business-cycle effects, fewer than half the ﬁrms performed better after being privatized. The authors do, however, ﬁnd evidence of a “shake-out” effect, where several ﬁrms improve performance prior to being privatized (but not afterward). Writing much later, Florio (2001) and Brau and Florio (2002) also examine the overall British privatization experience. Both studies analyze the welfare effect of the massive U.K. divestment program between 1979 and 1997, and compare the actual effects generated against what they feel would have happened if the companies had remained state owned. They acknowledge that the British divestment program yielded major ﬁscal beneﬁts, lower prices, and increased access in most areas and productivity growth in the divested companies. However, they maintain that these gains would also have been achieved under continued state ownership—and at lower costs in terms of skewed income distribution. They support these assertions by extrapolating productivity trends observed for British SOEs during the 1950s and 1960s, but which were halted for SOEs during the 1970s, as they also were for other areas of British
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 Sample Description, Study Period, and Methodology
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 Galal, Jones, Tandon, Compare actual post-privatization performance of 12 large ﬁrms and Vogelsang (mostly airlines and regulated utilities) in Britain, Chile, Malaysia, (1992) and Mexico to predicted performance of these ﬁrms had they remained SOEs. Green and Vogelsang Provide a historical overview of BA’s evolution as a state-owned en(1994) terprise through its ﬁrst years as a fully privatized company. Also analyze how operating and ﬁnancial performance evolves during the time before and after company’s sale. Martin and Parker (1995)
 
 Price and WeymanJones (1996)
 
 Newbery and Pollitt (1997)
 
 Using two measures (ROR on capital employed and annual growth in value-added per employee-hour), examine whether 11 British ﬁrms privatized during 1981–1988 improve performance after divestment. Also attempt to control for business-cycle effects. Measure the technical efﬁciency of the U.K. natural gas industry before and after its 1986 privatization and associated regulatory changes using Malmquist indices and nonparametric frontier analysis. Perform a cost-beneﬁt analysis of the 1990 restructuring and privatization of the Central Electricity Generating Board (CEGB). Compare the actual performance of the privatized ﬁrms to a counter-factual assuming CEGB had remained state owned.
 
 Summary of Empirical Findings and Conclusions Document net welfare gains in 11 of the 12 cases that equal, on average, 26% of the ﬁrms’ pre-divestiture sales. Find no case where workers are made worse off, and 3 where workers are made significantly better off. They show that BA suffered severely during the airline depression of the early 1980s, but that the operational changes and restructuring that the management team executes during the mid-1980s paves the way for the successful sale of the government’s 100 percent ownership in 1987. Mixed results. Outright performance improvements after privatization found in less than half of ﬁrm-measures studied. Several improve prior to divestiture, indicating an initial “shake-out” effect upon privatization announcement. Show that the industry’s rate of productivity growth increased signiﬁcantly after privatization—though not as much as it could have if the industry had been restructured and subjected to direct competition and more appropriate regulation. The restructuring/privatization of CEGB was “worth it,” in that there is a permanent cost reduction of 5 percent per year. Producers and shareholders capture all this beneﬁt and more. Consumers and the government lose. Also show that alternative fuel purchases involve unnecessarily high costs and wealth ﬂows out of the country. (continued )
 
 TABLE
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 Laurin and Bozec (2000)
 
 Total factor productivity of CN much lower than that of privately owned Canadian Paciﬁc (CP) during 1981–1991 period, but becomes just as efﬁcient during pre-privatization (1992–1995) period, then exceeds it after 1995. CN stock price outperforms CP, the transportation industry, and the Canadian market after 1995. Both ﬁrms shed workers after 1992, but CN’s employment declines by more (34% vs. 18%) as average productivity almost doubles (97% increase). CN’s capital spending increases signiﬁcantly, though CP increases more. Six-ﬁrm Canadian privatization comparison group also experience signiﬁcant increases in investment spending and productivity, and a signiﬁcant decline in employment. Examines the effect of privatization on efﬁciency for 24 Spanish ﬁrms Finds insigniﬁcant changes in level and growth rate of efﬁciency after fully divested between 1985 and 1993. Tests for separate effects of privatization. Signiﬁcant positive effect found for business cycle ownership change, once other political and organizational factors suggests government sold ﬁrms during recessions. Capital intensity, and time period (state of the business cycle) effects accounted for. foreign ownership, and size also positively related to efﬁciency improvements. Privatization seems to decrease efﬁciency for 5 and 6 years after divestiture, but increase efﬁciency 7 and 8 years after and 4 and 3 years before, suggesting importance of time effects. Presents an analysis of the welfare impact of the U.K. privatization Concludes that privatization has modest effects on efﬁciency of proprogram 1979–1997. Considers the impact on ﬁve types of agents: duction and consumption, but has important effects on distribution ﬁrms, employees, shareholders, consumers, and taxpayers. of income and wealth. Acknowledges ﬁscal beneﬁts, and lower prices in most areas, productivity growth, but asserts these would have been achieved under continued state ownership (due to extrapolation of existing trends). Calculate that, at best, the NPV of the welfare change for each British consumer is less than £1,000, and would be lower if distributional issues accounted for.
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 Study
 
 Villalonga (2000)
 
 Florio (2001)
 
 Compare productivity and proﬁtability of two large Canadian rail carriers, before and after the 1995 privatization of Canadian National (CN). Compare accounting ratios for entire 17-year period 1981– 1997 and for three subperiods: the fully state-owned era (1981– 1991), the pre-privatization period (1992–1995), and the postprivatization era. Also examine stock returns from 1995–1998. Create a six-ﬁrm comparison group of Canadian privatizations, and compute accounting ratios and stock returns for these ﬁrms as well.
 
 Summary of Empirical Findings and Conclusions
 
 Dumontier and Laurin (2002)
 
 Saal and Parker (2003)
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 Investigate the value that is created or lost during the state ownership Find that government created value in nationalized ﬁrms, but state period for each ﬁrm nationalized during 1982 and then reprivatized and taxpayers did not beneﬁt because of premium paid to sharebetween 1986 and 1995. Then tests whether privatization improves holders upon nationalization (20%) and underpricing of IPO at priperformance over that achieved during post-1982 nationalized pevatization. Financial and operating performance of companies imriod. 46 companies (39 banks and ﬁve industrial ﬁrms) were nationproved during nationalization phase, then improved even more alized and then reprivatized. after privatization. Proﬁts and sales increased after privatization, while efﬁciency improved over all three periods. Employment fell during nationalized period, but increased (due to higher sales) after privatization. Capital spending highest during nationalized period, due to government subsidies. Leverage declined during nationalized period, but increased after privatization. Dividends decline during nationalized period, but increase after privatization. Examine the productivity and price performance of the privatized wa- Find no signiﬁcant evidence that productivity growth, measured by growth in TFP, is improved by privatization—despite reductions in ter and sewerage companies of England and Wales after the induslabor usage. Also ﬁnd that increases in output prices have outtry is privatized and a new regulatory regime imposed in 1989. Exstripped increased input prices, leading to signiﬁcantly higher ecoamines joint impact of privatization and new economic regulatory nomic proﬁts after privatization. environment on performance.
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 industry. These two papers calculate that, at best, the U.K. privatization program yielded beneﬁts to British consumers with a net present value of less than £1,000 per capita. If the distributional costs are factored in, they believe the net beneﬁts would be much lower, or even negative. Price and Weyman-Jones (1996), Newberry and Pollitt (1997), and Saal and Parker (2003) also examine speciﬁc aspects of Britain’s privatization program. Price and Weyman-Jones measure the technical efﬁciency of the U.K. natural gas industry before and after its 1986 privatization and associated regulatory changes. They employ Malmquist indices and nonparametric frontier analysis to show that the industry’s rate of productivity growth increased signiﬁcantly after privatization—though not as much as it could have if the industry had been restructured and subjected to direct competition and more appropriate regulation. Newberry and Pollitt perform a counter-factual analysis of the 1990 restructuring and privatization of the United Kingdom’s Central Electricity Generating Board (CEGB), and document signiﬁcant post-privatization performance improvements. However, they ﬁnd that the producers and their shareholders capture all of the ﬁnancial rewards of this improvement and more, whereas the government and consumers lose out. The authors conclude that CEGB’s restructuring and privatization was in fact “worth it,” but could have been implemented more efﬁciently and with greater concern for the public’s welfare.5 Saal and Parker examine the productivity and price performance of the privatized water and sewerage companies of England and Wales after the industry was privatized and a new regulatory regime imposed in 1989. They study the joint impact of privatization and a new regulatory environment on performance. They document that labor productivity improved signiﬁcantly after privatization, but ﬁnd no evidence that total factor productivity grew as a direct result of the ownership change. They do ﬁnd some evidence of a small increase in the rate of TFP growth after the regulatory regime was tightened signiﬁcantly in 1995. They also ﬁnd that increases in output prices have outstripped increased input prices, leading to signiﬁcantly higher economic proﬁts after privatization. All in all, British researchers have given their country’s privatization program a passing grade, at best. Though most document signiﬁcant performance improvements along at least some key performance measures, most conclude that the program could and should have been executed with more concern for distributional issues and/or with greater protections built in for consumers. Given that many governments around the world have been inspired by the perceived success of Britain’s privatization program, this underwhelming assessment from British academic researchers is disconcerting. On the other hand, four studies that examine the privatization experience of speciﬁc British companies yield much more positive assessments. Two of these studies examine British Airways (BA). First, Green and Vogelsang (1994) provide a historical overview of BA’s evolution as a state-owned enterprise through its ﬁrst years as a fully privatized company. They show that BA suffered severely during the airline depression of the early 1980s, but that the operational changes and restructuring that the management team executed during the mid-1980s paved the way for the successful sale of the government’s 100 percent ownership in 1987.
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 Eckel, Eckel, and Singal (EES; 1997) analyze the effect of British Airways’s privatization on the stock prices of its competitors. They also test whether fares on competitive routes decline after privatization. EES ﬁnd that the stock prices of BA’s American competitors declined on average by 7 percent upon BA’s privatization, and fares on routes served by BA and competitors fell by 14.3 percent after divestiture. Further, the compensation of BA executives increased and became more performance-contingent. These ﬁndings suggest that investors expected a more competitive BA to result from privatization, and the decline in fares indicates that this indeed occurred.6 The third study examines a company closely entwined with aviation: British Airports Authority, which was renamed simply BAA after its privatization in 1987. Parker (1997) ﬁnds ambiguous results for BAA. Shareholders deﬁnitely beneﬁted from an appreciating stock price and rising dividend payments, but Parker documents a decline in the rate of return on net assets after privatization. He also ﬁnds no evidence that either productivity or efﬁciency increased signiﬁcantly as a consequence of ownership change. Parker does, however, ﬁnd evidence of economies of scale in airport operations, and cautions against any forced divestiture of BAA assets. Finally, Parker (1994) studies changes in the structure and management, and in the operating and ﬁnancial performance, of British Telecom during the ﬁrst decade after its 1984 privatization. He documents signiﬁcant increases in output, proﬁtability, efﬁciency, labor productivity, and in the absolute levels of research and development (R&D) and capital spending—though these declined as a percentage of sales. Prices for BT’s basket of services fell by 5.1 percent per year from 1984 to 1993, but residential phone service prices increased by 2.7 percent per year. The growth rate in labor productivity accelerated after privatization, and labor costs fell from 42.4 percent of output before to 33.6 percent after divestiture. Parker also describes the history of state ownership of BT, plus its subsequent privatization and the regulatory environment that was developed for a private BT. He notes that the British government promoted competition through new entry, with some success, and describes the retail price index–X percent (RPIX) pricing scheme imposed on BT. Two of the remaining studies described in the ﬁrst section of table 4.3 are country studies, while the third is essentially another case study of an individual privatized company. First, Villalonga (2000) examines the effect of privatization on the operating efﬁciency of 24 Spanish ﬁrms that were fully divested between 1985 and 1993. She tests for separate effects of ownership change, once other political and organizational factors and time period (state of the business cycle) effects are accounted for, and she ﬁnds insigniﬁcant changes in the level and growth rate of efﬁciency after privatization. She sees a signiﬁcant positive effect for the state of the business cycle, suggesting that the Spanish government sold ﬁrms during recessions. She also ﬁnds that capital intensity, foreign ownership, and size are positively related to efﬁciency improvements. Privatization seems to decrease efﬁciency over the intermediate term (ﬁve and six years after divestiture), but to increase efﬁciency over the longer term (seven and eight years) afterwards and in the period leading up to privatization (four and three years before). These ﬁndings suggest the importance of time effects.
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 The second country study, by Dumontier and Laurin (DL; 2002), investigates the value that was created or lost during the state ownership period for each of the 46 French companies (39 banks and ﬁve industrial ﬁrms) that were nationalized during 1982 and then re-privatized between 1986 and 1995. DL also analyze whether the subsequent privatization of these companies improves performance over that achieved during the post-1982 nationalized period. They ﬁnd that the French government created value in the nationalized ﬁrms, but the state and taxpayers did not beneﬁt because of the premium that was paid to shareholders upon nationalization (20 percent) and because of the underpricing of the IPOs at the time of privatization. The ﬁnancial and operating performance of companies improved during the nationalization phase, then improved even more after privatization. Proﬁts and sales increased after privatization, while efﬁciency improved over all three periods. Employment fell during the nationalized period but increased (due to higher sales) after privatization. Capital spending was the highest during the nationalized period, owing to government subsidies. Leverage declined during the nationalized period but increased after privatization. Dividends declined during the nationalized period but increased after privatization. The rather surprising bottom line of this study for our purposes here is that the French government created value in the nationalized ﬁrms after 1982, but privatization improved their performance even more! Laurin and Bozec (2000) compare the productivity and proﬁtability of two large Canadian rail carriers (one state-owned and one private-sector), both before and after the 1995 privatization of Canadian National (CN). They ﬁnd that CN’s relatively poor performance during the “fully state-owned period” (1981–1991) rapidly converges on Canadian Paciﬁc’s performance levels during the preprivatization, but post-announcement period (1992–1995), and then surpasses it thereafter. These ﬁndings suggest two separable impacts of privatization on ﬁrm performance: an “anticipation” effect prior to divestiture and a “follow-through” effect subsequently. As we have already seen, this phenomenon is observed in other studies as well. Stock and R&D Performance Studies In addition to studying accounting measures and technical measures of efﬁciency, there are two other methods of examining privatization’s impact on ﬁrm performance. The ﬁrst is to study how the privatization announcement impacts the stock prices of competitive ﬁrms, and the second is to test how privatization impacts research and development intensity and productivity. Studies employing either of these methodologies are summarized in table 4.5. As noted above, EES examine the effect of British Airways’s 1987 privatization on competitors’ stock prices and ﬁnd that the stock prices of U.S. competitors fall, suggesting that stock traders expect a much more competitive BA to result from divestiture. Otchere (2002) uses this same methodology to examine the stock-price reaction of 314 industry counterparts to the announcement that 121 ﬁrms are to be privatized via share offering in 29 developed and developing countries and 28 industries. He ﬁnds that rivals react negatively to privatization announcements, losing 1.72 percent (1.64
 
 TABLE
 
 4.5. Summary of R&D and Stock Price Performance Empirical Studies of Privatization: Developed Countries
 
 Study
 
 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Finding and Conclusions
 
 Eckel, Eckel, and Singal (1997)
 
 Examine the effect of British Airways’s privatization on the stock prices of competitors. Also test whether fares on competitive routes decline after privatization. Such ﬁndings would suggest a more competitive BA resulting from privatization. Examine stock price reaction of 314 industry counterparts to the privatization announcement for 121 ﬁrms to be divested via share offering to infer the expected impact of privatization on the performance of ﬁrms in 29 developed and developing countries and 28 industries.
 
 Stock prices of U.S. competitors declined on average by 7 percent upon BA’s privatization, and fares on routes served by BA and competitors fell by 14.3 percent after divestiture. Compensation of BA executives increased and became more performance-contingent. Found that rivals reacted negatively to privatization announcements, losing 1.72% (1.64%) of their value over the 3-day (5-day) period surrounding the announcement. Also found the reaction of rival ﬁrms in developing countries to be stronger than in developed countries, and the reaction of rivals to a full privatization announcement was larger than that of a partial privatization announcement. Showed that newly privatized ﬁrms (NPFs) have slightly lower mean values of R&D-to-assets, R&D capital-to-assets, and Tobin’s Q, and higher mean debt levels than do matched ﬁrms, and that the stock market values the R&D investments of NPFs at less than half the level of private ﬁrms. The R&D coefﬁcient on Q is 7.504 for private ﬁrms vs. only 1.286 for NPFs. Also found that R&D investments initially decline (relative to assets) after privatization, while Tobin’s Q increases, so market valuation of NPFs doesn’t respond negatively to decline; in fact, rising Q suggests market is optimistic about ability of NPFs to generate rising proﬁts. Found that, after controlling for inter-industry differences, privatization processes negatively affect different measures of R&D commitment. Shift from public to private ownership also leads to a signiﬁcant increase in the quantity of patents, and in their quality as measured by citation intensity.
 
 Otchere (2002)
 
 127
 
 Munari and Oriani (2002)
 
 Analyze the impact of privatization on R&D investment, valuation, and performance. Measure ownership-related performance changes using Tobin’s Q and a hedonic model. Estimate model on an original data set of 20 Western European companies privatized through public share offerings between 1982 and 1997 and an industry and country-matched set of 20 publicly held private companies.
 
 Munari and Oriani (2002)
 
 Compare pre- and post-privatization R&D efforts and patenting behavior of 35 companies that are fully or partially privatized in 9 European countries through public share offering between 1980 and 1997.
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 percent) of their value over the three-day (ﬁve-day) period surrounding the announcement. He also ﬁnds that the reaction of rival ﬁrms in developing countries is stronger than in developed countries, and the reaction of rivals to a full privatization announcement is larger than that to a partial privatization announcement. The ﬁnal two studies we survey here analyze how privatization affects the R&D investments of divested ﬁrms. Munari and Oriani (2002) analyze the impact of privatization on R&D investment, valuation, and performance. They measure ownership-related performance changes using Tobin’s Q and a hedonic model, and estimate their model on an original data set of 20 western European companies privatized through public share offerings between 1982 and 1997, as well as an industry- and country-matched control set of 20 publicly held private companies. Munari and Oriani show that newly privatized ﬁrms have slightly lower mean values of R&D-to-assets, R&D capital-to-assets and Tobin’s Q, and higher mean debt levels than do matched ﬁrms, and that the stock market values the R&D investments of privatized companies at less than half the level of private ﬁrms. The R&D coefﬁcient on Q is 7.504 for private ﬁrms versus only 1.286 for the privatized ﬁrms. They also ﬁnd that R&D investments initially decline (relative to assets) after privatization, while Tobin’s Q increases, so the market valuation of divested companies doesn’t respond negatively to the decline in R&D spending; in fact, the rising Q suggests that the market is optimistic about the ability of privatized ﬁrms to generate increasing proﬁts. Finally, Munari and Oriani (2002) compare the pre- and post-privatization R&D efforts and patenting behavior of 35 companies that were fully or partially privatized in nine European countries through public share offering between 1980 and 1997. They ﬁnd that, after controlling for interindustry differences, privatization negatively affects different measures of R&D commitment. However, the shift from public to private ownership does lead to a signiﬁcant increase in the quantity of patents, and in their quality, as measured by citation intensity.
 
 Case Study, Single-Industry, and Single-Country Studies: Developing Nations For a variety of reasons—in particular, the availability of high-quality data—most of the early academic privatization studies focused on the experience of developed countries. In spite of the fact that the one major exception to this pattern, Boubakri and Cosset (1998), yielded results that were very similar to those documented for industrialized countries, many commentators believed that privatization should yield materially different effects in less developed countries. During the past three years, many excellent studies have been generated that test this proposition, and we summarize those papers in this section. Survey papers are an author’s best friend, and four excellent surveys of privatization’s impact in developing countries are now available. All four generally conclude that privatization has been an economically effective policy, but each in its own way cautions about distributional, political, regulatory, and/or market power problems that can result if all of the components of a privatization program are not implemented correctly. First, Kikeri and Nellis (2002) assess the empirical
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 evidence examining privatization in competitive sectors. These authors also provide an appendix summarizing the results of over 100 published and working papers that have examined the effectiveness of privatizing companies that operate in competitive industries. Second, Birdsall and Nellis (2002) assess the distributional impact of privatization in developing countries. As do several other commentators, Birdsall and Nellis try to understand why the public perception of privatization has become so bad in developing countries, when the actual empirical evidence is on balance so favorable, especially regarding improved access to vital utility services in the vast majority of countries. Unfortunately, neither Birdsall and Nellis nor the other commentators can provide a fully satisfactory explanation for privatization’s growing unpopularity. The third and fourth survey articles summarize the empirical evidence on privatization’s impact in two key regions, Latin America and Africa, and this is why we focus on these surveys in the next two sections. McKenzie and Mookherjee’s (2003) survey of the distributive impact of privatization in Latin America provides an excellent summary of the literature dealing with the massive privatization programs executed by this region’s governments since 1989, while Nellis (2003) performs a similar survey of African privatization studies. We begin our discussion of individual privatization studies with those examining Latin American countries and companies, and then survey African and South Asian studies. The Latin American studies are summarized in table 4.6. Studies of Privatization in Latin America The earliest study in table 4.6, by Ramaurti (1996), is essentially a descriptive analysis of seven privatization programs (four telecom, two airline, and one toll road) in Latin America during the period 1987–1991. He also discusses the economic issues involved in developing these programs, and describes the methods used by privatizing governments to overcome the bureaucratic and ideological opposition to divestiture. Ramamurti concludes that privatization was very positive for the telecom companies, partly due to the scope for making new positive-net present value (NPV) technology and capital investments, but also owing to the attractiveness of the offer terms proffered by the divesting governments. There was much less scope for productivity improvements for the airlines and roads, and little improvement was observed. Ramamurti (1997) also examines the 1990 restructuring and privatization of Ferrocarilla Argentino, the Argentine national freight and passenger railway system. He documents a nearly incredible 370 percent improvement in labor productivity and an equally striking (and not unrelated) 78.7 percent decline in employment, from 92,000 to 18,682 workers.7 Operating subsidies declined almost to zero, and consumers beneﬁted from expanded and better quality service and lower costs. Ramamurti concludes that these performance improvements could not have been achieved without privatization. One of the very best empirical privatization studies examining a developing country, by La Porta and Lo´pez-de-Silanes (1999), performs an in-depth analysis of Mexico’s privatization program. Speciﬁcally, they test whether the performance of 218 state enterprises privatized through June 1992 improved after divestment.
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 4.6. Summary of Case Study and Country- and Industry-Speciﬁc Empirical Studies of Privatization in Latin America
 
 Study Ramamurti (1996)
 
 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
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 Surveys studies of four telecom, two airline, and one toll-road privati- Concludes that privatization is very positive for telecoms, partly due to zation programs in Latin America during period 1987–1991. Also scope for technology, capital investment, and attractiveness of offer discusses political economic issues and methods used to overcome terms. Much less scope for productivity improvements for airlines bureaucratic and ideological opposition to divestiture. and roads, and little improvement observed. Ramamurti (1997) Examines restructuring and privatization of Ferrocarilla Argentinos, the Documents a 370% improvement in labor productivity and a 78.7% decline in employment (from 92,000 to 19,682). Services were exnational railroad, in 1990. Tests whether productivity, employment, and need for operating subsidies (equal to 1% of GDP in 1990) panded and improved, and delivered at lower cost to consumers. change signiﬁcantly after divestiture. Need for operating subsidies largely eliminated. La Porta and Lo´pez-de- Test whether performance of 218 SOEs privatized through June 1992 Output of privatized ﬁrms increased 54.3%, while employment deSilanes (1999) improves after divestment. Compares performance with industryclined by half (though wages for remaining workers increased). matched ﬁrms, and splits improvements documented between inFirms achieved a 24 percentage point increase in operating proﬁtadustry and ﬁrm-speciﬁc inﬂuences. bility, eliminating need for subsidies equal to 12.7% of GDP. Higher product prices explain 5% of improvement; transfers from laid-off workers, 31%, and incentive-related productivity gains account for remaining 64%. Pombo and Ramirez Perform ex post measuring and econometric analysis of 30 large Col- Panel data analysis ﬁnds very positive results for privatized manufac(2001) ombian manufacturing ﬁrms and 33 power generation plants privaturing ﬁrms. Total factor productivity indices increased from 0.27 to tized during 1993–1998 period. Employ both panel data regression 0.50 points, while proﬁt rates increased by 1.2 percentage points. analysis and MNR matched pre vs post-privatization tests. Productive efﬁciency in power production not systematically related to ownership changes, once other factors accounted for.
 
 Galiani, Gertler, and Examine the impact of privatizing water services on the mortality of Schargrodsky (2001) young children in Argentina. Between 1991 and 2000, 30% of Argentina’s public water companies covering 60% of the population were privatized. Estimate impact of privatization on child mortality using three different measures. Estache (2002)
 
 Asks whether Argentina’s 1990s utilities privatization program was a cure or a disease. Certainly, the privatizations of Argentina’s electricity, gas, water and sanitation, and telecommunications utilities are today the object of intense anger within the country, but Estache attempts to determine whether this anger is appropriate. He ﬁrst notes that privatization occurred just before the country was gripped by a massive political and economic collapse, and he tries to separate the impact of privatization from the overwhelming impact of the collapse.
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 All three measures showed that child mortality fell 5 to 8 percent in areas that privatized their water services. Increase in access to and quality of water caused the reduction in mortality. Investment increased, service provision became more efﬁcient, and quality improved. The number of people connected to the network increased dramatically, but prices did not. Privatization, per se, was quite successful: it raised signiﬁcant revenues for the state and the new private operators increased efﬁciency and service levels signiﬁcantly—without signiﬁcantly raising the rates they charged. The rates charged consumers, however, increased signiﬁcantly, since the government exploited the new ownership structure to impose indirect taxes that it could not impose through direct levies. Once the economic crisis began, government actions discriminated against the privatized companies and foreign operators were viliﬁed as exploiters when they tried to raise fees in line with inﬂation and devaluation.
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 Using detailed, ﬁrm-level data, they compare the performance of the divested companies with industry-matched ﬁrms, and ﬁnd that the former Mexican SOEs rapidly closed a large performance gap with industry-matched private ﬁrms that had existed prior to divestment. These ﬁrms went from being highly unproﬁtable before privatization to being very proﬁtable thereafter. Output increased by 54.3 percent, in spite of a reduced level of investment spending, and sales per employee roughly doubled. The privatized ﬁrms reduced (blue- and white-collar) employment by half, but those workers who remained were paid signiﬁcantly more. The authors attribute most of the performance improvement to productivity gains resulting from better incentives, with at most one-third of the improvement being attributable to lower employment costs. Pombo and Ramirez (2001) study Colombia’s privatization program, which was fairly modest by Latin American standards. They perform an ex-post measurement and econometric analysis of 30 large Colombian manufacturing ﬁrms and 33 power-generation plants that were privatized during the 1993–1998 period. They employ both panel data regression analysis and the Megginson, Nash, and van Randenborgh [MNR (1994)] matched pre- versus post-privatization tests. The panel data analysis ﬁnds very positive results for privatized manufacturing ﬁrms, in that total factor productivity indices increased from 0.27 to 0.50 points, while proﬁt rates increased by 1.2 percentage points. On the other hand, they ﬁnd that productive efﬁciency in power production is not systematically related to ownership changes, once other factors are accounted for. In what is likely to prove an extremely inﬂuential paper, Galiani, Gertler, and Schargrodsky (GGS; 2001) examine the impact of privatizing water services on the mortality of young children in Argentina. Between 1991 and 2000, 30 percent of Argentina’s public water companies covering 60 percent of the population were privatized. GGS estimate the impact of privatization on child mortality using three different measures, and all three measures show that child mortality fell 5 to 8 percent in areas that privatized their water services. The number of people connected to the network increased dramatically, but prices did not, and increased post-privatization access to (and quality of) water caused the reduction in mortality. GGS estimate that approximately 14,300 infants and 55,000 children aged 1–4 years obtained access to water as a result of privatization, which caused a reduction of 414 infant deaths and 110 fewer deaths of young children during the year 2000. The number of employees declined by roughly one-half, but productivity “went through the roof,” almost tripling in seven years. Additionally, investment increased, service provision became more efﬁcient, and quality improved. Estache (2002) asks whether Argentina’s 1990s utilities privatization program was a cure or a disease. Certainly, the privatizations of Argentina’s electricity, gas, water and sanitation, and telecommunications utilities are today the object of intense anger within the country, but Estache attempts to determine whether this anger is appropriate. He ﬁrst notes that privatization occurred just before the country was gripped by a massive political and economic collapse, and he tries to separate the impact of privatization from the overwhelming impact of the collapse. He ﬁnds that privatization per se was quite successful: it raised signiﬁcant revenues for the state and the new private operators increased efﬁciency and service levels
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 signiﬁcantly—without signiﬁcantly raising the rates they charged. The rates charged consumers, however, increased signiﬁcantly, since the government exploited the new ownership structure to impose indirect taxes that it could not impose through direct levies. Once the economic crisis began, government actions discriminated against the privatized companies and foreign operators were viliﬁed as exploiters when they tried to raise fees in line with inﬂation and devaluation. All in all, Estache concludes that privatization in Argentina was more cure than disease, but the overall experience was a painful one for all involved. McKenzie and Mookherjee (MM; 2003) present an overview of the results of a project evaluating the distributive impact of privatization in the four Latin American countries of Argentina, Bolivia, Mexico, and Nicaragua. The studies they summarize use existing survey data and try to estimate the effects of privatization on customers, since the lower half of the income distribution level is not likely to become shareholders in the privatization sales. The most signiﬁcant component of the project focused on privatized utilities and estimates the effect of changes in prices and access on the welfare of families in different expenditure categories. A second component documents the effects on workers, especially the employment changes and possible impact on wage levels and earnings inequality. MM ﬁnd strong evidence that privatization leads to signiﬁcant increases in access to water, telephone, and electricity services in all four countries. Summary results on access changes, presented in table 4.7, show that in general the gains in access are concentrated among lower income groups, since the higher income households typically had access prior to divestiture. Table 4.8 presents similar summary results regarding changes in the price of basic services. Here the interpretation becomes murkier; prices increase in half of the cases examined, but they decrease in the other half. The one clear outlier is the water privatization in Cochabamba, Bolivia, which is generally acknowledged to be a failure—though MM show that even here the actual results are not as disastrous as widely reported. Finally, table 4.9 summarizes the studies’ results regarding changes in the quality of service after privatization. As with the access results, the quality of service increases, often dramatically, in every case but one (where quality remains unchanged). Clearly, access to and quality of utility services increased in these four countries after privatization, and in the half of all cases where prices increased the actual burden these increases placed on customers was quite small. These results leave MM in a quandary regarding one of the other tasks they set for themselves— explaining why privatization has become so unpopular in Latin America. McKenzie and Mookherjee document one potential reason that privatization has acquired a bad name: it unequivocally leads to job losses among SOE employees. In many cases, employment in privatized companies declines by one-half or more, though the available evidence suggests that the majority of displaced workers are reemployed within a year, often in the same industry. Additionally, the aggregate impact of these job cuts is in all cases quite small, since SOEs tend to be among the most capital-intensive ﬁrms in most economies. MM ﬁnd that privatization-related job cuts represent less than 2 percent of the overall workforce in all four countries (much less than this in Bolivia and Colombia), and that the overall employment impact is even more muted once rehiring is accounted for.
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 4.7. Impact of Privatization on Access to Infrastructure in Four Latin American Countries Household Expenditure per Capita
 
 Country and Sector Argentina (urban) Water and electricitya Telephonea Bolivia (urban) Electricityb Telephonea
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 Waterc Mexico (all) Telephonea Waterc Nicaragua (all) Electricityd
 
 Year
 
 1
 
 2
 
 3
 
 4
 
 5
 
 6
 
 7
 
 8
 
 9
 
 10
 
 Total
 
 1985–86 1996–97 1985–86 1996–97
 
 64.8 82.5 18.4 22.8
 
 81.5 91.6 26.5 39.6
 
 87.8 94.0 33.7 53.5
 
 91.2 94.5 43.6 57.7
 
 93.3 94.9 47.0 68.5
 
 93.9 94.7 49.6 78.2
 
 97.4 95.9 61.4 82.7
 
 96.4 96.1 67.2 86.7
 
 97.8 96.1 75.9 89.8
 
 99.3 96.9 82.3 92.9
 
 90.3 93.7 50.4 67.2
 
 1994 1999 1994 1999 1994 1999
 
 89.2 98.9 2.9 7.9 64.5 89.1
 
 93.3 95.0 7.2 6.9 68.1 82.5
 
 93.2 97.9 8.1 13.0 74.7 89.1
 
 94.6 96.9 9.4 22.9 73.2 89.0
 
 96.6 100.0 13.4 33.4 76.4 87.8
 
 97.7 100.0 22.3 35.2 83.0 95.7
 
 98.1 100.0 27.4 36.7 85.1 98.7
 
 98.0 100.0 35.6 42.6 91.1 97.7
 
 98.8 99.9 48.6 58.6 91.5 95.7
 
 99.7 100.0 69.7 62.0 95.5 97.8
 
 96.0 98.8 25.5 31.0 80.6 92.1
 
 1992 1998 1992 1998
 
 2.0 3.9 22.0 27.9
 
 3.3 6.0 30.5 35.8
 
 5.1 9.1 39.1 39.3
 
 5.7 12.6 44.3 44.8
 
 10.1 15.9 48.8 49.4
 
 14.1 21.8 54.1 58.5
 
 19.9 28.4 63.0 64.8
 
 26.4 37.9 66.0 72.1
 
 39.1 54.8 75.0 83.3
 
 60.8 72.8 87.1 89.9
 
 18.6 26.3 53.0 56.6
 
 1993 1998
 
 11.1 11.3
 
 25.2 29.5
 
 36.2 40.3
 
 53.4 58.4
 
 64.4 72.0
 
 68.5 77.2
 
 78.5 88.5
 
 81.7 91.4
 
 82.0 93.2
 
 78.0 84.9
 
 57.9 64.7
 
 Source: Table 2 of McKenzie and Mookherjee (2003). Note: This table shows access to infrastructure in terms of the percent of households with access, by decile. Data from Ennis and Pinto (2002); Barja, McKenzie, and Urquiola (2002); Lo´pez-Calva and Rosello´n (2002); Freije and Rivas (2002) a Household has access if it reports positive expenditure on the infrastructure item. b Household has access if the dwelling has electricity. c Household has access if the water network reaches the building in which the family is living. d The 1993 ﬁgures are obtained from a 1998 survey using a question as to whether the houshold has installed electricity within the past ﬁve years.
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 TABLE
 
 Argentina Sector Telephones Electricity Water La Paz and El Alto Cochabamba
 
 Bolivia
 
 Mexico
 
 Nicaragua
 
 Before
 
 After
 
 Before
 
 After
 
 Before
 
 After
 
 Before
 
 After
 
 100 100 100
 
 83.9 67.5 84
 
 100 100
 
 91.7 126.2
 
 100 n.a. 100
 
 147.9 n.a. 109.2
 
 n.a. 100 n.a.
 
 n.a. 124.2 n.a.
 
 100 100
 
 89.5 143
 
 Source: Table 4 of McKenzie and Mookherjee (2003). Note: This table shows price changes following privatization. The real price indexes are relative to consumer price index; preprivatization ⫽ 100. n.a., not applicable as service was not privatized (or data after privatization is not yet available). Sources for indexes: Argentina: water data from Galiani, Gertler, and Schargrodsky (2002, table 3); electricity prices are residential ﬁnal prices from FIEL (1999); telephone is based on the communications price index from Instituto Nacional de Estadistica y Censos (INDEC). Bolivia: telephone prices are the minimum ﬁxed tariff from Instituto Nacional de Estadistica (INE); electricity prices are residential tariff rates from Superintendencia de Electricidad de Bolivia; water rates in La Paz and El Alto are the tariff for 10 cubic meters from INE; water rates in Cochabamba are R2 category rates (very poor users) from the Democracy Center. Mexico: water prices are from CONAGUA (Comision Nacional del Agua) and PROFECO (Procuradurı´a Federa del Consumidor); telephone prices are residential monthly subscription charges from ITU (2001). Nicaragua: electricity prices are from Banco Central de Nicaragua (Central Bank of Nicaragua).
 
 These authors also feel the more basic question is whether privatization promotes job growth in the overall economy, and they ﬁnd some evidence that this occurs. They also clearly show that privatization leads to higher social spending and lower expenditure on debt service payments by the central government, owing to the positive (and large) ﬁscal impact of privatization revenues. All in all, MM conclude that privatization must be judged an economic success in Latin America, and it is therefore all the more puzzling why it is popularly perceived as having been a failure. Studies of Privatization in Africa John Nellis (2003) presents a survey of studies examining privatization in Africa. He notes that in many (probably most) African countries, the political elites have been opposed to privatization, and have implemented ownership changes only in response to pressure from international ﬁnancial institutions, particularly the International Monetary Fund (IMF). Additionally, the bulk of the privatizations that have been implemented are concentrated in a handful of countries, with South Africa alone accounting for one-third of the continent’s $9 billion in total proceeds since 1990. Nellis concludes that less than 40 percent of Africa’s SOEs have been even partially privatized, and very few of the large, economically signiﬁcant enterprises have been divested at all. The typical way that “privatization” unfolds is that poor service provision by loss-making SOEs leads ﬁrst to reforms short of private-sector involvement. These reforms produce no gains, only modest gains, or just unsustainable improvements,
 
 TABLE
 
 4.9. Quality Changes after Privatization for Utility Services in Four Latin American Countries
 
 Country and Sector Bolivia Electricity
 
 Telephone Long-distance
 
 Fixed-line
 
 Quality Measure Average response time (hours) to users technical complaints Average interruption frequency per user Index of commercial complaints Percentage of rural towns connected Percentage of national long-distance calls completed Percentage of faults corrected within three days Cotas digitalization (%) Cotel digitalization (%) Cotas incidence of faults (%) Cotel incidence of faults (%) Waiting list for main lines
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 Mexico Telephone
 
 Argentina Telephone
 
 Waterd
 
 Waiting time for new connection (days) Faults per 100 lines per year Digitalization (%) Number of pending connections Digitalization (%) Lines in service Faults per 100 lines per year Average repair waiting time (days) Spilled water (millions of m3/day) Average delay in attending claims (days)
 
 Baseline Value
 
 Post-Privatization Value
 
 Legal limit of goal 3 25 12
 
 Actual valuea 2.26 4.7 1.14
 
 25 55 85 80 5 40 60 1993 50,000 1990 890 6.0b 38.6c 259,875b 1989–1990 13 3,139,685 42.4c 11 1992–1993 1.49 180
 
 32.66 69 88 96 5 8 27 1999 8,000 1995 72 4.6 88 70,798 1994 63 4,886,957 37.2 3
 
 Source: Table 5 of D. McKenzie and Mookherjee (2003). Note: Data from Ennis and Pinto (2002); Barja, McKenzie, and Urquiola (2002); Lo´pez-Calva and Rosello´n (2002) Data from; ITU (2001). a Electricity results are an average of results reached by ﬁve ﬁrms: CRE, ELECTROPAZ, ELFEC, and CESSA, in 1999. Telephone results are for 1997. b 1993 data, as 1990 data unavailable. c 1991 data, as 1990 data unavailable. d Argentine water measures are from Galiani, Gertler, and Schargrodsky (2002).
 
 1997 30 3.3 90.1 91,367 1997–1998 100 6,852,086 17.2 n.a. 1994–1999 1.27 32
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 and often lead to a greater ﬁnancing role for state-owned banks, with all the attendant problems relating to soft budget constraints. As ﬁnancial losses mount, service quality deteriorates further and ﬁscal pressures on the government mount to the point that the IMF must be called in. The IMF duly identiﬁes the problem, and insists on reforms that ultimately lead to very grudging privatization. In other words, there have thus far been very few true believers in Africa. In most cases, the divesting governments have insisted on retaining a large stake (typically onethird of the shares) in the ﬁrms divested, and have frequently shown hostility toward the multinational companies that are the natural buyers of divested assets. For all these reasons, sales have generally yielded disappointing amounts of revenue to governments, and the results of the studies Nellis surveys are among the least favorable overall toward privatization of any regions’. Five of these studies are discussed below and summarized in table 4.10. Jones, Jammal, and Gokgur (1998) analyze 81 privatizations in Coˆte d’Ivoire, covering the electricity sector in infrastructure and other ﬁrms operating in competitive or potentially competitive markets in agriculture, agro-industries, and services. They ﬁnd that (1) ﬁrms perform better after privatization; (2) the ﬁrms perform better than they would have under continued state ownership; and (3) privatization contributes positively to economic welfare, with annual net welfare beneﬁts equal to about 25 percent of pre-divestiture sales. Andreasson (1998) assesses privatization’s impact in Mozambique and Tanzania. In both countries, many SOEs had ceased operations before divestiture, but Andreasson ﬁnds that three-fourths of the dormant ﬁrms returned to production after privatization. He documents substantial productivity gains after privatization, due partly to workforce reductions, but also due to improved capacity utilization. In most cases, investments, production, sales, and value-added increased sharply post-sale. Temu and Due (1998) review Tanzania’s privatization experience and examine the post-sale performance of 158 SOEs divested through 1999. They begin by documenting the extremely poor physical and ﬁnancial condition of Tanzanian manufacturing ﬁrms before privatization. Temu and Due conclude that, in spite of long and tortuous negotiations required to actually effect most sales (termed “privatization by exhaustion”), privatization increases government revenues, reduces subsidies to SOEs, and forces ﬁrms to operate more efﬁciently. Appiah-Kubi (2001) examines 212 privatizations in Guinea, and reports positive results in terms of reduced pressure on Guinea’s balance of payments, increases in both allocative and x-efﬁciency, stimulation of local capital markets, enhanced inﬂow of foreign direct investment, widespread quality gains for consumers, and increased employment and remuneration. Finally, Chirwa (2001) studies the impact of privatization on technical efﬁciency using data from six privatized Malawian enterprises, three SOEs, and six private companies competing in three oligopolistic industries. Privatization occurs between 1984 and 1991, and Chirwa’s panel regression analyses examine data from 1970 to 1997. He ﬁnds that privatization increases the technical efﬁciency of all ﬁrms (industry effects) and of privatized ﬁrms (ﬁrm effects), though he ﬁnds that other factors such as capital intensity, multinationality, and structural adjustment programs also promote improved efﬁciency. These ﬁndings suggest that competi-
 
 TABLE
 
 4.10. Summary of Case Study and Country- and Industry-Speciﬁc Empirical Studies of Privatization in Africa
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 Study
 
 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Finding and Conclusions
 
 Jones, Jamma, and Gokgur (1998)
 
 Analyze 81 privatizations in Coˆte d’Ivoire, covering the electricity sector in infrastructure and other ﬁrms operating in competitive or potentially competitive markets in agriculture, agroindustries, and services [described in Nellis (2003)].
 
 Andreasson (1998)
 
 Assesses privatization’s impact in Mozambique and Tanzania. In both countries many SOEs had ceased operations before divestiture [described in Nellis (2003)].
 
 Temu and Due (1998)
 
 Review Tanzania’s privatization experience and examine the post-sale performance of 158 SOEs divested through 1999. Begin by documenting the extremely poor physical and ﬁnancial condition of Tanzanian manufacturing ﬁrms before privatization [described in Nellis (2003)]. Examines 212 privatizations in Ghana [reported in Nellis (2003)].
 
 Find that (1) ﬁrms perform better after privatization; (2) the ﬁrms perform better than they would have under continued state ownership; and (3) privatization contributes positively to economic welfare, with annual net welfare beneﬁts equal to about 25% of predivestiture sales. Find that three-fourths of dormant ﬁrms return to production after privatization. Substantial productivity gains also found, due partly to workforce reductions, but also due to improved capacity utilization. In most cases, investments, production, sales, and value-added increase sharply post-sale. Conclude that, in spite of long and tortuous negations required to actually effect sale (termed “privatization by exhaustion”), privatization increased government revenues, reduced subsidies to SOEs, and forced ﬁrms to operate more efﬁciently. Second study (2000) found that employment in 16 privatized ﬁrms declined by 48%. Report positive results in terms of easing pressure on balance of payments, increases in both allocative and X-efﬁciency, stimulation of local capital markets, enhancing the inﬂow of FDI, widespread quality gains for consumers, and increased employment and remuneration. Find that privatization increases technical efﬁciency of all ﬁrms (industry effects) and of privatized ﬁrms (ﬁrm effects). Find that other factors (capital intensity, multinationality, and structural adjustment programs) also promote efﬁciency improvement. Suggests competitive environments may be needed to optimize efﬁciency gains from privatization.
 
 Appiah-Kubi (2001)
 
 Chirwa (2001)
 
 Studies impact of privatization on technical efﬁciency using data from six privatized Malawian enterprises, three SOEs, and six private companies competing in three oligopolistic industries. Privatization occurred 1984–1991 and panel regression uses data from 1970 to 1997.
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 tive environments may be needed to optimize the efﬁciency gains from privatization. Studies of Privatization in South Asia and Other Developing Countries The ﬁnal region of the developing world we examine is South Asia. Unfortunately, we have no survey paper of the caliber of those discussed above to guide our overview of the empirical literature, so this section will just summarize the results of the relative handful of studies that have focused on this region. These are summarized in table 4.11. It is hoped that an ambitious and competent academic is even now canvassing his or her colleagues for research ﬁndings and is busy creating a high quality survey paper. Until then, this summary will have to do. In one of the earliest published empirical studies on privatization, Bhaskar and Khan (1995) examine the impact of government divestiture on employment in the Bangladeshi jute industry. They exploit a natural experiment involving the privatization of 31 of 62 jute mills after Bangladesh won its independence in 1971. The sale selection process was based solely on ethnicity of ownership at the time the mills were nationalized, not on current ﬁnancial performance. They ﬁnd that privatization during the years 1983–1986 had an insigniﬁcant effect on output and proﬁtability. Divestment signiﬁcantly reduced white-collar employment, but had no impact on actual production workers, which suggests that excess employment in public sector is more substantial at the white-collar level than among manual production workers. Akram (2000) develops a simple model of dysfunctional privatization driven by easy access to state-provided credit and unenforced repayment requirements. He tests this model by examining the debt-default status of 128 Bangladeshi ﬁrms privatized through December 1997. He documents that the inability (or unwillingness) of all types of Bangladeshi ﬁrms to repay loans is a serious and enduring problem that is not improved by privatization. Of 128 privatized ﬁrms, 77 have overdue and outstanding loans to state banks; 33 have outstanding loans that are not yet overdue. Only 18 have neither outstanding nor overdue loans. In a related paper, Akram (1999) describes the practical problems that have bedeviled Bangladesh’s privatization program from its earliest days. Finally, Gupta (forthcoming) examines whether partial privatizations impacted the observed performance of 38 Indian SOEs partially divested between 1990 and 1998. In this excellent study, she employs a panel data set of 2,470 ﬁrm years of data for all 341 state-owned Indian enterprises (249 owned by national government, others by states) and the 38 partially privatized ﬁrms. She ﬁnds that partial privatization has a positive and highly signiﬁcant impact on ﬁrm sales, proﬁts, and labor productivity. Firm effects regressions show that a 10 percentagepoint decrease in government ownership increases annual (log) sales and proﬁts by 20 percent and 13 percent, respectively.
 
 Infrastructure Privatization Studies No privatizations are as controversial or important as those involving basic utility service providers. Telecommunications companies, electric generation and distri-
 
 TABLE
 
 4.11. Summary of Case Study and Country- and Industry-Speciﬁc Empirical Studies of Privatization in Asia and Other Developing Countries Sample Descriptions, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Bhaskar and Khan (1995)
 
 Examine the impact of privatization on employment in Bangladeshi jute industry by exploiting a natural experiment—privatization of 31 of 62 jute mills, based solely on ethnicity of ownership at the time mills were nationalized, not on current ﬁnancial performance.
 
 Akram (2000)
 
 Develops a simple model of dysfunctional privatization driven by easy access to state-provided credit and unenforced repayment requirements. Tests model by examining debt-default status of 128 Bangladeshi ﬁrms privatized through December 1997.
 
 Gupta (forthcoming)
 
 Examines whether partial privatizations impact performance for 38 Indian SOEs partially divested between 1990 and 1998. Employs panel data set of 2,470 ﬁrm years of data for all 341 state-owned Indian enterprises (249 owned by national government, others by states) and the 38 partially privatized ﬁrms.
 
 Zhang, Parker, and Kirkpatrick (2002)
 
 Examine effects of privatization, competition, and regulation on the performance of the electricity industry using a panel data set for 51 developing countries. Econometric technique designed to disentangle separate effects of competition, regulatory change, and ownership change.
 
 Find that privatization during 1983–1986 has insigniﬁcant effect on output and proﬁtability. Signiﬁcantly reduced white-collar employment, but had no impact on actual production workers. Conclude that excess employment in public sector more substantial at whitecollar level than among manual production workers. Documents that inability (or unwillingness) of all types of Bangladeshi ﬁrms to repay loans is a serious and enduring problem that is not improved by privatization. Of 128 privatized ﬁrms, 77 have overdue and outstanding loans to state banks; 33 have outstanding loans that are not yet overdue. Only 18 have neither outstanding nor overdue loans. Finds partial privatization has positive and highly signiﬁcant impact on ﬁrm sales, proﬁts, and labor productivity. Fixed effects regressions show that a 10 percentage point decrease in government ownership increases annual (log) sales and proﬁts by 20% and 13%, respectively. Privatization and competition are not substitutes in their impact on ﬁrm performance. Finds that competition has the strongest effect in promoting performance improvement. By itself, competition promotes service penetration, capacity expansion, greater labor efﬁciency, and lower prices for industrial users. Separate effects of privatization and having an independent regulator are insigniﬁcant, except that privatization seems to promote higher capacity utilization. Coexistence of these two reforms is correlated with greater electricity availability, more generation capacity, and higher labor productivity. Basic conclusion: privatization and regulation, on their own, do not lead to obvious gains in economic performance, while promoting competition does stimulate performance improvements, irrespective of changes in ownership or regulation.
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 bution companies, oil and gas distribution companies, and water and sewerage utilities have traditionally been state-owned monopolies almost everywhere in the world except the United States. These companies provide basic services that every citizen uses and feels strongly about. Furthermore, these companies tend to be very large and industrially important, and most would have signiﬁcant market power to set prices in the absence of state ownership or effective regulation. For all these reasons, infrastructure privatizations have been widely studied, and we discuss those studies in the following three sections. We begin by examining studies of telecommunications privatizations, and then evaluate in turn tests of electric utility and water and sewerage company privatizations. These industries are also examined individually, and in greater depth, in chapters 8 (telecoms) and 10 (oil and gas; electric utilities). Telecommunications Company Privatizations National telecommunications companies, or “telecoms,” have been in state hands since the dawn of the electronics era in most rich countries, with the important exception of the United States, as well as in virtually all the developing nations. Therefore, as discussed in Wallsten (2001a) and Noll (2000), telecom privatization represents a truly epochal shift in the balance of state power within every economy where it is attempted. Additionally, citizens have a direct economic stake in the cost and quality of telecom services being provided, so their privatization is always controversial. The ﬁnancial impact of telecom sales is also immense, since telecom SIPs are almost always the largest share offerings in a nation’s history. Furthermore, telecoms usually become the “bellweather” stocks on national exchanges, often accounting for 30 percent or more of total capitalization and an even greater share of total trading volume [Boutchkova and Megginson (2000)]. Additionally, telecom SIPs often involve sizable fractions of the population becoming shareholders for the ﬁrst time. As examples, almost 4 million French citizens (6 percent of the population) purchased shares in the initial public offering of France Telecom, and by the time Telefonica was fully divested, its shares were owned by more than one in eight Spanish households [Jones, Megginson, Nash, and Netter (1999)]. Finally, it has become painfully obvious to policy makers that an efﬁcient communications sector is vital to a well-functioning modern economy, and that constructing such a system requires capital investment spending on a scale that few governments can either achieve or effectively manage [Ro¨ller and Waverman (2001)]. For all these reasons, telecom privatizations are always perceived as high-stakes gambles, and selling governments typically approach divestment with great anxiety. No less than 16 empirical studies examine the telecommunications industry, which has been transformed by the twin forces of technological change and deregulation (including privatization) since 1984. This was the year that the AT&T monopoly was broken up in the United States and the Thatcher government began privatizing British Telecom. Nine of these studies employ samples created by the individual researchers, usually based on data provided by the International Telecommunications Union (ITU), and most of these studies were begun before 2000. These “early” studies are summarized in table 4.12. The other seven studies em-
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 4.12. Summary of Early Empirical Studies of Telecommunications Company Privatizations
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 Study
 
 Sample Description, Study Period, and Methodology
 
 Parker (1994)
 
 Documents signiﬁcantly increased output, proﬁtability, efﬁciency, labor productivity, and in the absolute levels of R&D and capital spending—though these decline as a percentage of sales. Prices for BT’s basket of services fall by 5.1% per year from 1984 to 1993, but residential phone service prices increase by 2.7% per year. Growth rate in labor productivity accelerates after privatization, and labor costs fall from 42.4% of output before to 33.6% after divestiture. Estimate the impact of the 1987 deregulation, and 1990 privatization, Document signiﬁcant declines in price of phone services, due mostly of Telecom New Zealand on the price and quality of telephone to productivity growth that cut costs at a 5.6% annual rate, and services. Also examine whether investors beneﬁt. signiﬁcant improvement in service levels. Shareholders also beneﬁt signiﬁcantly. Deregulation and privatization both are associated with signiﬁcant imUsing International Telecommunications Union (ITU) data through provements in level and growth in teledensity, but have no consis1994, test whether deregulation and privatization impact the level tent impact on service quality. Deregulation associated with lower and growth in teledensity (main lines per 100 people), prices, serprices and increased employment; privatization has the opposite efvice quality, and employment by telecoms in 26 developing counfect. tries. Uses ITU data and panel data regression methodology to examine the Finds that countries with at least 50% private ownership of main teleeffects of privatization and competition on network expansion and com ﬁrm have signiﬁcantly higher teledensity levels and growth efﬁciency in 110 countries over the period 1986–1995. rates. Both privatization and competition increase efﬁciency, but only privatization is positively associated with network expansion. Competition is signiﬁcantly associated with increases in per capita acPerforms an econometric analysis of the effects of telecommunicacess and decreases in cost. Privatization alone is not helpful, unless tions reforms in developing countries. Using a panel data set of 30 coupled with effective, independent regulation. Increasing competiAfrican and Latin American countries from 1984 to 1997, explores tions the single best reform, competition with privatization is best the effects of privatization, competition, and regulation on telecombination of policies, but privatizing a monopoly without regulacommunications performance. tory reforms should be avoided.
 
 Boles de Boer and Evans (1996)
 
 Petrazzini and Clark (1996)
 
 Ros (1999)
 
 Wallsten (2001a)
 
 Examines changes in structure and management, as well as performance changes, of British Telecom during ﬁrst decade after 1984 privatization. Also describes history of state ownership of BT, plus its subsequent privatization and the regulatory environment developed for private BT. Notes that government promotes competition through new entry, with some success, and describes RPI-X pricing scheme imposed on BT.
 
 Summary of Empirical Findings and Conclusions
 
 Boylaud and Nicoletti (2000)
 
 Gutierrez and Berg (2000)
 
 Cabanda and Ariff (2002)
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 Bortolotti, D’Souza, Fantini, and Megginson (2002)
 
 Use factor analysis and a database on market structure and regulation to investigate the effects of liberalization and privatization on productivity, prices, and quality of long-distance and cellular telephony services in 23 OECD countries over the period 1991–1997. Examine determinants of the number of lines per capita in 19 Latin American countries over the period 1985–1995 using economic, institutional, and regulatory variables—including measures of democracy, economic freedom, and openness to trade. During this period, eight sample countries established regulatory commissions, and 14 out of 24 Latin and Caribbean countries privatized their telecoms between 1984 and 1997 (before Brazil in 1998), raising an estimated $27 billion. Examine efﬁciency growth around privatization for four Asia Paciﬁc countries—Japan, Philippines, Malaysia, and Australia—over an extended time period (up to 12 years) after privatization. Use data envelope analysis (DEA) to measure performance changes. Examine the ﬁnancial and operating performance of 31 national telecommunications companies fully or partially divested via public share offering over the period November 1981 to November 1998. Also perform univariate comparisons of the pre-versus postprivatization performance levels of these ﬁrms using the MNR univariate testing procedure. They then run panel data estimations to explain performance over time in terms of ownership changes and structural changes due to regulatory reforms occurring during the study period.
 
 Prospective and actual competition both bring about productivity and quality improvements—and lower prices—in telecom services, but no clear effect found for privatization. Find that the regulatory framework (the presence and effectiveness of regulation) and freedom variables have a signiﬁcant positive impact on the penetration rate. The number of cellular phones per capita also signiﬁcantly positively related to ﬁxed-line penetration, though not certain whether this means cellular and ﬁxed lines are complements or that a competition effect explains the interrelationship.
 
 Document that ﬁrms achieve productivity gains ranging from 3% to over 50%, and three of the four countries’ telcos see signiﬁcant increases in total factor productivity. Proﬁtability increases in two of four countries, as does capital spending. Find that proﬁtability, output, operating efﬁciency, and capital investment spending increase signiﬁcantly after privatization, while employment and leverage decline signiﬁcantly. Panel data show that competition signiﬁcantly reduces proﬁtability, employment, and, surprisingly, efﬁciency after privatization while creation of an independent regulatory agency signiﬁcantly increases output. Mandating third-party access to an incumbent’s network is associated with a signiﬁcant decrease in the incumbent’s investment and an increase in employment. Retained government ownership is associated with a signiﬁcant increase in leverage and a signiﬁcant decrease in employment, while price regulation signiﬁcantly increases proﬁtability.
 
 Note: This table summarizes the sample selection criteria, methodologies, and empirical ﬁndings of several academic studies of privatizations of telecommunications companies that do not use the Stanford University/World Bank database.
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 ploy the newly completed Stanford University/World Bank Telecommunications Database [described in McNary (2001) and Fink, Matto, and Rathindran (2002)] that couples telecommunications data provided by the ITU with economic, regulatory, and institutional data collected by Stanford and the Bank. These studies are presented in table 4.13. Perhaps surprisingly, the early empirical studies tell somewhat conﬂicting stories, probably due in part to differences in the nations covered and methodology employed. Petrazini and Clark (1996), Ros (1999), and Wallsten (2001a) examine developing countries, either exclusively or as separate subsamples, while Ros (1999) and Boylaud and Nicoletti (2000) provide similar coverage of OECD countries. Parker (1994) and Boles de Boer and Evans (1996) study the deregulation and privatization experiences of British Telecom and Telecom New Zealand, respectively. Though Ros, Wallsten, and Boylaud and Nicoletti all use some variant of panel data methodology, they arrive at slightly different conclusions regarding the relative importance of deregulation/liberalization and privatization in promoting expanded teledensity (number of main lines per 100 population) and operating efﬁciency of national telecom companies, and the quality and pricing of telecom services. On balance, these studies generally indicate that deregulation and liberalization of telecom services are associated with signiﬁcant growth in teledensity and operating efﬁciency, and signiﬁcant improvements in the quality and price of telecom services. The impact of privatization, per se, is somewhat less clear-cut, but most studies agree that the combination of privatization and deregulation/ liberalization is associated with signiﬁcant telecommunications improvements. This is certainly the result predicted by Noll (2000) in his analysis of the political economy of telecom reform in developing countries.8 Gutierrez and Berg (2000) examine the determinants of the number of lines per capita in 19 Latin American countries over the 1985–1995 period using economic, institutional, and regulatory variables—including measures of democracy, economic freedom, and openness to trade. In order to characterize regulatory developments, the authors construct a dichotomous index describing both the enforcement powers of the new regulatory body and its neutrality and independence from political control. They document that eight sample countries established regulatory commissions between 1985 and 1995. Additionally, 14 of the 24 Latin American and Caribbean countries privatized their telecoms between 1984 and 1997 (before Brazil’s divestment of Telebras in 1998), raising an estimated $27 billion. Gutierrez and Berg ﬁnd that the regulatory framework, measured by the presence and effectiveness of regulation, and freedom variables have a significant positive impact on the penetration rate. The number of cellular phones per capita is also signiﬁcantly positively related to ﬁxed-line penetration, though the authors cannot determine whether this means cellular and ﬁxed lines are complements or that a competition effect explains the interrelationship. The study by Cabanda and Ariff (2002) is somewhat outside the stream of research described above, but it does examine efﬁciency growth around privatization for four Asia Paciﬁc countries—Japan, Philippines, Malaysia, and Australia—over an extended time period (up to 12 years) after privatization. The authors
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 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Finding and Conclusions
 
 Kubota (2000)
 
 Examines the impact of market conditions and policies on telecom-sector performance for 135 countries in 1998 (cross-sectional analysis). Examines the effect of including exclusivity periods (EPs) in 32 telecom privatization sales executed by 28 developing countries between 1987 and 1998. Looks ﬁrst at the impact of EPs on the sale price received by the government and then on the post-privatization investment levels of the telecom companies.
 
 Finds that privatization tends to improve the performance of the incumbent operator, but that an independent regulator and the degree of market competition have mixed or weak effects. Other things equal, ﬁnds that granting an EP more than doubles the price a buyer will pay for a telco, and that extending the EP for additional years also signiﬁcantly raises the sale price. The offsetting effect is that EPs are signiﬁcantly negatively correlated with telecom investment after the sale. EPs also reduce the number of cellular phone subscribers, dampen the growth in the number of payphones provided, and are negatively correlated with international phone trafﬁc after the sale. Finds that local ﬁxed-line and cellular phone competition have signiﬁcantly positive effects on performance, but that privatization has a signiﬁcant negative relationship with penetration rates. Concludes the reason for this negative effect is that governments are using privatization primarily as a means to raise revenue rather than to promote economic efﬁciency.
 
 Wallsten (2001b)
 
 145 McNary (2001)
 
 Li and Xu (2002)
 
 Compares the relative success of privatization and competition in improving the telecom penetration rates in over 200 countries between 1987 and 1998. Uses pooled time series regression methods, and controls for both sector characteristics and macroeconomic inﬂuences. Also adjusts for endogeneity between historic ﬁrm performance and the decision to reform. Examine the political economy of privatization and liberalization in the telecoms sector using data for 45 countries from 1990 to 1998. Speciﬁcally evaluate whether the degree of democracy and the political power of different interest groups inﬂuences the timing, scale, and method of liberalization chosen.
 
 Find that countries with stronger pro-reform interest groups—especially urban consumers and the ﬁnancial services sector—are more likely to reform in more democratic countries. Less democratic countries are more likely to maintain the public-sector monopoly when the government beneﬁts from ownership, as when the ﬁscal deﬁcit is high. Democracy affects the pace of reform by magnifying the voices of interest groups in open societies and by moderating politicians’ discretion in less democratic countries. (continued )
 
 TABLE
 
 4.13. (continued ) Sample Description, Study Period, and Methodology
 
 Summary of Empirical Finding and Conclusions
 
 Wallsten (2002)
 
 Using a panel data set with 2,533 observations from 197 countries over the period 1985–1999, examines whether the sequencing of regulation and privatization impacts the effectiveness of reforms and/or the price that investors are willing to pay for the company.
 
 Fink, Matto, and Rathindran (2002)
 
 Assess the effectiveness of telecom reforms in developing countries using data for 86 such countries over the 1985– 1999 period. Ask three speciﬁc questions: (1) What impact do speciﬁc policy changes have on sectoral performance? (2) How is the effectiveness of one policy change impacted by the implementation of the others? (3) Does the sequencing of reforms affect performance?
 
 Li and Xu (2003)
 
 Examine the impact of privatization and competition on telecom-sector performance using a panel data set of privatizations from 166 countries between 1981 and 1998 and information on competition from 43 countries between 1990 and 1998. Evaluates the impact of these reforms on output growth, propensity to shed labor, network expansion, TFP, and improvements in labor productivity. Also examine impact of the method of privatization (SIP versus asset sale) and of granting exclusivity periods.
 
 Finds that, as separate reforms, privatization and establishing an independent regulator both have ambiguous effects on telecom performance, but that combining privatization and regulation yields robust, signiﬁcantly positive results. Establishing an independent regulator before privatization is best policy combination, since this enhances most measures of sector performance and post-sale investment levels. Having a guaranteed monopoly is valuable to investors, and increases the price they will pay, but so does having a regulator in place prior to sale. Investors appear willing to pay a higher price for a ﬁrm privatized into an environment with less institutional uncertainty. Find that both privatization and competition signiﬁcantly improve sector performance, but that a comprehensive reform program involving both of these policies and an independent regulator produces the largest gains—an 8% higher level of mainline penetration and a 21% higher level of productivity compared to years of partial or no reform. The sequencing of reforms also matters, with the best performance resulting if competition is introduced before or simultaneously with privatization, rather than after. Also ﬁnd that autonomous factors, especially the evolution of technology, strongly and positively impact performance. Find that privatization signiﬁcantly positively impacts output growth, network expansion, TFP, and labor productivity and is associated with higher labor shedding. Privatizing via a SIP promotes the development of the mobile phone market. Competition leads to higher employment, higher output, faster network expansion, and higher productivity. Granting EPs reduces, but does not negate, gains from other reforms. Also ﬁnd that competition and privatization are complements, in that competition increases the gains from privatization, and vice versa. Estimate that half of the output growth between 1990 and 1998 is attributable to these two reforms, after controlling for input growth.
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 Study
 
 Note: This table summarizes the sample selection criteria, methodologies, and empirical ﬁndings of several academic studies of privatizations of telecommunications companies that employ the Stanford University/World Bank database.
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 use data envelope analysis (DEA) to measure performance changes, and document that ﬁrms achieved productivity gains ranging from 3 percent to over 50 percent, and three of the four countries’ telecommunications companies saw signiﬁcant increases in total factor productivity. Proﬁtability increased signiﬁcantly in two of four countries (Australia and Malaysia), as did capital spending (in Malaysia and the Philippines). Bortolotti, D’Souza, Fantini, and Megginson (BDFM; 2002) examine the ﬁnancial and operating performance of 31 national telecommunications companies fully or partially divested via public share offering over the period November 1981 to November 1998. They ﬁrst build a data set using balance sheet data for a sevenyear period around the privatization dates including various measures for proﬁtability, output, efﬁciency, employment, capital expenditure, and leverage. This data set also incorporates national measures of telecom service levels, such as number of lines in service. BDFM perform univariate comparisons of the pre- versus postprivatization performance levels of these ﬁrms using the Megginson, Nash, and van Randenborgh (1994) univariate testing procedure. They then run panel data estimations to explain performance over time in terms of ownership changes and structural changes due to regulatory reforms occurring during the study period. The authors employ controls such as GDP per capita in their regression estimations to make cross-country comparisons possible. Using conventional pre- versus post-privatization comparisons, BDFM ﬁnd that proﬁtability, output, operating efﬁciency, and capital investment spending increase signiﬁcantly after privatization, while employment and leverage decline signiﬁcantly. These comparisons, however, do not account for separate regulatory and ownership effects, and almost all telecoms are subjected to material new regulatory regimes around the time they are privatized. BDFM examine these separate regulatory and ownership effects using both random and ﬁxed-effect panel data estimation techniques for a seven-year period around privatization. They verify that privatization is signiﬁcantly positively related to higher proﬁtability, output, and efﬁciency, but signiﬁcantly negatively related to leverage. However, they also ﬁnd numerous separable effects for regulatory, competition, retained government, and foreign listing variables. Competition signiﬁcantly reduces proﬁtability, employment, and, surprisingly, efﬁciency after privatization while creation of an independent regulatory agency signiﬁcantly increases output. Mandating third-party access to an incumbent’s network is associated with a signiﬁcant decrease in the incumbent’s investment and an increase in employment. Retained government ownership is associated with a signiﬁcant increase in leverage and a signiﬁcant decrease in employment, while price regulation signiﬁcantly increases proﬁtability. Major efﬁciency gains result from better incentives and productivity, rather than from wholesale ﬁring of employees, and proﬁtability increases are caused by signiﬁcant reductions in costs, rather than price increases. On balance, BDFM conclude that the ﬁnancial and operating performance of telecommunications companies improves signiﬁcantly after privatization, but that a signiﬁcant fraction of the observed improvement results from regulatory changes—alone or in combination with ownership changes—rather than from privatization alone.
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 All of the studies detailed above employ databases created by the researchers themselves, and thus suffer both from relatively small samples sizes and lack of comparability. Recently, however, several studies have employed the new Stanford University/World Bank Telecommunications Database [described in McNary (2001) and Fink, Matto and Rathindran (2002)] that couples telecommunications data provided by the ITU with economic, regulatory, and institutional data collected by Stanford and the Bank. The studies described in this section all employ the Stanford/World Bank database and use advanced econometric estimation techniques, and thus should be considered the state of the art in research into telecom privatization and regulation. The ﬁrst such study, by Kubota (2000), examines the impact of market conditions and policies on telecom-sector performance for 135 countries during the single year 1998. It is thus unusual in being a cross-sectional rather than timeseries analysis. Kubota shows that privatization tends to improve the performance of the incumbent operator, but that an independent regulator and the degree of market competition have mixed or weak effects. Wallsten (2001b) examines the effect of including exclusivity periods (EPs) in 32 telecom privatization sales executed by 28 developing countries between 1987 and 1998. He examines the impact of EPs ﬁrst on the sale price received by the government and then on the post-privatization investment levels of the telecom companies. Other things equal, he ﬁnds that granting an EP more than doubles the price a buyer will pay for a telco, and that extending the EP for additional years also signiﬁcantly raises the sale price. The offsetting effect is that EPs are signiﬁcantly negatively correlated with telecom investment after the sale. EPs also reduce the number of cellular phone subscribers, dampen the growth in the number of payphones provided, and are negatively correlated with international phone trafﬁc after the sale. McNary (2001) compares the relative success of privatization and competition in improving the telecom penetration rates in over 200 countries between 1987 and 1998. He uses pooled time-series regression methods, and controls for both sector characteristics and macroeconomic inﬂuences. He also adjusts for endogeneity between historic ﬁrm performance and the decision to reform. McNary’s results are unique among this group of studies in that he ﬁnds that local ﬁxedline and cellular phone competition have signiﬁcantly positive effects on performance, but that privatization has a signiﬁcant negative relationship with penetration rates. He concludes that the reason for this negative effect is that governments are using privatization primarily as a means to raise revenue rather than to promote economic efﬁciency. Li and Xu (2002) examine the political economy of privatization and liberalization in the telecoms sector using data for 45 countries from 1990 to 1998. They speciﬁcally evaluate whether the degree of democracy and the political power of different interest groups inﬂuences the timing, scale, and method of liberalization chosen. They ﬁnd that countries with stronger pro-reform interest groups—especially urban consumers and the ﬁnancial services sector—are more likely to reform in more democratic countries. Less democratic countries are more likely to maintain the public-sector monopoly when the government beneﬁts from
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 ownership, such as when the ﬁscal deﬁcit is high. Li and Xu conclude that democracy affects the pace of reform by magnifying the voices of interest groups in open societies and by moderating politicians’ discretion in less democratic countries. Wallsten (2002) uses a panel data set with 2,533 observations from 197 countries over the period 1985–1999 to examine whether the sequencing of regulation and privatization impacts the effectiveness of reforms and/or the price that investors are willing to pay for the company. He ﬁnds that, as separate reforms, privatization and establishing an independent regulator both have ambiguous effects on telecom performance, but that combining privatization and regulation yields robust, signiﬁcantly positive results. Establishing an independent regulator before privatization is the best policy combination, since this enhances most measures of sector performance and post-sale investment levels. Having a guaranteed monopoly is valuable to investors and increases the price they will pay, but so does having a regulator in place prior to sale. Wallsten concludes that investors appear willing to pay a higher price for a ﬁrm privatized into an environment with less institutional uncertainty. Fink, Matto and Rathindran (2002) assess the effectiveness of telecom reforms in developing countries using data for 86 such countries over the period 1985– 1999. They ask three speciﬁc questions: (1) What impact do speciﬁc policy changes have on sectoral performance? (2) How is the effectiveness of one policy change impacted by implementation of the others? (3) Does the sequencing of reforms affect performance? The authors ﬁnd that both privatization and competition signiﬁcantly improve sector performance, but that a comprehensive reform program involving both of these policies and an independent regulator produces the largest gains—an 8 percent higher level of mainline penetration and a 21 percent higher level of productivity compared to years of partial or no reform. The sequencing of reforms also matters, with the best performance resulting if competition is introduced before or simultaneously with privatization, rather than after. Fink, Matto, and Rathindran also ﬁnd that autonomous factors, especially the evolution of technology, strongly and positively impact performance. Li and Xu (2003) examine the impact of privatization and competition on telecom sector performance using a panel data set of privatizations from 166 countries between 1981 and 1998 and information on competition from 43 countries between 1990 and 1998. They evaluate the impact of these reforms on output growth, propensity to shed labor, network expansion, total factor productivity, and improvements in labor productivity. They also examine the impact of the method of privatization (SIP versus asset sale) and of granting exclusivity periods. Li and Xu ﬁnd that privatization has a signiﬁcantly positive impact on output growth, network expansion, TFP, and labor productivity and is also associated with more labor shedding. Privatizing via a SIP promotes the development of the mobile phone market. Competition leads to higher employment, higher output, faster network expansion, and higher productivity. Granting EPs reduces, but does not negate, the gains from other reforms. The authors also ﬁnd that competition and privatization are complements, in that competition increases the gains from pri-
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 vatization, and vice versa. They estimate that half of the output growth between 1990 and 1998 is attributable to these two reforms, after controlling for input growth. Taken as a whole, the results of these studies offer clear lessons for academics and policy makers alike. Privatization, competition, and establishing an independent regulator all seem to improve telecom performance if adopted in isolation, though there are often painful trade-offs from single reforms (i.e., privatization may promote efﬁciency, but reduce employment). On the other hand, all of these studies clearly show that adopting a package of reforms—including competition, independent regulation, and privatization—yields economically and statistically signiﬁcant improvements in telecom performance. Furthermore, those studies that examine the inﬂuence of democracy and transparency on the political economy of telecom privatization ﬁnd that openness improves the process of privatization and increases the amount of improvement achieved by the reform program. Electric Utility Privatizations We have already examined several of the electricity privatization studies in earlier sections, and will only recount the key results of these analyses here, before turning to the one important study we have not yet discussed. Table 4.14 summarizes the studies discussed here and in the next section. Newberry and Pollitt (1997) perform a counter-factual analysis of the 1990 restructuring and privatization of the United Kingdom’s CEGB, and document signiﬁcant post-privatization performance improvements. However, they ﬁnd that the producers and their shareholders capture all of the ﬁnancial rewards of this improvement and more, whereas the government and consumers lose out. Pombo and Ramirez (2001) study 33 Colombian power generation plants privatized during the period 1993–1998. They ﬁnd that productive efﬁciency in power production is not systematically related to ownership changes, once other factors are accounted for. The one new electric utility study we discuss is by Zhang, Parker and Kirkpatrick (2002). These authors examine the effects of privatization, competition, and regulation on the performance of the electricity service industry using a panel data set for 51 developing countries. Their econometric techniques are designed to disentangle the separate effects of competition, regulatory change, and ownership change. They ﬁnd that competition has the strongest effect in promoting performance improvement. By itself, competition promotes service penetration, capacity expansion, greater labor efﬁciency, and lower prices for industrial users. The separate effects of privatization and having an independent regulator are insigniﬁcant, except that privatization seems to promote higher capacity utilization. The coexistence of these two reforms (privatization and an independent regulator) is correlated with greater electricity availability, more generation capacity, and higher labor productivity. Their basic conclusion is that privatization and regulation, on their own, do not lead to obvious gains in economic performance, while promoting competition does stimulate performance improvements, irrespective of changes in ownership or regulation.
 
 TABLE
 
 4.14. Summary of Empirical Studies of Privatizations in Infrastructure Industries Other Than Telecommunications Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Newbery and Pollitt (1997)
 
 Perform a cost-beneﬁt analysis of the 1990 restructuring and privatization of the Central Electricity Generating Board (CEGB). Compare the actual performance of the privatized ﬁrms to a counter-factual assuming CEGB remains state owned.
 
 Zhang, Parker, and Kirkpatrick (2002)
 
 Examine effects of privatization, competition, and regulation on the performance of the electricity industry using a panel data set for 51 developing countries. Econometric technique designed to disentangle separate effects of competition, regulatory change, and ownership change.
 
 Saal and Parker (2001)
 
 Examine the productivity and price performance of the privatized water and sewerage companies of England and Wales after the industry is privatized and a new regulatory regime imposed in 1989. Examine joint impact of privatization and new economic regulatory environment on performance. Examine the impact of privatizing water services on the mortality of young children in Argentina. Between 1991 and 2000, 30% of Argentina’s public water companies covering 60% of the population were privatized. Estimate impact of privatization on child morality using three different measures.
 
 The restructuring/privatization of CEGB is “worth it,” in that there is a permanent cost reduction of 5 percent per year. Producers and shareholders capture all this beneﬁt and more. Consumers and the government lose. Also show that alternative fuel purchases involve unnecessarily high costs and wealth ﬂows out of the country. Find that competition has the strongest effect in promoting performance improvement. By itself, competition promotes service penetration, capacity expansion, greater labor efﬁciency, and lower prices for industrial users. Separate effects of privatization and having an independent regulator are insigniﬁcant, except that privatization seems to promote higher capacity utilization. Coexistence of these two reforms is correlated with greater electricity availability, more generation capacity, and higher labor productivity. Basic conclusion: privatization and regulation, on their own, do not lead to obvious gains in economic performance, while promoting competition does stimulate performance improvements, irrespective of changes in ownership or regulation. Find no signiﬁcant evidence that productivity growth, measured by growth in TFP, is improved by privatization—despite reductions in labor usage. Also ﬁnd that increased output prices have outstripped increased input prices, leading to signiﬁcantly higher economic profits after privatization. All three measures show that child mortality falls 5 to 8 percent in areas that privatize their water services. Increased access to and quality of water cause the reduction in mortality. Investment increases, service provision becomes more efﬁcient, and quality improves. The number of people connected to the network increases dramatically, but prices do not.
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 Study
 
 Galiani, Gertler, and Schargrodsky (2001)
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 Water and Sewerage Privatizations All of the studies of water and sewerage privatizations have been discussed earlier in this chapter, so we provide only a brief recap here. Saal and Parker (2003) examine the productivity and price performance of the privatized water and sewerage companies of England and Wales after the industry was privatized and a new regulatory regime imposed in 1989. They document that labor productivity improved signiﬁcantly after privatization, but ﬁnd no evidence that total factor productivity grew as a direct result of the ownership change. They also ﬁnd that increases in output prices have outstripped increased input prices, leading to signiﬁcantly higher economic proﬁts after privatization. Nellis (2003) also cites studies of African water privatizations that were generally perceived as unsuccessful. On the other hand, the evidence on water privatizations in Latin America has been much more positive. With the exception of a failed water privatization in Cochabamba, Bolivia, all of the other national experiences described in McKenzie and Mookherjee (2003) showed striking increases in access to water services (usually achieved without large price increases) and Galiani, Gertler, and Schargrodsky (2002) show that Argentina’s water privatizations not only increased efﬁciency and output but also signiﬁcantly reduced child mortality by increasing access to clean water. Perhaps the best conclusion that can be drawn from all the studies examining the privatization of infrastructure companies is that ownership change tends to promote performance improvements, but that other reforms—especially promoting competition where possible and adopting an effective regulatory regime— are necessary to ensure that efﬁciency gains are achieved and that these gains are shared with consumers.
 
 Summary The 87 studies from nontransition economies discussed in this chapter offer at least limited support for the proposition that privatization is associated with improvements in the operating and ﬁnancial performance of divested ﬁrms. Most of these studies offer strong support for this proposition, and only a handful document outright performance declines after privatization. Almost all studies that examine post-privatization changes in output, efﬁciency, proﬁtability, capital investment spending, and leverage document signiﬁcant increases in the ﬁrst four measures and signiﬁcant declines in leverage. The studies examined here are far less unanimous regarding the impact of privatization on employment levels in privatized ﬁrms. All governments fear that privatization will cause former SOEs to shed workers, and the key question in virtually every case is whether the divested ﬁrm’s sales will increase enough after privatization to offset the dramatically higher levels of per-worker productivity. Three studies document signiﬁcant increases in employment [Galal, Jones, Tandon, and Vogelsang (1992); Megginson, Nash, and van Randenborgh (1994); and Boubakri and Cosset (1998)], but most of the remaining studies document significant—sometimes massive—employment declines. These conﬂicting results could be due to differences in methodology, sample size and make-up, or omitted factors.
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 However, it is more likely that the studies reﬂect real differences in postprivatization employment changes between countries and between industries. In other words, there is no “standard” outcome regarding employment changes. Perhaps the safest conclusion we can assert is that privatization does not automatically mean employment reductions in divested ﬁrms, though this will likely occur unless sales can increase fast enough after divestiture to offset very large productivity gains. Since the empirical studies discussed in this chapter generally document performance improvements after privatization, a natural follow-up question is to ask why performance improves. For utilities, the need to introduce competition and an effective regulatory regime emerges as key, but there is no “silver bullet” answer for what makes privatization successful for ﬁrms in competitive industries. As we will discuss in the next chapter, a key determinant of performance improvement in transition economies is bringing in new managers after privatization. No study explicitly documents systematic evidence of this occurring in nontransition economies, but Wolfram (1998) and Cragg and Dyck (1999a,b) show that the compensation and pay-performance sensitivity of managers of privatized U.K. ﬁrms increases signiﬁcantly after divestment. Studies that explicitly address the sources of post-privatization performance improvement using data from multiple nontransition economies tend to ﬁnd stronger efﬁciency gains for ﬁrms in developing countries, in regulated industries, in ﬁrms that restructure operations after privatization, and in countries providing greater amounts of shareholder protection. In the next chapter, we turn to an examination of research ﬁndings about privatization’s impact in transition economies. Privatization is both more difﬁcult and more all encompassing in these countries than it is in either industrialized or nontransition developing countries. This is because privatization is only part of the massive changes in transition economies as these countries move from communism to more market-oriented methods of allocating resources and organizing production.
 
 5
 
 Empirical Evidence on Privatization in Transition Economies
 
 I
 
 n the middle years of the twenty-ﬁrst century’s ﬁrst decade, it is hard to remember how fundamentally different the world was prior to the collapse of communism in Europe and North Asia a mere 15 years ago. As noted by Fischer (2001), at its peak, nearly half the world lived in economies describing themselves as centrally planned, and the economic and political system of communism was implacably hostile to private ownership and to allowing market forces to allocate economic resources and rewards. The production-oriented communist system was based on strict orders from a central authority, executed through state-owned ﬁrms operating in monopolist industries, and funded by credits from state-controlled banks. Outside of a few, narrowly proscribed areas, private ownership was illegal and consumer demand was ignored. Furthermore, the entire system was militarized, in the sense that the production and resource allocation decisions of an integrated economic union (COMECON) were made principally to support a military alliance (the Warsaw Pact) covering one-sixth of the world’s land mass. The economic system that emerged under communism was so wealth destroying and wasteful that it could be maintained only by pervasive repression. Since rational economic incentives were suppressed whenever these conﬂicted with Marxist ideology, or the political dominance of the Communist party, people could be induced to comply with the system’s demands only through coercion. By the late 1980s, it was obvious that the economic system of communism had failed abjectly, and that only increasingly repressive measures would sufﬁce to maintain the communist political and military system. At critical moments in one country after another, the breaking point was reached when civilized European leaders— even communist ones—simply stopped being willing to kill their own citizens to support a failed ideology. Though communism had been economically bankrupt for many years before the Berlin Wall fell in November 1989, the political collapse this event represented signaled that the people of central and eastern Europe were at last free to rejoin the West, and that the heterogeneous peoples of the former Soviet Union were free to begin a new history. Then what? 154
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 This chapter examines how the 26 countries that emerged from the former Soviet bloc adapted to the new era of political freedom and market economics that emerged after 1989. Given the profound and all-encompassing nature of the changes required to move from a totalitarian political system and a command economy to a democratic society with a market economy, the countries involved in this process have generally been called “transition economies” to reﬂect that they are involved in a massive evolutionary process. China is typically, if awkwardly, included among transition economies, since it is clearly moving away from a command toward a market economy, and we cover its transition experience at the end of this chapter. The ﬁrst section of this chapter provides an overview of the basic political and economic steps that the various transition countries have taken during the past dozen years, and provides an assessment of their overall effectiveness. The second section looks more speciﬁcally at those empirical studies that use multinational samples to examine the effectiveness of privatization in promoting ﬁrm-level restructuring and national economic growth. The next two sections survey countryspeciﬁc privatization studies for, respectively, the nations of central and eastern Europe (CEE) and for the 13 Republics, countries that emerged as sovereign countries after the 1991 break-up of the Soviet Union. Finally, we examine the privatization experience of the “outlier” transition economy: China. This is the one country that has made a truly successful economic evolution away from communism as an economic organizing principle, even though it has retained a communist political system—albeit one far less repressive than in the past.
 
 Overview: The Economic Performance of Transition Economies Since 1989 The collapse of communism in the former Soviet bloc was certainly a liberating event for the people of the countries involved, and one that offered great longterm beneﬁts, but it also promised to be extremely traumatic in the short term. As expected, adopting democratic political institutions and principles proved relatively easy (and popular), but everyone involved understood that dismantling a highly integrated economic system that had been organized along ideological, rather than economic, lines would be extremely disruptive. Every aspect of economic life would have to change, beginning with such basics as the adoption of new currencies, the elimination of guaranteed employment, and the elimination of price controls on virtually all products and services. National central and commercial banking systems needed to be created from the existing mono-bank command and control systems that historically had allocated credit based on a central plan and without regard to project risk and return. Production, sourcing, and distribution arrangements created within the COMECON framework would have to be abrogated and replaced by new relationships resulting from arms-length contracting between consenting parties. Consumers would gain the freedom to purchase goods and services produced anywhere in the world, but would in turn have to earn the wherewithal to pay for these goods and services by competing with workers both in their own countries and those in societies that had been capitalist for many
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 years. Finally, all of these changes would have to be implemented within democratic systems and without using the coercive tools of the former regime. The challenge of designing effective transition policies was made all the more difﬁcult by the lack of a theory to guide the practical process of transition. Havrylyshyn (2001) points out that in the early 1990s there were theories of capitalism and theories of socialism, but no theories explaining how to move from socialism to capitalism. Kornai (1993) highlights two changes that are needed during transition: forcing a move from a sellers’ market to a buyers’ market through price liberalization, and enforcing a hard budget constraint through privatization and the elimination of various support mechanisms. These changes provide the two principal incentives for proﬁt maximizing market behavior by all economic agents. Blanchard (1997) deﬁnes the core processes of actual transition similarly as comprising two elements: reallocating resources from old to new activities and restructuring within surviving companies. It now seems clear that policy makers had a good understanding of what needed to be done during the initial phases of transition, but they were far less certain about how best to proceed. It is not that policy makers lacked for advice or ideology. Many of the early leaders of transition states were committed to as rapid a transition as possible, almost regardless of social and economic cost, and the governing ideology of the day supported this objective. This was the set of policies that quickly became known as the “Washington Consensus” because it was strongly supported both by the American government (and most U.S. academics) and by the multilateral institutions headquartered in Washington, especially the World Bank and IMF. As described in Svejnar (2002), the Washington Consensus stressed (1) the need for complete price liberalization, (2) opening the economy up to both free trade and free capital ﬂows, (3) macroeconomic stabilization, (4) the rapid dismantling of communist economic institutions, and (5) complete privatization as rapidly as possible. Though virtually all observers believed these reforms were desirable, there was far less consensus regarding whether the reforms should be implemented in stages or all at once. These two competing approaches quickly became known as the “Big Bang” and “gradualist” strategies, with the former being promoted by those who favored rapid and complete changes and the latter by those who favored a slower pace of change out of concern for the social costs involved. This debate has ﬂared repeatedly over the past 15 years, and we now turn to a more complete discussion of the costs and beneﬁts of each strategy. The Choice Between Big Bang and Incremental Reforms Perhaps the key decision all governments faced at the start of the transition process was how rapidly to pursue the goals of economic and political transformation. While there was near universal agreement regarding the ultimate goals of reform— to create democratic, capitalist societies on the western European model—there was little consensus as to the best method and pace of adopting the reforms needed to achieve these goals. Most supporters of the Washington Consensus believed that delaying reforms, or adopting partial reforms, simply provided an opening for re-
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 actionary elements to exploit in order to stall or reverse the transition process. These observers felt that the only way to make political and economic changes irreversible was to implement them completely and all at once. Though the transition would obviously be costly, it was best to take this “shock therapy” approach and allow the economy and society to adapt and recover as rapidly as possible. The followers of the Big Bang approach were clearly in the ascendancy early in the transition process, and there is both anecdotal and empirical support for their position. In particular, Berg, Borensztein, Sahay, and Zettelmeyer (1999) ﬁnd that the countries that adopted shock therapy did in fact begin to recover lost economic output much sooner than did countries which opted for a delayed and drawn-out reform agenda. Additionally, many reformers felt that the period of “extraordinary politics” that followed the collapse of communist power in most countries offered a window for making major changes that might well close very quickly. The fear of a reaction from conservative or nationalist parties was especially prevalent in Russia, and this fear largely explains why reformers adopted rather dubious methods of implementing reforms, especially privatization. Nellis (1999) and others also conclude that rapid transition was necessary, based on an analysis of the political weakness of many transition governments—again, especially Russia and the former Soviet republics. All too often, reform delayed became reform denied. On the other hand, the supporters of the gradualist approach also make a strong case that their approach could have yielded better long-run results, and at far lower social cost than shock therapy. The foremost proponent of the gradualist, or “evolutionary institutionalist,” approach is Gerard Roland, and this section draws heavily on his writings. Roland (2002) points out that reformers seeking to engineer major societal changes face two types of political constraints. First, ex ante constraints are feasibility constraints that can block decision making and prevent reforms from being adopted. The second set of ex post constraints are related to backlash and policy reversal after policies have been implemented and outcomes observed. The political economy of reform can be viewed as an issue of how to get reforms enacted in the ﬁrst place, which involves relaxing the ex ante political constraints, and then how to have the reforms stay in place, which means relaxing the ex post political constraints. Roland feels the best way to create irreversibility of reforms is usually to design reform packages that are properly sequenced and that employ compensating transfers so as to create broad public support. One of the principal fears expressed almost universally at the beginning of transition was that adopting a gradual restructuring process—and in particular, delaying full privatization—would prompt incumbent SOE managers to begin systematically stripping assets from the companies they controlled. This was assumed to be rational behavior for managers, since they held extremely uncertain property rights and had no guarantee that pursuing value-maximizing strategies would redound to their personal beneﬁt after a change in company ownership. Events in many countries justiﬁed these fears. Inadequate legal protections in the Czech Republic led to widespread “tunneling” by managers, where corporate wealth was dishonestly, though quite legally, transferred from state-owned and pri-
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 vatized enterprises to newly created private companies through non-arms-length selling strategies and other extractive techniques. These strategies are described in Johnson, La Porta, Lo´pez-de-Silanes, and Shleifer (2000). Insider privatization also led to massive asset stripping in Russia and many of the republics, as described by Black, Kraakman, and Tarassova (2000). On the other hand, experience showed that asset stripping is not an inevitable result of a gradualist approach, assuming that other steps—particularly macroeconomic stabilization and some legal reforms—are adopted quickly. Roland and Sekkat (2000) present a theoretical model explaining how career concerns may induce managers of SOEs to restructure their ﬁrms once the transition process is launched and a managerial labor market begins to emerge. Under socialism, SOE managers cannot be induced to pursue value-maximizing restructuring policies because of the “ratchet effect” that inevitably results from government’s monopsony position as an employer of managers. If a manager does in fact improve his or her ﬁrm’s performance, the government overseer will simply ratchet up the manager’s quota for the next period. Once an open market for managerial talent emerges during the transition process, however, reputational considerations do impart to SOE managers the proper incentive to restructure their ﬁrms—and to refrain from asset stripping. Even partial privatization gives the best SOE managers an outside employment opportunity, and thus an inducement to restructure. Roland (2001) buttresses his case for gradualism by noting that several of the results of Big Bang reform policies were unpleasant surprises. In particular, he notes that the following outcomes were not predicted by the proponents of shock therapy who designed and implemented most of the early reform packages: (1) the huge output fall that typically accompanied price liberalization; (2) the continuous economic decline in Russia and other countries of the former Soviet Union (FSU), and the divergence between the performance of CEE and FSU countries; (3) the extent of insider privatization; (4) the fact that restructuring occurred in many SOEs despite fears of widespread asset stripping before privatization; (5) the extent of the development of the Maﬁa in many transition economies, especially Russia; (6) the breakup of several countries [the U.S.S.R., Yugoslavia, Czechoslovakia] and the rise of secessionist tendencies in many others; and (7) the huge success of Chinese economic reforms. A disinterested reader may well conclude that many of these surprises were unavoidable, and it is far from certain that a gradualist approach would not have yielded a different, but equally unpleasant set of surprises. However, no one can argue with Roland’s assertion that output and employment took an enormous hit in all transition economies (except China) in the years immediately after the Berlin Wall fell, as we now document.
 
 The Collapse and Subsequent Recovery of Output and Employment Svejnar (2002) presents the best overall assessment of how (and why) output declined so precipitously in transition economies after 1989, and we draw heavily on his work in this section. Figure 5.1, which we reproduce directly from his
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 5.1. The evolution of aggregate output in twelve central and eastern European transition economies after 1989. Source: William Davidson Institute data as depicted in Figure 1 of Svejnar (2002).
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 study, shows the evolution in output for 12 CEE transition economies between 1989 and 2001. Figure 5.2 similarly describes the course of employment in these countries over the same period. As can be seen, all these transition economies experienced very large output declines, ranging from 13 to 25 percent in most CEE countries to over 40 percent for the Baltic states to approximately 45 percent for Russia and even more for the former Soviet republics. Within three years, recovery began in the CEE countries, and this accelerated as the 1990s wore on. By 2000, the CEE countries were growing at 4 to 5 percent per year—not Asian Tiger speed, but certainly faster than most developed and developing economies. While the collapse in output immediately after transition began proved temporary in many CEE countries, the downturn was much deeper and longer lasting in many other countries, particularly Russia and most of the republics. Although the reason for this divergence in output growth between CEE and FSU has not been fully explained empirically, several studies conclude that the countries that were unwilling or unable to make necessary structural reforms fared the worst [Berg, Borensztein, Sahay, and Zettelmeyer (1999); Havrylyshyn (2001); Zinnes, Eilat, and Sachs (2001); Svejnar (2002)]. This certainly corresponds to the stylized facts that the FSU countries were strikingly unsuccessful at implementing any signiﬁcant reforms, other than “privatizing” some state assets through nontransparent auctions. Furthermore, Roland (2001), Fischer (2001), and Svejnar (2002) all emphasize that countries that launched mass (voucher) privatization programs without adequate legal protections for investors experienced the most negative results.
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 5.2. The evolution of employment in twelve central and eastern European transition economies after 1989. Source: William Davidson Institute data as depicted in Figure 3 of Svejnar (2002).
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 Accompanying the steep decline in output in all transition economies (except China) was an even sharper drop in employment. Under communism, the joke for workers had always been that “we pretend to work and the state pretends to pay us.” Nonetheless, formal unemployment was essentially unheard of. This changed immediately after reforms were adopted and the drop in employment was sharpest in those countries that embraced Big Bang reforms most ardently— though these were also the countries where employment rebounded the soonest and most vigorously. Svejnar (2002) concludes that SOEs rapidly cut employment and real wages and that restructuring led inevitably to an initial decline in labor productivity, as output fell faster than employment. By the mid-1990s, unemployment had reached double digits in all the transition economies of the former Soviet bloc except the Czech Republic, where an efﬁcient labor market reallocated workers to rapidly growing new enterprises relatively quickly. These new enterprises, in fact, have been the source of virtually all of the new jobs created in transition economies since reforms began [Havrylyshyn and McGettigan (1999)]. By the late 1990s, unemployment had stabilized in all but a few countries, though the cumulative loss of jobs had reached 20 percent or more in Slovakia, Romania, Latvia, Estonia, Hungary, and Bulgaria. Employment fell less dramatically in Russia and the republics only because enterprises there were slower to lay off workers. By any standard, a 15 to 30 percent decline in employment within a short period of time would be considered catastrophic, and this was even harder
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 to bear in societies that had not experienced the employment vicissitudes of a market economy for several decades. Furthermore, Svejnar (2002) documents that inequality, as measured by the Gini Coefﬁcient, also increased dramatically during transition (albeit from a low initial level), and reached its highest point in Russia and Ukraine. The Paramount Importance of Structural Reform in Promoting Economic Growth As noted above, all of the former Soviet bloc countries faced a pressing need to make major structural reforms in many areas of economic and political life in order to transition to market economies. Several observers have categorized the types of reforms that needed to be adopted; we rely in this section primarily on the classiﬁcations offered by Svejnar (2002) and Zinnes, Eilat, and Sachs (2001). Svejnar discusses Type I and Type II reforms. Type I reforms involve macroeconomic stabilization, price liberalization, the dismantling of communist economic institutions, and the adoption of restrictive monetary and ﬁscal policies and initial devaluation of a currency, followed by adoption of a ﬁxed exchange rate. Additional steps included eliminating subsidies and promoting restructuring of state ministries and SOEs. Most countries adopted at least some of the Type I reforms, and these proved relatively successful and sustainable in the CEE countries—but much less so in the FSU. Type II reforms involve the development of laws, regulations, and institutions critical to a market economy, the privatization of large SOEs, establishing a commercial legal system and institutions, banking reform (breaking up and restructuring the mono-bank system), labor market deregulation, and other microeconomic issues. Zinnes, Eilat, and Sachs (2001) present a similar list of structural reforms that they call OBCA, after the ﬁrm’s objective function (O), its budget constraint (BC), and the principal-agent problems (A) the ﬁrm faces. These focus on the need to promote effective corporate governance and prudential regulation, hardening of the budget constraints of SOEs, and promoting effective managerial oversight. The transition economies faced a pressing need to restructure both at the societal and ﬁrm levels. At the national level, this generally implied the need to pass new laws and, more critically, to develop effective institutions and enforcement mechanisms to enforce these laws. It also required governments to reform the nation’s ﬁnancial sector so that SOEs truly faced hard budget constraints. Imposing a hard budget constraint proved to be the single most difﬁcult reform for almost all the transition economies, and it was one that few countries met in the early years. The reason is simple: imposing a hard budget constraint required demanding repayment of credits extended to delinquent ﬁrms, and cutting off additional credit to companies that could not compete in the new environment. Since every incentive under socialism had been toward inefﬁcient and excessive use of labor in production processes, the shift to product and capital market competition left almost all SOEs woefully overstaffed, undercapitalized, and utterly bereft of the skills (product design, consumer research, marketing, and distribu-
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 tion) needed to compete with either Western ﬁrms or newly created domestic companies. Therefore, imposing a hard budget constraint meant that large swathes of the state-owned sector would be cut off from ongoing ﬁnancing and would have to cease operations. For this reason, “restructuring” came to be seen as a code word for massive labor-force reductions and company closures, and many transition economies tried to soften the blow by retaining state inﬂuence (or control) over banks. This enabled the new governments to ensure an ongoing ﬂow of credit to the weakest stateowned and privatized companies. The net result of this ongoing state interference in bank credit policies was, however, invariably disastrous. Despite repeated “onetime” recapitalizations of state-controlled banks, by the end of the 1990s, many of the largest banks in the CEE countries had failed—and then were sold to Western banks. Furthermore, since state-owned operating companies had never been forced to effectively restructure, many ended the decade even weaker than at the start of the transition process. Restructuring was also severely hampered by the lack of established bankruptcy courts and procedures for forcing debtor ﬁrms to repay their debts or be liquidated. Numerous empirical studies have employed multinational samples to examine the determinants of national economic performance during the ﬁrst decade of transition. These studies are discussed in detail below, but we make one key point here. Though these studies differ signiﬁcantly in many ways, all reach the same conclusion regarding the key driver of success: those countries that most successfully implement major structural reforms achieve the highest economic growth rates, whereas countries that fail to implement structural reforms continue to fall further and further behind the leading transition economies. The survey articles of Djankov and Murrell (2002), Roland (2001), and Fischer (2001) reach the same conclusion. Unfortunately, the major reforms that yield the largest long-term payoff are also the ones that are the most difﬁcult to achieve and that involve the highest short-term social cost. An Overall Assessment: Was Reform Worthwhile? Fifteen years have now passed since the Berlin Wall fell, and even the most delinquent governments began the transition process over a dozen years ago. So what is the overall assessment of transition in the CEE and FSU countries? Given the pain and dislocation that have resulted from the massive reform processes of the past dozen years, it is logical to ask: What has been achieved and was it worth it? Several commentators have offered their assessments. Fischer (2001) concludes that reform is most advanced in the privatization of small-scale enterprises, the elimination of price controls, and the liberalization of foreign trade and exchange. Less has been achieved in the regulation and supervision of ﬁnancial sectors, enterprise restructuring, and reform of governance in the public and private sectors. Havrylyshyn (2001) notes that the least resolved debate, about the timing and sequencing of institutional reforms, is arguably the most important. His survey of empirical studies concludes that (1) stabilization is a necessary condition for re-
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 covery; (2) there is a strong and positive relationship between economic performance and liberalization and adopting structural reforms; (3) initial conditions do seem to matter, but the speciﬁc impact is unclear; (4) institutions matter, and their importance grows over time; and (5) traditional factor inputs (investment) do not seem to matter. Svejnar (2002) provides both an economic and a quality-of-life assessment of the transition experience. At the economic level, he concludes that the performance of former Soviet bloc economies has been disappointing, and the farther east one looks, the worse the performance. The CEE countries performed better for a variety of reasons, including the physical proximity and historical ties to western Europe and because these countries were in a transition “tournament” with each other to attract Western investment and trading relationships. He also concludes that large-scale privatization can be handled in various ways, or even delayed, as long as SOEs face the discipline of needing to earn their own way— and as long as new ﬁrms can appear through new creation, the breakup of existing ﬁrms, and foreign investment. Svejnar’s noneconomic assessments of the transition experience are perhaps even more interesting than his economic assessments. He examines life expectancy, fertility rates, marriage and divorce rates, and other measures of standard of living and he concludes that quality of life improved moderately in the CEE countries and slightly in the Baltic states. Quality of life remained the same in the (nonwar) Balkans and declined in the FSU. Fertility rates plummeted throughout the region—falling to barely 1.1 births per woman in the Baltic states—while divorce and marriage rates moved closer to western European standards (fewer marriages and more frequent divorces). Surveys of the attitudes of citizens in transition economies suggest that a majority think the political changes were worthwhile, but most also think that the economic and social losses during transition outweighed the gains. Rather than ask whether transition was “worth the pain,” it might be wiser to ask a corollary question instead: Could the beneﬁcial reforms have been adopted and executed more effectively and less painfully? Roland (1994, 2001, 2002) would certainly answer afﬁrmatively, by asserting that a gradualist approach would have yielded superior results at lower cost. Commentators such as Black, Kraakman, and Tarassova (2000) and Stiglitz (1999) would now agree with Roland. Others, such as Nellis (1999) and Shleifer (1997, 1998), would argue that there was no real alternative to shock therapy coupled with a rapid move toward privatization, given the fractured nature of the political process in post-communist states and the inevitability of a painful transition no matter how it was sequenced. Though sympathetic to both camps, I personally am not convinced that there was any real alternative to a rapid and painful transition. Given the awful state of most SOEs after the collapse of communism, and the massive social, political, and economic changes required for these countries to become viable capitalist democracies, it is very hard to honestly envision a transition process that could have been equally successful but less painful.
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 Privatization’s Impact on Economic Performance in Transition Economies Anyone surveying the privatization literature is immediately struck by the huge number of empirical and survey articles that examine in some way the impact of privatization on economic performance in transition economies. As examples, Djankov and Murrell (2002) cite over 100 academic studies in their survey paper on transition economics, and we cite over 70 articles even in this, much more narrowly focused chapter. In one sense, this is quite strange. After all, the 26 countries of the former Soviet bloc represent a fairly small, and shrinking, share of global GDP—perhaps 10 percent at most—and the experience of the transition economies is seemingly so unique as to offer little in the way of general economic insight. On the other hand, the academic fascination with transition economies is less surprising once one accounts for the massive experiment that transition represents, and the fact that policy makers in many nations are seeking guidance to develop workable policies that yield transformational results at an acceptable shortterm cost. In any case, we are faced with the challenge of efﬁciently synthesizing several dozen directly relevant empirical studies that in some way examine privatization in the transition countries. Djankov and Murrell (2002) cite 37 studies examining privatization’s impact in transition economies, and several new studies have been generated since their survey was published. The task of synthesizing privatization studies is complicated by the fact that while all the studies we survey examine privatization in some way, many do so only as one aspect of the reform agenda, while others make privatization the principal empirical focus of analysis. Furthermore, the transition countries employed varying methods of privatizing SOEs, including asset sales (Hungary and East Germany), voucher privatizations (the Czech Republic and early Polish divestitures), “spontaneous privatizations” (Slovenia), share offerings (later Polish sales), or a combination of techniques. Studies also cover differing event periods during the 1990s, employ differing empirical methodologies, and ask somewhat different questions—though all directly or indirectly ask how privatization impacts ﬁrm-level operating performance. Additionally, all of these studies must contend with the fact that output typically fell dramatically in every central and eastern European country during the period immediately after the collapse of socialism in 1989–1991 though, as noted earlier, output generally snapped back smartly in the CEE. Many very good empirical studies use samples drawn from multiple countries, while other studies focus more speciﬁcally on a single country. Since there is no obviously superior organizing principle, we adopt the following strategy. In the ﬁrst section below, we survey nine studies that employ multinational samples of privatized, state-owned, and newly created enterprises to determine the overall effectiveness of private ownership in promoting superior economic performance. Subsequent sections examine a broader group of studies to determine the speciﬁc impacts of ownership structure and competition on the performance of ﬁrms in
 
 Privatization in Transition Economies 165
 
 transition economies. The fourth section then surveys a large group of countryspeciﬁc empirical studies, beginning with the countries of central and eastern Europe and the former Soviet Union. As has been our policy in discussing empirical evidence throughout this book, we ﬁrst present basic details about each of the key empirical studies, and then summarize (and evaluate) the primary results of all the studies at the section’s end. Furthermore, we present the studies in the chronological order they were written, both because this is how the literature itself developed and because it allows the reader to trace the evolution of intellectual thought over time and to see how practical experience helped guide the work of researchers. Transition economics is very much a work in progress, and the questions that researchers ask—and the tools they have available to address these questions—will be much different in 2004 than in 1994. Though this methodical approach is defensible, general (nonacademic) readers may ﬁnd it excessively tedious, and so are invited to skip directly to the summaries at the end of each section. Multinational Empirical Studies of Privatization We begin by presenting the key details of nine multinational empirical studies. These are summarized in table 5.1. As can be seen, the coverage ranges from three studies that focus exclusively on the transition experience in the Czech Republic, Hungary, and Poland to three studies employing data from 24 or more transition economies. We begin with the three Czech-Hungarian-Polish studies and then progress to the studies encompassing all the transition economies. THE CZECH REPUBLIC , HUNGARY , AND POLAND
 
 Frydman, Gray, Hessel, and Rapaczynski (1999) compare the performance of privatized and state-owned ﬁrms in the “Big Three” transition economies of central Europe, and ask the question, “When does privatization work?” They examine the inﬂuence of ownership structure on performance using a sample of 90 state-owned and 128 privatized Czech, Hungarian, and Polish companies and employ panel data regression methods to isolate ownership effects. They ﬁnd that privatization “works,” but only when the ﬁrm is controlled by outside owners (other than managers or employees). Privatization adds over 18 percentage points to the annual growth rate of a ﬁrm sold to a domestic ﬁnancial company, and 12 percentage points when sold to a foreign buyer. Privatization to an outside owner also adds about nine percentage points to productivity growth. Further, the gains from privatization do not come at the expense of higher unemployment, since insidercontrolled ﬁrms are much less likely to restructure, but outsider-controlled ﬁrms grow faster. Their study shows the importance of entrepreneurship in reviving sales growth. Frydman, Gray, Hessel, and Rapaczynski (2000) examine whether the imposition of hard budget constraints is alone sufﬁcient to improve corporate performance. Employing a sample of 216 Czech, Hungarian, and Polish ﬁrms, split among state-owned (31 percent), privatized (43 percent), and private (26 percent)
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 5.1. Summary of Multinational Empirical Studies of Privatization in the Transition Economies of Central and Eastern Europe
 
 Study Pohl, Anderson, Claessens, and Djankov (1997)
 
 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
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 Compare the extent of restructuring achieved by over 6,300 priPrivatization dramatically increases restructuring likelihood and success. vate and state-owned ﬁrms in seven eastern European countries Firm privatized for 4 years will increase productivity 3–5 times more during 1992–1995. Use 6 measures to examine which restructhan a similar SOE. Little difference in performance based on method of turing strategies improve performance the most. privatization, but ownership and ﬁnancing effects impact restructuring. Frydman, Gray, Hessel, Compare the performance of privatized and state-owned ﬁrms in Privatization “works,” but only when ﬁrm is controlled by outside owners (other than managers or employees). Privatization adds over 18 perand Rapaczynski the transition economies of central Europe, and asks the quescentage points to the annual growth rate of a ﬁrm sold to a domestic (1999) tion “When does privatization work?” Examine inﬂuence of ﬁnancial company, and 12 percentage points when sold to a foreign ownership structure on performance using a sample of 90 statebuyer. Privatization to an outside owner also adds about 9 percentage owned and 128 privatized companies in the Czech Republic, points to productivity growth. Further, gain does not come at the exHungary, and Poland. Employ panel data regression methods to pense of higher unemployment; insider-controlled ﬁrms are much less isolate ownership effects. likely to restructure, but outsider-controlled ﬁrms grow faster. Show the importance of entrepreneurship in reviving sales growth. Berg, Borensztein, Sa- Using macroeconomic data from 26 transition countries for 1990– Results point to the preeminence of structural reforms over both initial conditions and macroeconomic variables in explaining cross-country hay, and Zettelmeyer 1996, examine relative roles of macroeconomic variables, struc(1999) tural policies, and initial conditions in explaining the large obdifferences in performance and the timing of recovery from the sharp served differences in output performance after transition began. recession that hit every transition economy in the early 1990s. Frydman, Gray, Hessel, Examine whether the imposition of hard budget constraints alone Find privatization alone adds nearly 10 percentage points to the revenue growth of a ﬁrm sold to outside owners. Most important, ﬁnd that the and Rapaczynski are sufﬁcient to improve corporate performance in the Czech threat of hard budget constraints for poorly performing SOEs falters, (2000) Republic, Hungary, and Poland. Employ a sample of 216 ﬁrms, since governments are unwilling to allow these ﬁrms to fail. The brunt split between state-owned (31%), privatized (43%), and private of SOEs’ lower creditworthiness falls on state creditors. (26%) ﬁrms.
 
 Frydman, Hessel, and Rapaczynski (2000)
 
 Examine whether privatized central European ﬁrms controlled by outside investors are more entrepreneurial—in terms of ability to increase revenues—than ﬁrms controlled by insiders or the state. Study employs survey data from a sample of 506 manufacturing ﬁrms in the Czech Republic, Hungary, and Poland.
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 Document that all state and privatized ﬁrms engage in similar types of restructuring, but that product restructuring by ﬁrms owned by outside investors is signiﬁcantly more effective, in terms of revenue generation, than by ﬁrms with other types of ownership. Conclude that the more entrepreneurial behavior of outsider-owned ﬁrms is due to incentive effects, rather than human capital effects, of privatization—speciﬁcally greater readiness to take risks. Regardless of performance measure employed, ﬁnd that economic perZinnes, Eilat, and Sachs Employ a unique panel data set of macroeconomic, ownership formance gains come only from deep privatization—meaning that (2001) structure, and indicator variables measuring the depth and change-of-title reforms yield economic gains only after key institutional breadth of reform and privatization for 24 transition countries and agency-related reforms have exceeded certain threshold levels. By to determine whether “change of ownership” (privatization) themselves, change-of-title reforms never have a signiﬁcant impact on alone is enough to promote improved economic performance performance, but the higher the OBCA level a country has, the more over the period 1990–1998, or whether “deep privatization” inpositive is the impact of an increase in change of title on economic volving improved corporate governance, enhanced prudential performance. While ownership matters, institutions matter just as regulation, and hardening of budget constraints is also required. much. Develop an OBCA indicator variable for each country measuring the breadth and depth of reforms, and include this variable in regressions. Use four measures of economy-wide macroeconomic performance as dependent variables. Carlin, Fries, Schaffer, Use data from a 1999 survey of 3,305 ﬁrms in 25 transition coun- Find that competition has an important and nonmonotonic effect on the growth of sales and labor productivity, with performance improving and Seabright (2001) tries to examine the factors that promote restructuring by ﬁrms more for ﬁrms facing 1–3 competitors than for monopolists (oneand enhance subsequent performance—as measured by growth fourth of SOEs face no competition for their main products in their doin sales and in sales per employee over a 3-year period. Survey mestic markets) or ﬁrms facing many competitors. Controlling for other includes about 125 companies from each of the 25 countries, factors, ﬁnd no signiﬁcant relationship between privatization and perwith larger samples from Poland and Ukraine (200⫹ ﬁrms) and formance. Newly created ﬁrms generally outperform all other categoRussia (500⫹ ﬁrms). Just over one-half were newly established ries. Old ﬁrms (privatized and SOEs) are much more likely to cut emﬁrms, 8% were privatized to insiders, 22% privatized to outsidployment than new entrants, but authors ﬁnd some evidence that ers, and 16% remained state owned. private ﬁrms (new entrants and privatized) are more likely to engage in new product development. Overall, ﬁnd competition to be a more powerful inﬂuence on performance than ownership, per se. (continued )
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 Study
 
 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Find that (1) competitive pressure (measured by market structure) is associated with higher productivity in all three countries; (2) increased import penetration is positively associated with performance in Poland, but negatively in Bulgaria and Romania; (3) competitive pressure has stronger effects in private ﬁrms and privatization is associated with higher performance in more competitive sectors; (4) privatization is associated with better ﬁrm performance and privatized ﬁrms outperform SOEs in all three countries. Overall, ﬁnd there are complementarities between competitive pressure and ownership. Claessens and Djankov Examine changes in the performance of 6,354 privatized and state- Find that privatization is associated with signiﬁcantly increased sales and productivity growth and, to a lesser extent, with fewer job losses. In six (2002) owned ﬁrms in seven transition economies over the 1991–1995 of seven countries, privatized ﬁrms show higher sales growth or smaller period, and test whether privatization improves performance (as declines in sales than SOEs, and privatized ﬁrms reduce their sales measured by increased sales and labor productivity). Sample inforces by an average 6.11% versus 7.42% for SOEs (signiﬁcant differcludes all manufacturing ﬁrms that are registered as state ence). Positive effect of privatization is stronger in economic magnitude owned in 1991 and have more than 25 employees. Have full and statistical signiﬁcance as the time elapsed since privatization inbalance sheet and income statements for 1992–1995, and concreases. struct panel data showing evolution of ownership over period.
 
 Angelucci, Estrin, Konings, and Zolkiewski (2001)
 
 Analyze the effect of ownership and competition on ﬁrm performance, measured by total factor productivity (TFP), in three transition economies for years 1994–1998. Use reported company accounts data for 1994 and 1998 for 17,570 Polish, and for 1997–1998 for 1,500 Bulgarian and 2,047 Romanian companies. Test whether private foreign-owned ﬁrms outperform private domestic companies, and whether these both outperform SOEs.
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 ﬁrms, they ﬁnd privatization alone adds nearly 10 percentage points to the revenue growth of a ﬁrm sold to outside owners. Most important, they ﬁnd that the threat of hard budget constraints for poorly performing SOEs falters, since governments are unwilling to allow these ﬁrms to fail and thus channel additional credit to the SOEs from state-controlled banks. The brunt of SOEs’ lower creditworthiness thus falls on state creditors—and ultimately the country’s taxpayers. Frydman, Hessel, and Rapaczynski (2000) examine whether privatized Czech, Hungarian, and Polish ﬁrms controlled by outside investors are more entrepreneurial, in terms of their ability to increase revenues, than ﬁrms controlled by insiders or the state. Their study employs survey data from a sample of 506 manufacturing ﬁrms, and they document that all state-owned and privatized ﬁrms engage in similar types of restructuring, but that product restructuring by ﬁrms owned by outside investors is signiﬁcantly more effective, in terms of revenue generation, than by ﬁrms with other types of ownership. They conclude that the more entrepreneurial behavior of outsider-owned ﬁrms is due to incentive effects, rather than human capital effects, of privatization—speciﬁcally, the greater readiness of outsiders to take risks. OTHER CEE COUNTRIES
 
 Pohl, Anderson, Claessens, and Djankov (1997) compare the extent of restructuring achieved by over 6,300 private and state-owned ﬁrms in seven eastern European countries during the period 1992–1995. They use six measures to examine which restructuring strategies improve performance the most. They ﬁnd that privatization dramatically increases the likelihood and success of ﬁrm-level restructuring. On average, a ﬁrm privatized for four years will increase productivity 3–5 times more than a similar SOE. The authors ﬁnd little difference in performance based on the method of privatization, but ownership and ﬁnancing effects do signiﬁcantly impact restructuring. Angelucci, Estrin, Konings, and Zolkiewski (2001) analyze the effect of ownership and competition on ﬁrm performance, measured by TFP, in three transition economies for the years 1994–1998. They use reported company accounts data for 1994 and 1998 for 17,570 Polish ﬁrms, and for 1997–1998 data for 1,500 Bulgarian and 2,047 Romanian enterprises to test whether private foreign-owned ﬁrms outperform private domestic companies, and whether these both outperform SOEs. They ﬁnd that (1) competitive pressure (measured by market structure) is associated with higher productivity in all three countries; (2) increased import penetration is positively associated with performance in Poland, but negatively so in Bulgaria and Romania; (3) competitive pressure has stronger effects in private ﬁrms and privatization is associated with higher performance in more competitive sectors; (4) privatization is associated with better ﬁrm performance and privatized ﬁrms outperform SOEs in all three countries. Overall, they ﬁnd there are complementarities between competitive pressure and ownership. Claessens and Djankov (2002) examine changes in the performance of 6,354 privatized and state-owned ﬁrms in seven transition economies over the period 1991–1995, and test whether privatization improves performance (as measured by
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 increased sales and labor productivity). Their sample includes all manufacturing ﬁrms that are registered as state-owned in 1991 and have more than 25 employees. They obtain full balance sheet and income statements for 1992–1995, and construct a panel data set showing the evolution of ownership over this period. They ﬁnd that privatization is associated with signiﬁcantly increased sales and productivity growth and, to a lesser extent, with fewer job losses. In six of seven countries, privatized ﬁrms show higher sales growth or smaller declines in sales than SOEs, and privatized ﬁrms reduce their sales forces by an average 6.11 percent, which is signiﬁcantly lower than the 7.42 percent decline in employment for SOEs. The positive effect of privatization is stronger in economic magnitude and statistical signiﬁcance as elapsed time since privatization increases. ALL TRANSITION COUNTRIES
 
 Berg, Borensztein, Sahay, and Zettelmeyer (1999) use macroeconomic data from 26 transition countries for 1990–1996 to examine the relative roles of macroeconomic variables, structural policies, and initial conditions in explaining the large observed differences in output after transition began. They speciﬁcally test whether countries that adopt Big Bang reforms early experience both sharper initial output declines and much quicker recoveries than do countries that delay radical reforms. Their results point to the preeminence of structural reforms over both initial conditions and macroeconomic variables in explaining cross-country differences in performance and the timing of recovery from the sharp recession that hit every transition economy in the early 1990s. Zinnes, Eilat, and Sachs (2001) seek to determine whether “change of ownership” (privatization) alone is enough to promote improved economic performance in transition economies or whether “deep privatization” involving improved corporate governance, enhanced prudential regulation, and hardening of budget constraints are also required. They employ a unique panel data set of macroeconomic, ownership structure, and indicator variables measuring the depth and breadth of reform and privatization for 24 transition countries over the period 1990–1998, and develop an OBCA indicator variable for each country measuring the breadth and depth of reforms. They include this indictor variable in their regressions, and also use four measures of economy-wide macroeconomic performance as dependent variables. Regardless of the performance measure employed, they ﬁnd that economic performance gains come only from deep privatization— meaning that change-of-title reforms yield economic gains only after key institutional and agency-related reforms have exceeded certain threshold levels. In isolation, change-of-title reforms never have a signiﬁcant impact on performance, but the higher the OBCA level a country has, the more positive is the impact of an increase in degree of title change (privatization) on economic performance. While ownership matters, institutions matter at least as much. Carlin, Fries, Schaffer, and Seabright (2001) use data from a 1999 survey of 3,305 ﬁrms in 25 transition countries to examine the factors that promote restructuring by ﬁrms and enhance subsequent performance, as measured by growth in
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 sales and in sales per employee over a three-year period. Their survey includes about 125 companies from each of the 25 countries, with larger samples from Poland and Ukraine (200⫹ ﬁrms) and Russia (500⫹ ﬁrms). Just over one-half were newly established ﬁrms, 8 percent were privatized to insiders, 22 percent were privatized to outsiders, and 16 percent remained state-owned. They ﬁnd that competition has an important and nonmonotonic effect on the growth of sales and labor productivity, with performance improving more for ﬁrms facing one to three competitors than for monopolists (one-fourth of SOEs faced no competition for their main products in their domestic markets) or ﬁrms facing many competitors. Controlling for other factors, they ﬁnd no signiﬁcant relationship between privatization and performance. Furthermore, newly created ﬁrms generally outperform all other categories. Old ﬁrms (privatized and SOEs) are much more likely to cut employment than new entrants, but private ﬁrms (new entrants and privatized) seem more likely to engage in new product development. Overall, they ﬁnd competition to be a more powerful inﬂuence on performance than ownership, per se. Privatization and Ownership Structure: Are All Owners Equally Beneﬁcial? In nontransition economies, the empirical evidence with respect to the identity of a privatized ﬁrm’s new owners is unambiguous. Private ownership is better than continued state ownership, concentrated private ownership is better than diffuse ownership, and foreign ownership is generally better than domestic ownership. Further, there are relatively few cases in OECD or developing countries where employees ended up owning a sizable stake in privatized ﬁrms, so the importance of insider privatization hasn’t been great. However, in transition economies, the identity of a ﬁrm’s new owners is far more important and the impact of different post-privatization ownership structures on subsequent ﬁrm performance is much greater than in nontransition economies. Many studies examine the importance of ownership structure in explaining ﬁrm performance in transition economies. Rather than work through each study, we rely on Djankov and Murrell’s (2002; hereafter DM) excellent survey of this literature and present their summary results below as our table 5.2. The results in table 5.2 allow us to draw several conclusions. First, private ownership is unambiguously positively related to a ﬁrm’s growth in sales (or output) growth in CEE countries, but is negatively associated with output growth in Russia. Second, private ownership is associated with signiﬁcant (often dramatic) growth in productivity in both CEE and FSU countries, though the studies summarized show widely diverging point estimates of productivity growth. Third, there does not appear to be a uniform relationship between private ownership the overall level of productivity in the transition economies—or even between different studies of the same country. DM themselves (page 748) draw two conclusions from the data summarized in our table 5.2. The ﬁrst is that privatization has economically signiﬁcant positive effects, but second, that these effects are far from uniform.
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 5.2. Gains or Losses Due to Ownership Change: A Sampling of Estimates
 
 Output or Sales Growth % Private Minus % State Country a
 
 Productivity Growth %Private Minus % State
 
 8.7 7.3 ⫺9.7 10.9
 
 Poland Central Europeb Russiac Bulgariad
 
 4.3 3.5 10.6 3.6
 
 2.5
 
 Czech Republicd
 
 0.9
 
 2.1 ⫺4.5 18.0
 
 Hungaryd Russiae Kyrgyzf
 
 16.0 1.0 3.1
 
 Country Central Europeb Russiac Kyrgyzf Georgia/Moldovag (MBOs) Georgia/Moldovag (voucher privatized) Romaniah 25 countriesi Eastern Europej
 
 Levels of Productivity Private Minus State as % of State Country ⫺43 62 14 ⫺30 49
 
 ⫺65 36 140
 
 Russiak Russial Estoniam Lithuanian (diffuse owners) Latvian (individual owners) Mongoliao Romaniah Sloveniap
 
 Source: Table 1 of Djankov and Murrell (2002). Note: Estimates of the performance of a 100 percent private ﬁrm relative to a 100 percent state ﬁrm. Positive signs indicate superior private performance. For the growth measures, relative performance is private-ﬁrm yearly growth rate minus state-ﬁrm yearly growth rate. For the levels measures, relative performance is private-ﬁrm productivity minus state-ﬁrm productivity expressed as a percent of state productivity. These estimates are based on the authors’ calculations, derived from information presented in the following papers: aGrosfeld and Nivet (1999); bFrydman et al. (1999); cJones (1998); dPohl et al. (1997); ePerevalov, Gimadi, and Dobrodey (2000); fRoberts, Gorkov, and Madigan (1999); gDjankov (1999a); hEarle and Telgedy (2001); iCarlin et al. (2001), jClaessens and Djankov (2000); k Brown and Earle (2000); lEarle (1998a); mJones and Mygind (2002); nJones and Mygind (2000); oAnderson, Lee, and Murrell (2000); pSmith, Cin, and Vodopivec (1997).
 
 Done the right way, and under the right conditions, privatization can yield dramatic improvements in ﬁrm performance, but executed improperly, privatization can also be hugely detrimental. In addition to synthesizing the research making a straightforward comparison of state versus private ownership in transition economies, DM provide a very useful survey of the literature examining different categories of private owners. They offer three main conclusions. The ﬁrst is that the type of new owner matters almost as much as does the shift from state to private control of a ﬁrm. Second, they ﬁnd that the effects of ownership type are much different in CEE countries than in the FSU.1 Third, DM reach the intriguing conclusion that retaining some state ownership—rather than fully divesting all state holdings—can be value-enhancing for a partially privatized ﬁrm, particularly in countries with very weak systems of corporate governance. The results of DM’s survey are reproduced here as ﬁgure 5.3, which shows the estimated effects of switching from traditional (100 percent) state ownership to some type of private or mixed state and private control in the CEE region and in the Commonwealth of Independent States (CIS). Several ﬁndings are the same in both regions. In all the transition economies except China, the most value is created when control of state-owned companies is transferred to concentrated private bloc-holders, investment funds, and foreign investors. Ownership by workers is never value-enhancing, and actually reduces
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 5.3. Regional variation in the effects of different types of owners: comparing ownership effects in eastern Europe to those in the former Soviet Union. Source: Figure 2 of Djankov and Murrell (2002).
 
 FIGURE
 
 value signiﬁcantly in the CIS, while managers seem to make poor owners in CEE countries but are more effective in the CIS. The real difference between the effects of ownership type in CEE versus CIS countries lies in the valuation impact of banks and retained state ownership. In the CEE region, ownership by banks and retained state ownership have at most a modest positive impact on ﬁrm value. However, both types of owners are associated with very strong value creation in the CIS; in fact, banks are associated with the highest value creation of any ownership type. DM speculate that in the weaker institutional environment of the CIS, concentrated ownership is more necessary to ensure effective oversight of ﬁrm managers than is the case in the more developed CEE countries. Furthermore, they contend that the state has both the incentive and the ability to be an especially effective monitor and disciplinarian in those countries with the weakest corporate governance regimes. The empirical results examined above show that privatization is generally associated with improved performance in transition economies, but that the identity of the new private owners is also extremely important. We now turn to a second key question related to the relationship between privatization and ﬁrm performance: What is the impact of injecting competition into a formerly monopolistic industry that is also being privatized? This occurs quite frequently in developed, developing, and transition economies, and the result is almost always a signiﬁcant improvement in ﬁrm performance and social welfare. However, the facts that the
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 ownership is changed and the industry is opened to competition simultaneously blur the separable impact of each reform. This has led many researchers to examine whether the policies of privatization and competition are complements or substitutes. Privatization and Competition: Complements or Substitutes? Almost by deﬁnition, socialist economies were characterized by monopolistic state production in every major industry. After the collapse of communism, there was extremely wide variation in the degree to which different countries dismantled monopolies in key industries, and thus—as noted above—one of the central questions of transition research has been whether the beneﬁts that typically resulted from reform were caused by ownership change, competition, or a combination of the two policies. We again rely primarily on the results presented in Djankov and Murrell (DM; 2002) regarding the impact of competition on the performance of ﬁrms in different transition countries. Figure 5.4 presents DM’s results, broken down based on CEE versus CIS samples. As has been found by researchers addressing the competition versus ownership question in nontransition countries, DM’s survey leads them to conclude that privatization (to outsiders) and competition have independent, but complementary effects in the CEE countries. However, competition from imported goods leads to signiﬁcantly poorer ﬁrm performance in the CIS countries, whereas domestic
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 FIGURE 5.4. How policy reform affects enterprise performance: comparing economic effects in eastern Europe to those in the former Soviet Union. Source: Figure 3 of Djankov and Murrell (2002).
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 competition is associated with insigniﬁcantly different performance. This negative relationship between import competition and performance is exactly the reverse of the relationship documented between outsider privatization and ﬁrm performance in CIS countries, but is the same as that found between insider privatization and performance. DM conclude that state-owned ﬁrms are in such bad shape in CIS countries that they have no real hope of competing effectively with imported goods, and this leads to the observed negative relationship between performance and competition.
 
 Empirical Evidence on Privatization in Central and Eastern Europe This section presents and evaluates empirical studies that examine privatization’s impact in speciﬁc central and eastern European transition economies. The country that has attracted the most intense empirical interest is easily the Czech Republic. No fewer than ten papers have analyzed this country’s experience, and these studies are summarized in table 5.3. The other countries have attracted less empirical study and will be summarized in the next section.
 
 Empirical Evidence on Privatization’s Impact in the Czech Republic The “Velvet Revolution” of 1989, which did so much to hasten the downfall of communism in central and eastern Europe, occurred in an undivided Czechoslovakia. One of the ﬁrst major (and certainly the least violent) breakups of any transition economies occurred in 1992, when Czechoslovakia split amicably into the Czech Republic and Slovakia. Since that time, far more academic research has focused on the Czech half of this former union than the Slovak half. Claessens, Djankov, and Pohl (1997) examine the determinants of performance improvements for a sample of 706 Czech ﬁrms privatized during 1992– 1995. They test whether a concentrated ownership structure or the presence of an outside monitor (bank or investment fund) improves the level of a ﬁrm’s Tobin’s Q more than does having dispersed ownership. They document that privatized ﬁrms do prosper and that the more concentrated the post-privatization ownership structure, the higher is the ﬁrm’s proﬁtability and market valuation. They also ﬁnd that large stakes owned by bank-sponsored funds and strategic investors are particularly value-enhancing. Weiss and Nikitin (1998) analyze the effects of ownership by investment funds on the performance of 125 privatized Czech ﬁrms during the period 1993–1995. They assess these effects by measuring the relationship between changes in performance and changes in the composition of ownership at the start of the privatization period. They use robust estimation techniques, in addition to ordinary least squares (since the data strongly reject normality), and ﬁnd that ownership concentration and composition jointly affect the performance of privatized ﬁrms. Concentration of ownership in the hands of a large shareholder, other than an investment fund or company, is associated with signiﬁcant performance improve-
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 5.3. Summary of Empirical Studies of Privatization in the Czech Republic
 
 Study Claessens, Djankov, and Pohl (1997)
 
 Sample Description, Study Period, and Methodology
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 Examine determinants of performance improvements for sample of 706 Czech ﬁrms privatized during 1992–1995. Using Tobins Q, tests whether concentrated ownership structure or presence of outside monitor (bank or investment fund) improves Q more than dispersed ownership. Weiss and Nikitin Analyze the effects of ownership by investment funds on the (1998) performance of 125 privatized Czech ﬁrms during the period 1993–1995. Assess these effects by measuring the relationship between changes in performance and changes in the composition of ownership at the start of privatization. Use robust estimation techniques, in addition to OLS, since data strongly reject normality. Claessens and Djankov Study the effect of management turnover on changes in ﬁnan(1999a) cial and operating performance of 706 privatized Czech ﬁrms over the period 1993–1997. Examine changes in profitability and labor productivity. Claessens and Djankov Examine the relationship between ownership concentration (1999b) and corporate performance for 706 privatized Czech ﬁrms during the period 1992–1997. Use proﬁtability and labor productivity as indicators of corporate performance. Lizal, Singer, and Sve- Examine the performance effects of the wave of break-ups of jnar (2000) Czechslovak SOEs on the subsequent performance of the master ﬁrm and the spin-offs. The regressions use data for 373 ﬁrms in 1991 and 262 ﬁrms in 1992. Harper (2001) Examines the effects of privatization on the ﬁnancial and operating performance of 174 ﬁrms privatized in the ﬁrst—and 380 ﬁrms divested in the second—wave of the Czech Republic’s voucher privatizations of 1992 and 1994. Compares results for privatized ﬁrms to those which remain state owned. Employs Megginson, Nash, and van Randenborgh methodology and variables to measure changes.
 
 Summary of Empirical Findings and Conclusions Document that privatized ﬁrms do prosper, primarily because of the concentrated ownership structure that results. Find the more concentrated the post-privatization ownership structure, the higher is the ﬁrm’s proﬁtability and market valuation. Large stakes owned by bank-sponsored funds and strategic investors are particularly value-enhancing. Find that ownership concentration and composition jointly affect performance of privatized ﬁrms. Concentration of ownership in the hands of a large shareholder, other than an investment fund or company, is associated with signiﬁcant performance improvements (for all measures of performance). Concentrated ownership by funds does not improve ﬁrm performance. Preliminary post-1996 data suggest that changes in investment fund legislation may improve their performance. Find that the appointment of new managers is associated with signiﬁcant improvements in proﬁt margins and labor productivity, particularly if the managers are selected by private owners. New managers appointed by the National Property Fund also improve performance, though not by as much. Find that concentrated ownership is associated with higher proﬁtability and labor productivity. Also ﬁnd that foreign strategic owners and non-banksponsored investment funds improve performance more than banksponsored funds. There was an immediate (in 1991) positive effect on the efﬁciency and profitability of small-and medium-size ﬁrms (both master and spin-offs) and negative for the larger ﬁrms. The results for 1992 are similar but not statistically signiﬁcant. Finds that the ﬁrst wave of privatization yielded disappointing results. Real sales, proﬁtability, efﬁciency, and employment all declined dramatically (and signiﬁcantly). However, second-wave ﬁrms experience signiﬁcant increases in efﬁciency and proﬁtability and the decline in employment— though still signiﬁcant—is much less drastic than after ﬁrst wave (–17% vs. 41%).
 
 Lizal and Svejnar (2001)
 
 Fidrmuc and Fidrmuc (2001)
 
 Lizal and Svejnar (2002)
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 Kocenda and Svejnar (2002)
 
 Cull, Matesova, and Shirley (2002)
 
 Examine strategic restructuring and new investment performance of 4,000 Czech companies during 1992–1998. Data set includes over 83,000 quarterly observations. Develop and test a dynamic model of restructuring and investment, allowing them to examine separable impact of private versus public and domestic versus foreign ownership on restructuring, as well as the importance of access to credit and a soft budget constraint on ﬁrm investment. Use a sample of 178 Czech ﬁrms privatized during ﬁrst wave of voucher privatization (1992–1994) to test whether ownership change promoted increased efﬁciency and proﬁtability. Use MNR pre-versus post-privatization comparison techniques to test for performance changes. Use panel of over 83,500 quarterly observations from 4,000 medium and large Czech companies over the 1992–1998 period to assess the effects of mass privatization on ﬁrm performance. Analyze the effect of ownership on post-privatization performance using a data set of 2,529–2,949 observations on an unbalanced panel of 1,371–1,540 medium and large Czech ﬁrms. Deﬁne six categories of owners and examine impact of each.
 
 Examine the incentive of managers of voucher-privatized Czech companies to “tunnel” (strip assets out of companies at the expense of outside shareholders) and “loot” their companies. Looting occurs when ﬁrms face a soft budget constraint and managers are able to borrow heavily, extract funds from the ﬁrm, and then default on the debt without penalty. Employ a data set with 1,017 observations from 392 companies spread nearly evenly between 1994–1996. Half of the ﬁrms are voucher-privatized joint stock companies (JSCs) while half are limited liability companies (LLCs).
 
 Find that (1) foreign-owned companies invest the most and (domestically owned) cooperatives the least; (2) private ﬁrms do not invest more than state-owned ﬁrms; (3) cooperatives and small ﬁrms are credit rationed; and (4) SOEs operate under a soft budget constraint.
 
 Find that efﬁciency and proﬁtability declined after privatization, and that changes in ﬁrms’ operations do not vary signiﬁcantly by size or ownership— but do vary by industry type, with nonmanufacturing ﬁrms experiencing more positive (or less negative) changes. Find that foreign owners unambiguously improve long-term performance (measured several ways, including proﬁts and investment) of privatized companies, but domestic owners do not. Find that concentrated foreign ownership improves economic performance, but domestic private ownership does not, relative to state ﬁrms. Foreignowned ﬁrms engage in strategic restructuring by increasing sales and profits, while domestic ﬁrms reduce sales and labor costs without increasing proﬁts. Ownership concentration is generally associated with improved performance. Overall, conclude that state ownership plays a much more economically and socially beneﬁcial role in this transition economy than theory would predict. Controlling for size, industry, capital intensity, and initial leverage, ﬁnd that voucher-privatized JSCs perform signiﬁcantly worse than ﬁrms with concentrated ownership that are purchased for cash. Investment fundcontrolled JSCs underperform all other ﬁrms, including other JSCs. Fund-controlled JSCs also take on liabilities at a much faster rate than other ﬁrms, indicating they are operating under a soft budget constraint. Though not able to measure directly, evidence indirectly shows that looting is a widespread occurrence for many JScs.
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 ments for all measures of performance. Concentrated ownership by investment funds does not improve ﬁrm performance, though preliminary post-1996 data suggest that changes in investment fund legislation may improve company performance. Claessens and Djankov (1999a) study the effects of management turnover on the ﬁnancial and operating performance of 706 privatized Czech ﬁrms over the period 1993–1997. They examine changes in proﬁtability and labor productivity, and ﬁnd that the appointment of new managers is associated with signiﬁcant improvements in proﬁt margins and labor productivity, particularly if the managers are selected by private owners. New managers appointed by the National Property Fund also improve performance, though not by as much. Claessens and Djankov (1999b) use this same sample to examine the relationship between ownership concentration and corporate performance. They employ proﬁtability and labor productivity as indicators of corporate performance, and ﬁnd that concentrated ownership is associated with higher proﬁtability and labor productivity. They also ﬁnd that foreign strategic owners and non-banksponsored investment funds improve performance more than bank-sponsored funds. Lizal, Singer, and Svejnar (2001) examine the performance effects of the wave of breakups of Czechslovak SOEs on the subsequent performance of the master ﬁrm and the spin-offs. Their regressions use data for 373 ﬁrms in 1991 and 262 ﬁrms in 1992. They document an immediate (in 1991) positive effect of the breakups on the efﬁciency and proﬁtability of small and medium-size ﬁrms (both master and spin-offs), but ﬁnd a negative relationship for the larger ﬁrms. Their results for 1992 are similar but are not statistically signiﬁcant. Harper (2001) also examines the effects of privatization on ﬁrms privatized in the ﬁrst (174 ﬁrms) and second (380 ﬁrms) waves of the Czech Republic’s voucher privatizations of 1992 and 1994. He employs the Megginson, Nash, and van Randenborgh (MNR; 1994) methodology and variables to measure changes resulting from privatization, and then compares the results for privatized ﬁrms to those for ﬁrms that remain stateowned. He ﬁnds that the ﬁrst wave of privatization yields disappointing results. Real sales, proﬁtability, efﬁciency, and employment all decline dramatically (and signiﬁcantly). However, the second-wave ﬁrms experience signiﬁcant increases in efﬁciency and proﬁtability, and the decline in employment, though still signiﬁcant, is much less drastic than after the ﬁrst wave (–17 percent versus –41 percent). Fidrmuc and Fidrmuc (2001) similarly use a sample of 178 Czech ﬁrms privatized during the ﬁrst wave of voucher privatization to test whether ownership change promotes increased efﬁciency and proﬁtability. They also use the MNR pre- versus post-privatization comparison technique to test for performance changes, and ﬁnd that efﬁciency and proﬁtability decline after privatization and changes in ﬁrms’ operations do not vary signiﬁcantly by size or ownership. However, they ﬁnd that performance changes do vary by industry type, with nonmanufacturing ﬁrms experiencing more positive (or less negative) changes. Lizal and Svejnar (2001) examine the strategic restructuring and new investment performance of 4,000 Czech companies during the years 1992–1998 using a data set including over 83,000 quarterly observations. They develop and test a dynamic model of restructuring and investment, allowing them to examine the
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 separable impact of private versus public and domestic versus foreign ownership on restructuring, as well as the importance of access to credit and a soft budget constraint on ﬁrm investment. They ﬁnd that (1) foreign-owned companies invest the most and (domestically owned) cooperatives the least; (2) private ﬁrms do not invest more than state-owned ﬁrms; (3) cooperatives and small ﬁrms are credit rationed; and (4) SOEs operate under a soft budget constraint. Lizal and Svejnar (2002) use this same panel to assess the effects of mass privatization on ﬁrm performance. They ﬁnd that foreign owners unambiguously improve long-term performance (measured several ways, including proﬁts and investment) of privatized companies, but domestic owners do not. Kocenda and Svejnar (2002) analyze the effect of ownership on postprivatization performance using a data set of 2,529 to 2,949 observations from an unbalanced panel of 1,371 to 1,540 medium and large Czech ﬁrms. They deﬁne six categories of owners and examine the impact of each. They ﬁnd that concentrated foreign ownership improves the economic performance of privatized companies relative to state ﬁrms, but that domestic private ownership does not. Foreign-owned ﬁrms engage in strategic restructuring by increasing sales and proﬁts, while domestic ﬁrms reduce sales and labor costs without increasing proﬁts. Ownership concentration is generally associated with improved performance. Overall, they conclude that noncontrolling (retained) state ownership plays a much more economically and socially beneﬁcial role in this transition economy than theory would predict. Cull, Matesova, and Shirley (2002) examine the incentives that managers of voucher-privatized Czech companies have to “tunnel” (strip assets out of companies at the expense of outside shareholders) and “loot” their companies. Looting occurs when ﬁrms face a soft budget constraint and managers are able to borrow heavily, extract funds from the ﬁrm, and then default on the debt without penalty. They employ a data set with 1,017 observations from 392 companies spread nearly evenly between 1994 and 1996. Half of the ﬁrms are voucher-privatized joint stock companies (JSCs) while half are limited liability companies (LLCs). Controlling for size, industry, capital intensity, and initial leverage, they ﬁnd that voucherprivatized JSCs perform signiﬁcantly worse than ﬁrms with concentrated ownership that had to be purchased for cash. Investment fund-controlled JSCs underperform all other ﬁrms, including other JSCs, while fund-controlled JSCs also took on liabilities at a much faster rate than other ﬁrms, indicating they were operating under a soft budget constraint. Though not able to measure the activity directly, they conclude that the evidence indirectly shows that looting was a widespread occurrence for many JSCs.
 
 Empirical Evidence on Privatization’s Impact in Other CEE Countries Although the Czech Republic’s privatization program has garnered by far the most research attention, the programs of several other CEE countries have also been evaluated empirically. Six studies examining the experience of ﬁve countries are surveyed below and are summarized in table 5.4.
 
 TABLE
 
 5.4. Summary of Single-Country Empirical Studies of Privatization in Central and Eastern Europe (Besides the Czech Republic)
 
 Study Eastern Germany Dyck (1997)
 
 180 Macedonia (FYRM) Glennerster (2003)
 
 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Develops and tests an adverse-selection model to explain the Treuhand’s role in restructuring and privatizing East Germany’s stateowned ﬁrms. In less than ﬁve years, the Treuhand privatized more than 13,800 ﬁrms and parts of ﬁrms and, uniquely, had the resources to pay for restructuring itself—but almost never chose to do so. Instead, it emphasized speed and sales to existing Western ﬁrms over giveaways and sales to capital funds. Paper rationalizes Treuhand’s approach.
 
 Documents that privatized East German ﬁrms are much more likely to transfer Western (usually German) managers into key positions than are companies that remain state owned. Also ﬁnds that Treuhand emphasizes sales open to all buyers rather than favoring East Germans. Principal message: privatization programs must carefully consider when and how to affect managerial replacement in privatized companies. Plans open to Western buyers, and which allow management change, are most likely to improve ﬁrm performance.
 
 Using a panel data set on 470 formerly state-owned ﬁrms in the for- Finds weak but signiﬁcant evidence that privatization can yield benemer Yugoslav Republic of Macedonia (FSRM) for 1996–1999, examﬁts even with predominantly insider sales and in an environment of ines whether privatization increases proﬁtability of divested compaweak corporate governance. On average, privatization leads to a nies. Uses a ﬁxed-effects panel data regression to address selection 30% increase in revenues and costs, a 16% increase in the number bias in both the timing and method of privatization. of workers employed, and a $1,200 increase in proﬁts per worker. Firms sold to outsiders and those with more concentrated ownership expand more than other, similar ﬁrms after privatization. Employee buyouts perform relatively poorly. Also ﬁnds that lack of access to capital is an important reason insider privatizations perform poorly, since those ﬁrms where new owners bring in new capital see particularly high growth rates after privatization.
 
 Poland Grosfeld and Tressel (2001)
 
 Examine whether competition and corporate governance are substiFind that product market competition has a positive and signiﬁcant tutes or complements with respect to promoting performance imimpact on performance. The effect of ownership concentration, provements in Poland’s transition. Use the available data for all 200 which is quite high in Poland, turns out to be U-shaped. Firms with nonﬁnancial ﬁrms listed on the Warsaw Stock Exchange from 1991– dispersed ownership and those where one shareholder owns more 1998. First study the separate effects of competition and ownership than 50% of voting shares have higher productivity growth than concentration on productivity growth at the ﬁrm level, then examthose with intermediate levels of ownership concentration. Comine their interaction. petitive pressure does not affect newly created ﬁrms, but does signiﬁcantly improve performance of privatized companies. Presence of a large foreign owner increases productivity growth signiﬁcantly. Conclude that good corporate governance and competitive pressures are complements.
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 Romania Coricelli and Djankov Identify the presence of soft budget constraints and analyze their im- Find that hard budget constraints (HBCs) do promote passive restructuring, in the form of labor shedding, but not new investment. Ac(2001) pact on enterprise restructuring in Romania during the initial transitive restructuring requires access to external ﬁnancing. Tightened tion period. Employ a simple analytical model and a sample of bank credit can induce HBCs and raise enterprise efﬁciency in the 4,429 enterprises with data from 1992–1995 to test whether hardshort run, but at the cost of curtailing investment. ening budget constraints promotes beneﬁcial restructuring and new investment or whether access to external ﬁnancing is required to promote new investment. Show consistently positive, highly signiﬁcant effects of private ownerEarle and Telegdy Examine impact of privatization—and method of privatization—on ship on labor productivity growth, with the point estimate implying (2001) ﬁrm performance in Romania over the period 1992–1999. Employ a an incremental 1.0 to 1.7 percentage point growth in productivity data set of 2,354 ﬁrms owned by the State Ownership Fund (SOF) for a 10% rise in private shareholding. Insider transfers and mass in 1992, and trace evolution of ownership over next six years; most privatizations have smaller, but still signiﬁcantly positive effects. of these (77%) still have some state ownership (50.9% median) in 1998. Slovenia Smith, Cin, and Vo- Using a sample with 22,735 ﬁrm-years of data drawn from period of Find that a percentage point increase in foreign ownership is associdopivec (1997) “spontaneous privatization” in Slovenia (1989–1992), examine the ated with a 3.9% increase in value added, and for employee ownimpact of foreign and employee ownership on ﬁrm performance. ership with a 1.4% increase. Also ﬁnd that ﬁrms with higher revenues, proﬁts, and exports are more likely to exhibit foreign and employee ownership.
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 Dyck (1997) develops and tests an adverse selection model to explain the Treuhand’s role in restructuring and privatizing East Germany’s state-owned ﬁrms. The Treuhand was the agency established and capitalized by the German government to privatize and sell off the state-owned enterprises of East Germany. In less than ﬁve years, this agency privatized more than 13,800 ﬁrms and parts of ﬁrms. The Treuhand, uniquely, had the resources to pay for restructuring itself—but almost never chose to do so. Instead, it emphasized speed and sales to existing Western ﬁrms over giveaways and sales to capital funds. This paper rationalizes the Treuhand’s approach and documents that privatized East German ﬁrms were much more likely to have Western (usually West German) managers transferred into key positions than were companies that remained state-owned. He also ﬁnds that the Treuhand emphasized sales open to all buyers rather than favoring East Germans. The principal message of this study is that privatization programs must carefully consider when and how to affect managerial replacement in privatized companies. Plans open to Western buyers and which allow management changes are most likely to improve ﬁrm performance. POLAND
 
 Grosfeld and Tressel (2001) examine whether competition and corporate governance are substitutes or complements with respect to promoting performance improvements in Poland’s transition. These authors use the available data for all 200 nonﬁnancial ﬁrms listed on the Warsaw Stock Exchange from 1991 to 1998 to ﬁrst study the separate effects of competition and ownership concentration on productivity growth at the ﬁrm level, and then to examine their interaction. They ﬁnd that product market competition has a positive and signiﬁcant impact on performance. The effect of ownership concentration, which is quite high in Poland, turns out to be U-shaped; ﬁrms with dispersed ownership and those where one shareholder owns more than 50 percent of voting shares have higher productivity growth than those with intermediate levels of ownership concentration. Competitive pressure does not affect newly created ﬁrms, but does signiﬁcantly improve performance of privatized companies, and the presence of a large foreign owner increases productivity growth signiﬁcantly. They conclude that good corporate governance and competitive pressures are complements. ROMANIA
 
 Two studies examine Romania’s transition experience. Coricelli and Djankov (2001) identify the presence of soft budget constraints and analyze their impact on enterprise restructuring in Romania during the initial transition period. They employ a simple analytical model and a sample of 4,429 enterprises with data from 1992–1995 to test whether hardening budget constraints promotes beneﬁcial restructuring and new investment, or whether access to external ﬁnancing is required to promote new investment. They ﬁnd that hard budget constraints (HBCs) do promote passive restructuring, in the form of labor shedding, but not new invest-
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 ment. Active restructuring requires access to external ﬁnancing. Tightened bank credit can induce HBCs and raise enterprise efﬁciency in the short run, but at the cost of curtailing investment. Earle and Telegdy (2001) examine the impact of privatization—and the method of privatization—on ﬁrm performance in Romania over the period 1992–1999. They employ a data set of 2,354 ﬁrms owned by the State Ownership Fund (SOF) in 1992, and trace the evolution of ownership over the next six years. Most of these ﬁrms (77 percent) still have some state ownership (50.9 percent median) in 1998. They ﬁnd consistently positive and highly signiﬁcant effects of private ownership on labor productivity growth, with the point estimate implying a 1.0 to 1.7 percentage-point increase in the growth rate of productivity resulting from a 10 percent rise in private shareholding. Insider transfers and mass privatizations have smaller, but still signiﬁcantly positive effects. SLOVENIA
 
 Smith, Cin, and Vodopivec (1997) use a sample with 22,735 ﬁrm-years of data drawn from the period of “spontaneous privatization” in Slovenia (1989–1992) to examine the impact of foreign and employee ownership on ﬁrm performance. They ﬁnd that a 1 percentage point increase in foreign ownership is associated with a 3.9 percent increase in value added, and a 1 percentage point increase in employee ownership is associated with a 1.4 percent increase. They also ﬁnd that ﬁrms with higher revenues, proﬁts, and exports are more likely to exhibit foreign and employee ownership. MACEDONIA
 
 Glennerster (2003) employs a panel data set of 470 privatized ﬁrms in the former Yugoslav Republic of Macedonia (FYRM) for the period 1996–1999 to examine whether privatization increases the proﬁtability of divested companies. She uses a ﬁxed-effects panel data regression to address selection bias in both the timing and the method of privatization, and ﬁnds weak but signiﬁcant evidence that privatization can yield beneﬁts even with predominantly insider sales and in an environment of weak corporate governance. On average, privatization leads to a 30 percent increase in revenues and costs, a 16 percent increase in the number of workers employed, and a $1,200 increase in proﬁts per worker. Firms sold to outsiders and those with more concentrated ownership expand more than other, similar ﬁrms after privatization. Employee buy-out ﬁrms perform relatively poorly. She also ﬁnds that lack of access to capital is an important reason insider privatizations perform poorly, since those ﬁrms where new owners brought in new capital see particularly high growth rates after privatization. Summary of the Empirical Evidence on Privatization’s Impact in the CEE Region The studies discussed above yield surprisingly consistent results regarding the impact of privatization on the performance of divested central and eastern European ﬁrms. Many of these studies explicitly test whether the type of ownership structure
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 that emerges from the privatization process is related to post-privatization performance. Several also test whether soft budget constraints are observed—and whether these help or hinder ﬁrm performance. Other things equal, the empirical evidence suggests that: • Private ownership is associated with better ﬁrm-level performance than is continued state ownership. In addition, concentrated private ownership is associated with greater performance improvement than is diffuse ownership. • Foreign ownership, where allowed, is associated with greater postprivatization performance improvement than is purely domestic ownership.2 Majority ownership by outside (nonemployee) investors is associated with signiﬁcantly greater performance improvements than is any form of insider control. • Firm-level restructuring is associated with signiﬁcant (sometimes dramatic) post-privatization performance improvements, and this is one key advantage of outsider control. Firms controlled by nonemployee investors are much more likely to restructure than are employee-owned ﬁrms. • Most studies document that performance improves more when new managers are brought in to run a ﬁrm after it is privatized than when the original managers are retained. The precise reason for the superior performance of new management is unclear, though there is evidence that the more entrepreneurial behavior of outsider-owned ﬁrms is due to incentive rather than human capital effects. • The role of investment funds in promoting efﬁciency improvements in privatized CEE ﬁrms is ambiguous, though most studies document greater performance improvements for companies controlled by nonbank-sponsored investment funds than by bank-sponsored funds. As we will see in the next section, bank-sponsored funds have the most positive impact on ﬁrm performance in FSU countries. • The impact of privatization on employment is ambiguous, primarily because employment falls for virtually all ﬁrms in transition economies after reforms are initiated. While selling ﬁrms to outsiders undoubtedly promotes more ﬁrm-level restructuring than does insider privatization or continued state ownership, several studies ﬁnd that sales grow fast enough in outsider-controlled ﬁrms to offset the signiﬁcant increase in labor productivity—causing employment to remain stable or increase. • There is little evidence that governments have been able to impose hard budget constraints on ﬁrms that remain state-owned after reforms begin, since governments are unwilling to allow these ﬁrms to fail. Furthermore, the weight of empirical evidence strongly suggests that soft budget constraints retard much needed restructuring and thus hamper (sometimes cripple) economic performance. However, these studies also ﬁnd that the burden of lower SOE creditworthiness falls on the state (as deferred taxes) or on state creditors, rather than on private creditors or suppliers.
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 • Arms-length access to external ﬁnance is a key prerequisite for value creation by newly created and privatized ﬁrms. Whereas many categories of ﬁrms are able to cut costs through restructuring, only companies that are able to secure funding for new investment, either domestically or through a foreign parent company, are able to achieve lasting growth in sales and employment. Given these observed patterns for central and eastern Europe, we next examine how privatization has impacted ﬁrm performance in the republics of the former Soviet Union.
 
 Empirical Evidence on Privatization in Russia and the Former Soviet Republics It is very difﬁcult to reach a simple conclusion regarding privatization’s impact in the former Soviet Union in general, and Russia in particular, for four principal reasons. First, as noted earlier, the transition from socialism to capitalism was much more difﬁcult and painful in the former Soviet republics than elsewhere, both because Russia and the other republics were under communist rule the longest and because the transition to capitalism also coincided with dissolution of the Soviet Union. Breaking up any continental-scale nation was likely to prove traumatic; breaking up a country that was also an economic system proved doubly so. Second, the contraction in output that occurred in the former Soviet Union after 1991 was far greater than in central and eastern Europe, making it very difﬁcult to document any kind of relative performance improvement, or to assign causality to any improvement that is found. Third, it seems clear that most of the former Soviet republics took a decided turn for the worse economically after 1997, so competently executed studies examining privatization’s impact in the same country, but at different times, might well reach radically different conclusions. Finally, most studies that examine the FSU countries’ experiences rely either on survey data or anecdotal evidence, so the “raw material” for empirical analysis is of much poorer quality here than in other regions. For these reasons, we believe that no truly persuasive empirical study of privatization in the former Soviet Union has yet been performed, nor is one likely to be performed until these economies stabilize and several years of reliable accounting (not survey) data become available. We begin our survey of the empirical evidence of privatization’s impact in the FSU by examining two multinational empirical studies, which are summarized in table 5.5. We then examine single-country studies, beginning with the transition experience of Russia, and then proceeding through the experiences of the other former Soviet republics. The single country studies are summarized in table 5.6. Djankov (1999a) investigates the relation between ownership structure and enterprise restructuring for 960 ﬁrms privatized in six newly independent states between 1995 and 1997. He employs survey data collected by the World Bank in late 1997 from Georgia, Kazakhstan, the Kyrgyz Republic, Moldova, Russia, and Ukraine, and shows that foreign ownership is positively associated with enterprise
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 5.5. Summary of Multinational Empirical Studies of Privatization in Russia and Former Soviet Republics Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Djankov (1999a)
 
 Investigates the relation between ownership structure and enterprise restructuring for 960 ﬁrms privatized in six newly independent states between 1995–1997. Employ survey data collected by the World Bank in late 1997 from Georgia, Kazakhstan, Kyrgyz Republic, Moldova, Russia, and Ukraine.
 
 Djankov (1999b)
 
 Using same survey data as in Djankov (1999a) above, studies effects of different privatization modalities on restructuring process in Georgia (92 ﬁrms) and Moldova (149 ﬁrms). Georgia employs voucher privatization, while the majority of Moldovan ﬁrms are acquired by investment funds—and numerous others are sold to managers for cash.
 
 Show that foreign ownership is positively associated with enterprise restructuring at high ownership levels (⬎30 percent), while managerial ownership is positively related to restructuring at low (⬍10%) or high levels, but negative at intermediate levels. Employee ownership is beneﬁcial to labor productivity at low ownership levels, but is otherwise insignificant. Privatization through management buyouts is positively associated with enterprise restructuring, while voucher privatized ﬁrms do not restructure more rapidly than ﬁrms that remain state owned. Implies that managers who gain ownership for free may have less incentive to restructure, as their income is not solely based on the success of the enterprise.
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 Study Russia Earle (1998a)
 
 187 Earle and Estrin (1998)
 
 Black, Kraakman, and Tarassova (2000) Estonia Jones and Mygind (2002)
 
 Sample Description, Study, Period, and Methodogy
 
 Summary of Empirical Findings and Conclusions
 
 OLS regressions show a positive impact of private (relative to state) share ownership Investigates the impact of ownership structure on the on labor productivity, with this result primarily due to managerial ownership. Af(labor) productivity of Russian industrial ﬁrms. Using ter adjusting for selection bias, however, ﬁnds that only outsider ownership is sig1994 survey data, examines differential impact of inniﬁcantly associated with productivity improvements. Stresses that leaving insiders sider, outsider, and state ownership on the perforin control of ﬁrms—while politically expedient—has very negative long-term immance of 430 ﬁrms—of which 86 remain 100% stateplications for the restructuring of Russian industry. -owned, 299 are partially privatized, and 45 are newly created. Adjusts empirical methods to account for tendency of insiders to claim dominant ownership in the best ﬁrms being divested. Using a sample very similar to that used by Earle (1998) Find a 10 percentage point increase in private share ownership raises real sales per above, examine whether privatization, competition, employee by 3–5%. Subsidies (soft budget constraints) reduce the pace of resand the hardening of budget constraints play tructing in state-owned ﬁrms, but the effect is small and often insigniﬁcant. efﬁciency-enhancing roles in Russia. Surveys the history of privatization in Russia. While Authors conclude that Russian privatization has created a “kleptocracy” and has esmostly descriptive, several case studies are analyzed. sentially failed. Stresses the importance of minimizing incentives for self-dealing in the design of privatization programs. Uses ﬁxed-effects production function models estimated Find that, relative to state ownership, (1) private ownership is 13–22% more efﬁcient, (2) all types of private ownership are more productive, though concentrated on a random sample of 660 Estonian ﬁrms with data managerial ownership has the biggest effect (21–32% improvement), and ownerfrom 1993 to 1997. Privatization in Estonia created a ship by domestic outsiders the smallest (0–15%), with ownership by foreigners widely varied ownership structure, and study at(21–32%) and employees (24–25%) yielding intermediate levels of improvement. tempts to estimate relationship between ownership and productive efﬁciency. (continued )
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 Kazakhstan Djankov and Nenova Use data for over 6,600 Kazakh enterprises during 1996– Find that newly created (de novo) private enterprises, established after 1992, per(2000) 1999 to examine “why privatization failed in Kaform markedly better than privatized ﬁrms or those that remain SOEs. Privatized zakhstan.” Trying to explain rapid declines in output ﬁrms perform as badly as, or worse than, SOEs. Privatization fails to improve perfor all sectors except oil and gas. formance because divested ﬁrms are used as short-term vehicles for extracting private beneﬁts. Lithuania Concludes that privatization has brought signiﬁcant performance improvements overGregorian (2000) Examines relationship between ownership and operatall. Also ﬁnds a negative bias in selecting ﬁrms for privatization; once this is acing performance using a data set of 5,300 small, mecounted for, performance improvement is even more dramatic (there is a ninefold dium, and large Lithuanian companies with data over increase in the coefﬁcient on private ownership). Expected subsidies contribute period 1995–1997. Performance deﬁned as increased negatively to performance, but study ﬁnds no signiﬁcant impact regarding market revenues and improved export performance. Also competition. uses regression analysis to study subsample of 618 companies that are fully state owned in 1995; roughly half of these are partially privatized over next two years. Mongolia Anderson, Lee, and Examines effects of competition and ownership on the Finds that competition has qualitatively large effects; perfectly competitive ﬁrms have nearly double the efﬁciency of monopolies. Enterprises with residual state Murrell (2000) efﬁciency of newly privatized ﬁrms using a sample of ownership appear to be more efﬁcient than other enterprises, reﬂecting an envi211 Mongolian companies with (survey-derived) ownronment where the government is pressured to focus on efﬁciency and instituership data in 1995. Mongolia’s privatization program tions gave little voice to outside owners. is implemented in a country lacking the basic institutions of capitalism.
 
 Ukraine Estrin and Rosevear (1999)
 
 Andreyeva (2001)
 
 Pivovarsky (2001)
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 Use a random sample of 150 Ukrainian ﬁrms with data Find that privatization, per se, is not signiﬁcantly associated with improved perforfrom 1996 to test the relationship between enterprise mance, and ﬁnd no beneﬁt to outside (versus insider) ownership. Do ﬁnd clear performance and ownership. Explore whether privatipositive effects associated with insider ownership. Outside owners are never able zation yields improved company performance and to deliver performance superior to SOEs, and insider ownership does not yield a whether speciﬁc ownership forms lead to differentibetter proﬁt performance than in nonprivatized companies. ated performance at the enterprise level. Examines empirically the responsiveness of ﬁrm perfor- Finds that ﬁrm efﬁciency improves signiﬁcantly with privatization. Also documents a signiﬁcant inﬂuence of industry afﬁliation and regional location in shaping ﬁrm mance to ownership and market structures, sector performance; more concentrated markets perform better. Concludes that a policy and regional speciﬁcity, and varying degrees of soft of attracting strategic investors capable of pushing restructuring and bringing budget constraints. Uses a panel of 524 medium and new investment to privatized ﬁrms should become a priority for policy makers. large ﬁrms with performance data for 1996–1998. Using data on 376 medium and large Ukrainian ﬁrms, Finds that ownership concentration is positively associated with enterprise perforinvestigates relationship between ownership concenmance, and that concentrated ownership by foreign companies and banks is astration and enterprise performance. sociated with better performance than concentrated domestic ownership. Concludes that privatization method has lasting impact on ownership structure; privatization methods that grant signiﬁcant ownership stakes to single parties have greater efﬁciency gains than methods that create dispersed ownership.
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 restructuring at high ownership levels (⬎30 percent), while managerial ownership is positively related to restructuring at low (⬍10 percent) or high levels, but negative at intermediate levels. Employee ownership is beneﬁcial to labor productivity at low ownership levels, but is otherwise insigniﬁcant. Djankov (1999b) uses this same survey data to study the effects of different privatization modalities on restructuring processes in Georgia (92 ﬁrms) and Moldova (149 ﬁrms). Georgia employed voucher privatization, while the majority of Moldovan ﬁrms were acquired by investment funds—and numerous others were sold to managers for cash. Privatization through management buyouts is positively associated with enterprise restructuring, while voucher privatized ﬁrms do not restructure more rapidly than do ﬁrms that remain state-owned. This implies that managers who gain ownership for free may have less incentive to restructure than do managers who must actually purchase ownership interests.
 
 Empirical Evidence on Privatization’s Impact in Russia For the people of Russia, transition initially yielded little but pain. In addition to losing an empire, and the world inﬂuence that went with it, the only country that these people had known for 70 years disappeared and the historic nation of Russia emerged in its place. Earle (1998a) investigates the impact of ownership structure on the (labor) productivity of Russian industrial ﬁrms. Using 1994 survey data, he examines the differential impact of insider, outsider, or state ownership on the performance of 430 ﬁrms—of which 86 remained 100 percent state-owned, 299 were partially privatized, and 45 were newly created. Earle adjusts his empirical methods to account for the tendency of insiders to claim dominant ownership in the best ﬁrms being divested. OLS regressions show a positive impact of private (relative to state) share ownership on labor productivity, primarily owing to managerial ownership. After adjusting for selection bias, however, Earle ﬁnds that only outsider ownership is signiﬁcantly associated with productivity improvements. He stresses that leaving insiders in control of ﬁrms, while politically expedient, has very negative long-term implications for the restructuring of Russian industry. Earle and Estrin (1998) use a sample very similar to that used by Earle (1998b) to examine whether privatization, competition, and the hardening of budget constraints enhance efﬁciency in Russia. They ﬁnd that a 10 percentage point increase in private share ownership raises real sales per employee by 3 to 5 percent. Subsidies (soft budget constraints) reduce the pace of restructuring in state-owned ﬁrms, but the effect is small and often insigniﬁcant. Finally, Black, Kraakman, and Tarassova (2000) present a damning survey of the history of privatization in Russia. They contend that “privatizing” the assets of the Soviet state, without putting into place the basic legal and institutional supports for private ownership and deregulating economic procedures, simply led to an explosion in criminality and corruption. The authors conclude that Russian privatization has created a “kleptocracy” and has essentially failed. They also stress the importance of minimizing incentives for self-dealing in the design of privatization programs.
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 Empirical Evidence on Privatization’s Impact in the Former Soviet Republics BALTIC STATES
 
 Jones and Mygind (2002) use ﬁxed-effects production function models, estimated on a random sample of 660 Estonian ﬁrms with data from 1993 to 1997, to examine the effect of ownership change on ﬁrm performance. Privatization in Estonia created widely varied ownership structures, and this study attempts to estimate the relationship between ownership and productive efﬁciency. They ﬁnd that, relative to state ownership, private ownership is 13 to 22 percent more efﬁcient. While all types of private ownership are more productive, concentrated managerial ownership has the biggest effect (21–32 percent improvement), and ownership by domestic outsiders yields the smallest effect (0–15 percent). Ownership by foreigners (21–32 percent) and employees (24–25 percent) yields intermediate levels of improvement. Grigorian (2000) examines the relationship between ownership and operating performance using a data set of 5,300 small, medium, and large Lithuanian companies with data available over the period 1995–1997. Performance is deﬁned as increased revenues and improved export performance. He also uses regression analysis to study a subsample of 618 companies that were fully state owned in 1995; roughly half of these were partially privatized over the next two years. He concludes that privatization has brought signiﬁcant performance improvements overall, but he also ﬁnd a negative bias in selecting ﬁrms for privatization. Once this bias is accounted for, the measured performance improvement is even more dramatic (there is a nine-fold increase in the coefﬁcient on private ownership). Expected subsidies contribute negatively to performance, but this study ﬁnds no signiﬁcant impact regarding market competition. UKRAINE
 
 Estrin and Rosevear (1999) use a random sample of 150 Ukrainian ﬁrms with data from 1996 to test the relationship between enterprise performance and ownership. They explore whether privatization has yielded improved company performance and whether speciﬁc ownership forms have led to differentiated performance at the enterprise level. They ﬁnd that privatization, per se, is not signiﬁcantly associated with improved performance, and ﬁnd no beneﬁt to outsider (versus insider) ownership—though insider ownership does seem to have clear positive effects. Outside owners are never able to deliver performance superior to SOEs, and insider ownership does not yield a better proﬁt performance than in nonprivatized companies. Andreyeva (2001) examines empirically the responsiveness of ﬁrm performance to ownership and market structures, sector and regional speciﬁcity, and varying degrees of soft budget constraints. Using a panel of 524 medium and large ﬁrms with performance data for 1996–1998, she ﬁnds that ﬁrm efﬁciency improves
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 signiﬁcantly with privatization. She also documents a signiﬁcant inﬂuence of industry afﬁliation and regional location in shaping ﬁrm performance, with more concentrated markets performing better, and concludes that a policy of attracting strategic investors capable of pushing restructuring and bringing new investment to privatized ﬁrms should become a priority for policy makers. Pivovarsky (2001) uses data on 376 medium and large Ukrainian ﬁrms to investigate the relationship between ownership concentration and enterprise performance. He ﬁnds that ownership concentration is positively associated with enterprise performance, and that concentrated ownership by foreign companies and banks is associated with better performance than concentrated domestic ownership. He concludes that the method of privatization has a lasting impact on ownership structure, with privatization that grants signiﬁcant ownership stakes to single parties having greater efﬁciency gains than methods that create dispersed ownership. KAZAKHSTAN
 
 Djankov and Nenova (2000) use data for over 6,600 Kazakh enterprises during 1996–1999 to examine “why privatization failed in Kazakhstan.” They try to explain the rapid declines in output that occurred for all sectors except oil and gas. They ﬁnd that newly created (de novo) private enterprises, established after 1992, perform markedly better than privatized ﬁrms or those that remain SOEs, and that privatized ﬁrms perform as badly as, or worse than, SOEs. Privatization failed to improve performance because divested ﬁrms were used as short-term vehicles for extracting private beneﬁts. MONGOLIA
 
 Anderson, Lee, and Murrell (2000) examine the effects of competition and ownership on the efﬁciency of newly privatized ﬁrms using a sample of 211 Mongolian companies with (survey-derived) ownership data in 1995. Mongolia’s privatization program was implemented in a country lacking the basic institutions of capitalism. They ﬁnd that competition has qualitatively large effects, with perfectly competitive ﬁrms having nearly double the efﬁciency of monopolies. Enterprises with residual state ownership appear to be more efﬁcient than other enterprises, reﬂecting an environment where the government was pressured to focus on efﬁciency and institutions gave little voice to outside owners. Summary of the Empirical Evidence on Privatization’s Impact in the Former Soviet Union The studies summarized above yield several overall conclusions. Certainly the most important is that insider privatization has been a failure throughout the former Soviet Union, especially in Russia, and that the concentrated managerial ownership structure that characterizes almost all privatized ﬁrms will likely hamper these economies for many years. Russian reformers considered rapid privatization
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 to be an imperative, and for this reason they opted for the politically expedient technique of favoring incumbent managers and employees with allocations of controlling shareholdings during the initial mass privatization waves of 1992–1993. The investment funds created during this program proved ineffective, owing primarily to insider control and poor legal protection of (outside) shareholder voting rights. In spite of this, several studies document that privatization was associated with performance improvements in ﬁrms that were divested during the mass privatization program of the early 1990s. Many studies also ﬁnd that post-privatization performance improves the most (or only) for ﬁrms that are outsider controlled, and all the studies stress the importance of bringing in new management whenever possible. Additionally, foreign share ownership is associated with signiﬁcantly greater performance improvement than is purely domestic ownership, and managers who actually pay for divested ﬁrms (through management buyouts) improve performance more than do managers who are effectively given control (through voucher schemes). Russia provides an example of what can go wrong with privatizations in the 1995 “loans for shares” scheme, which transferred control of 12 natural resource ﬁrms to a small group of “oligarchs” at very low prices. Black, Kraakman, and Tarassova (2000) argue this was this was a corrupt and nontransparent transfer of assets that precipitated widespread insider expropriation. Further, it contributed to the political unpopularity of privatization in Russia. It provides a cautionary note that privatization is not an economic panacea.3 Black, Kraakman, and Tarassova also argue that a poorly designed privatization program is worse than none at all. However, Nellis (1999) and other commentators point out that many of Russia’s problems resulted from a collapse of central governmental authority, and would thus not likely be solved by renationalization. Perhaps the best long-term hope for economic revitalization in the former Soviet republics is the type of de novo private development described in Havrylyshyn and McGettigan (1999). Certainly, all of the FSU countries seek to emulate the economic success of the transition economy that was arguably the most backwards in 1978, but has now become a byword for economic success and dynamism: China.
 
 The Transition Outlier: Privatization’s Impact on China’s Economic Performance No major country has turned in a record of uninterrupted growth comparable to China’s since 1978. Even granting that China’s remarkable economic transformation occurred after decades of maniacally dysfunctional governance, and thus from a very low developmental base, the country’s record of investment, output, and employment growth is extraordinary. While many studies have examined China’s economic performance, our focus in this section will be speciﬁcally on the role that privatization has played in China’s transition to an economy that is capitalist in all but name. We ﬁrst brieﬂy describe the effect of the policy initiatives adopted by China over the last quarter-century, and then discuss the role and effectiveness of privatization within this reform process.
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 The Evolution of Economic Reform Policies in the People’s Republic of China China adopted economic reform policies two years after the death of Chairman Mao Tse-tung in 1976, not out of a sudden conviction that capitalism was superior, but rather out of desperation at the wretched state of the Chinese economy—and the attendant political and economic weakness thus engendered. Chinese economic reforms have dramatically increased the total factor productivity [Li (1997)] of Chinese state-owned enterprises, largely by improving incentives [Groves, Hong, McMillan, and Naughton (1994, 1995)] and decentralizing economic decision making [Cao, Qian, and Weingast (1999); Lau, Qian, and Roland (2000)].4 The progress China has made toward creating a market economy in recent years is nothing short of incredible, as tables 5.7 and 5.8 make clear. The ﬁrst table describes the relative output shares of state-owned and privately owned manufacturing enterprises in China for the years 1993–1999, while table 5.8 presents similar information about relative employment shares. These tables clearly suggest that state-owned enterprises represent a rapidly declining share of total Chinese manufacturing output, and an even more rapidly declining share of manufacturing employment. Whereas SOEs accounted for almost half (47 percent) of industrial output in 1993, this had dropped to 28 percent by 1999, and today SOEs probably account for less than 20 percent of output. The pattern of employment in Chinese manufacturing changed even more dramatically between 1993 and 1999 than did output shares. Total employment fell by one-third, from 66.3 million workers in 1993 to 44.2 million in 1999, but the entire drop in employment occurred in the state sector. SOEs employed 45.0 million manufacturing workers in 1993, or 68 percent of the total, but over the next six years the number of workers employed in manufacturing SOEs fell by 24.9 million, and the SOE share of manufacturing employment dropped to 55 percent. The total number of manufacturing workers outside of the state sector remained essentially constant between 1993 and 1999, but the number and share of manufacturing workers employed by privately owned companies increased from
 
 5.7. Relative Shares of Chinese State-Owned, Mixed Ownership, and Privately Owned Enterprises in Output, 1993–1999
 
 TABLE
 
 Share of Gross Output Value of Chinese Industrial Enterprises (%)
 
 SOEs Collectives Individually owned “Other”* TOTAL
 
 1993
 
 1994
 
 1995
 
 1996
 
 1997
 
 1998
 
 1999
 
 47 34 8 11 100
 
 37 38 10 15 100
 
 34 37 13 17 100
 
 36 39 15 17 100
 
 32 38 18 18 100
 
 28 38 17 23 100
 
 28 35 18 26 100
 
 Source: Table 3 in Broadman (2001). Note: The shares data do not sum to 100% exactly, owing to rounding and statistical changes in the authorities’ reporting tables.
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 TABLE
 
 Employment in Chinese Industrial Enterprises (Staff and Workers)
 
 SOEs Share Collectives Share “Others”a Share TOTAL Share
 
 1993
 
 1995
 
 1997
 
 1998
 
 1999
 
 45.0m 68% 17.0m 26% 4.3m 6% 66.3m 100%
 
 44.0m 67% 15.0m 23% 7.1m 10% 66.1m 100%
 
 40.4m 65% 13.3m 21% 8.5m 14% 62.2m 100%
 
 27.2 57% 8.0 17% 12.3 26% 47.5 100%
 
 24.1 55% 6.7 15% 13.4 30% 44.2 100%
 
 Source: Table 4 in Broadman (2001). “Others” here refers to all private sector ﬁrms, including “individually owned” enterprises, private ﬁrms with more than seven employees, Sino-foreign joint ventures, and fully foreign-funded ﬁrms.
 
 a
 
 4.3 million to 13.4 million, and the private-sector’s share of manufacturing employment shot from 6 percent to 30 percent. Obviously, the share of total Chinese output of goods and services represented by privately owned businesses has increased steadily and dramatically during the past decade. However, most of the growth in the private sector’s share has not come from privatized state enterprises. Instead, virtually all of China’s economic growth has come either from newly created, domestically owned companies or from ventures funded and controlled by foreign investors. Most of the key reforms have served to promote the formation and development of these new businesses. To date, the privatization of SOEs has not played a central role in the Chinese economic reform agenda; indeed, the Chinese government even denies that it has adopted a privatization program. Instead, the government refers to “opening up the capital of the state sector” and “subjecting state enterprises to market discipline.” High-ranking Chinese ofﬁcials almost never use the word privatization when discussing (or defending) the country’s divestment program, since the People’s Republic of China ofﬁcially remains a communist nation. Although shares of several thousand state-owned companies have been sold to private investors, these remain ﬁrmly under state control. The reason for this is simple—because the ownership structure of Chinese stock companies is unlike anything seen elsewhere in the world. As described by Xu and Wang (1999), Tian (2003), and Lin (2000), only one-third of the stock in publicly listed former Chinese SOEs can be owned by individuals; the remaining two-thirds of a company’s shares must be owned by the state and by domestic (usually ﬁnancial) institutions. Thus far, these have been exclusively state-owned, though several of the state banks have been partially privatized since 2000. So-called A-shares may be owned and traded only by Chinese citizens, while B-shares are stocks listed in Shanghai or Shenzhen and may be owned and traded only by foreigners. Other shares are listed in Hong Kong (H-shares) or New York
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 (N-shares), and these are also reserved for foreign investors. Even though these restrictions were loosened in 2002, the net effect of this fractionalization of ownership has been that, even in publicly listed former SOEs, control is never really contestable. Furthermore, the long-term investment performance of “privatized” Chinese companies has thus far been quite poor, as will be discussed in chapter 6. This is particularly true for the “Red Chip” companies (PRC-controlled enterprises incorporated and listed in Hong Kong) and H-shares sold in Hong Kong.5 On the other hand, the sheer number of companies partially privatized by the Chinese government, coupled with the massive potential economic impact of a full-scale privatization program, has prompted a growing number of academic researchers to examine the effectiveness of the partial sales executed thus far. Very few of these manuscripts have thus far been published in academic journals, though this will likely soon change. We now examine these studies. The Empirical Evidence on Privatization’s Impact in China Table 5.9 summarizes four empirical studies of privatization in China that have either been accepted for publication in top academic journals or are far along in the journal review process. All four studies employ samples of ﬁrms that were partially privatized via public share offerings, since only these generate comparable pre- versus post-privatization performance data that are publicly available within the Chinese ﬁnancial reporting system. Additionally, all four studies employ the MNR (1994) methodology for assessing privatization-related performance changes for individual ﬁrms, though most studies also employ panel data estimation techniques to examine speciﬁc determinants of performance changes. Almost all Chinese share issue privatizations are executed using primary, capital-raising share offerings rather than the pure secondary offerings favored by most other privatizing countries (except Malaysia). This complicates the analysis of performance changes because primary offerings result in a very large increase in the assets and equity accounts of privatized companies, which artiﬁcially depresses measurements such as return on assets and, especially, return on equity in the years immediately after privatization. For this reason, the studies below all measure proﬁtability changes by examining the change in the return on sales ratio or by examining changes in a ﬁrm’s level of real net proﬁts. Jia, Sun, and Tong (2002) use a sample of 41 Chinese H-share offerings from 1993 to 1998 to examine whether privatization through listing of Chinese companies in Hong Kong causes performance to improve. They employ both MNR and pooled regression panel data methodology, and ﬁnd that real net proﬁts are unchanged after privatization, while return on sales declines signiﬁcantly. Output increases and leverage declines signiﬁcantly. Regression analysis shows that state ownership is negatively related to performance, but H-share ownership has a signiﬁcant, positive effect on performance. Wei, Varella, D’Souza, and Hassan (2003) also use MNR methods to test whether performance improves for 208 Chinese companies partially privatized through public share offering between 1990 and 1997. They document signiﬁcant improvements in real output, assets, and sales,
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 5.9. Summary of Empirical Studies of Privatization in China
 
 Study
 
 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Using MNR methods, ﬁnd signiﬁcant improvements in return on sales Evaluate the performance of 634 Chinese SOEs listed on stock exand the level of real earnings, real sales, and employee productivity changes during the period 1994–1998. Use both MNR pre- and postafter partial privatization. Also ﬁnd that more recently privatized -privatization comparisons and panel data regression methods to companies are of higher quality—and perform better after divestexamine whether partial divestment improves ﬁrm’s earnings, outment—than do those divested earlier. Panel data regressions verify put, and efﬁciency (real output per employee). Also examine differbasic ﬁndings that privatization improves performance, and ﬁnd ential effect of state and “legal person” shareholdings. that different ownership structures have opposite effects on ﬁrm’s performance. State shareholdings hinder performance, while “legal person” shareholdings promote improvements. Wei, Varella, D’Souza, Use MNR methods to test whether performance improves for 208 Document signiﬁcant improvements in real output, assets and sales, and Hassan (2003) Chinese companies partially privatized through public share offering sales efﬁciency, the level of real proﬁts, and leverage. Firms in between 1990 and 1997. which more than 50% voting control is conveyed to private investors improve performance more than do those that remain state controlled. Tian (2002) Examines the ownership and control structure of 826 partially privati- Finds that government shareholdings remain very large in partially prized companies listed on Chinese stock exchanges in 1994–1998 vatized companies, and that the relationship between state holdand tests the relationship between ownership structure and ﬁrm ings and ﬁrm value is U-shaped. Going from state ownership levels value—as measured by Tobin’s Q. of 0 to 30%, increasing ownership causes ﬁrm value to decline, but after that Tobin’s Q increases with increasing state ownership. Jia, Sun, and Tong Examine whether privatization through listing of Chinese companies Find that real net proﬁts are unchanged after privatization, and that (2002) in Hong Kong causes performance to improve. Use a sample of 41 return on sales declines signiﬁcantly. Output increases and leverage Chinese H-share SIPs in 1993–1998. Use MNR and pooled regresdeclines signiﬁcantly. Regressions show that state ownership is negsion panel data methodology. atively related to performance. H-share ownership has signiﬁcant, positive effect on performance. Sun and Tong (2003)
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 as well as improvement in sales efﬁciency, the level of real proﬁts, and leverage. Firms in which more than 50 percent voting control is conveyed to private investors improve performance more than do those that remain state controlled. Tian (2003) examines the ownership and control structures of 826 partially privatized companies listed on Chinese stock exchanges from 1994 to 1998 and tests the relationship between ownership structure and ﬁrm value, as measured by Tobin’s Q. He ﬁnds that government shareholdings remain very large in partially privatized companies, and that the relationship between state holdings and ﬁrm value is U-shaped. Going from state ownership levels of 0 to 30 percent, increasing ownership causes ﬁrm value to decline, but after that Tobin’s Q increases with increasing state ownership. A representation of this relationship is presented in ﬁgure 5.5. Sun and Tong (2003) perform the best and most comprehensive analysis to date of China’s privatization program. They evaluate the performance of 634 Chinese SOEs listed on stock exchanges during the period 1994–1998. They use both the MNR and panel data regression methods to examine whether partial divestment improves ﬁrms’ earnings, output, and efﬁciency (real output per employee). They also examine the differential effect of state and “legal person” shareholdings. Using MNR methods, they document signiﬁcant improvements in proﬁtability, as measured by return on sales, and in the level of real earnings, real sales, and employee productivity after partial privatization. They also ﬁnd that more recently privatized companies are of higher quality—and perform better after divestment— than do those divested earlier. Panel data regressions verify these basic ﬁndings that privatization improves performance, though they also ﬁnd that different ownership structures have opposite effects on ﬁrm performance. State shareholdings hinder performance, while “legal person” shareholdings promote improvements. Table 5.10 reproduces the key result of their study. Taken together, these empirical studies show that privatization in China is associated with dramatic increases in real sales and efﬁciency (measured as real
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 FIGURE 5.5. The relationship between state ownership and corporate value (Tobin’s Q) for partially privatized Chinese companies. Source: Tian (2003).
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 5.10. Summary of the Impact of Privatization on the Performance of Partially Divested Chinese Enterprises Number of Obs
 
 199
 
 Measure
 
 Variable
 
 Proﬁtability
 
 Real net proﬁts (RNP)
 
 634
 
 Real EBIT (REBIT)
 
 606
 
 Return on sales (ROS)
 
 634
 
 Gross proﬁt margin (EBIT/Sales)
 
 614
 
 Output
 
 Real sales (RS)
 
 633
 
 Leverage
 
 Operating cash ﬂow/total debt
 
 288
 
 Times interest earned (TIE)
 
 612
 
 Employment
 
 Total employment
 
 113
 
 Efﬁciency
 
 Real sales/employee
 
 113
 
 Source: Tables 1⫺5 of Sun and Tong (2003) *Denotes signiﬁcance at the 10 percent level. **Denotes signiﬁcance at the 5 percent level.
 
 Median (Mean) Before
 
 Median (Mean) After
 
 Median (Mean) Change
 
 0.7727 (0.8967) 0.8149 (0.9000) 0.1234 (0.1647) 0.1728 (0.2119) 0.8827 (0.9168) 0.2360 (0.3521) 6.2485 (⫺7.4965) 1,481 (10,818) 103.2 (226.1)
 
 1.0925 (1.0379) 1.1386 (1.2722) 0.1142 (0.1136) 0.1550 (0.1636) 1.2489 (1.4516) 0.1800 (0.2328) 4.7340 (6.0356) 1,868 (3,167) 126.2 (311.9)
 
 0.3648 (0.1412) 0.3237 (0.3723) ⫺0.0092 (⫺0.0511) ⫺0.0178 (⫺0.0482) 0.3662 (0.5348) ⫺0.0560 (⫺0.1193) ⫺1.5145 (13.5321) 387 (⫺7,651) 23.04 (65.8)
 
 Wilcoxon Test 9.8020** 9.1090** 3.0547** 3.9729** 15.7160** 5.3551** 4.0230** 1.0661 1.8394*
 
 Pos (⫹)/Neg (⫺) Ratio (Proportion Z) 433/201 (13.5128)** 413/193 (13.0624)** 279/355 (⫺2.6737)** 245/369 (⫺4.0743)** 475/158 (21.8289)** 94/194 (⫺5.892)** 278/334 (⫺2.263)** 63/50 (1.222) 71/42 (2.728)*
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 output per worker), as well as with signiﬁcant declines in leverage. Employment typically does not change signiﬁcantly following privatization, though this value is not reported frequently enough to allow a ﬁrm conclusion. The impact of privatization on proﬁtability is generally misunderstood to be negative, since most empirical studies document a sharp decline in return on assets—and an even larger decline in return on equity—due to the aforementioned fact that Chinese SIPs are almost exclusively primary share offerings. Properly measured, however, proﬁts increase signiﬁcantly after partial divestiture, since output increases dramatically and the return on sales is essentially unchanged. Thus, the empirical record clearly suggests that privatization “works” quite well in China, even if the government still cannot bring itself to utter the policy’s name in polite society. The Future of Privatization in China In 1998, the Chinese Communist Party committed the country to what was effectively a massive privatization program [Lin (2000)] under the slogan “seize the large, release the small.” This roughly translates as privatizing all but the largest 300 or so SOEs. Over the next ﬁve years, such massive changes (and dislocations) occurred within the state sector that the 2003 Party Congress retreated somewhat from planning as rapid a pace of transformation going forward. Nonetheless, even this more modest reform will likely result in a privatization program of unprecedented scale over the next decade. Furthermore, since China joined the World Trade Organization in 2001, broad swathes of heretofore protected Chinese industry—including telecommunications, automobile production, and ﬁnancial services—will soon be fully opened to international competition for the ﬁrst time. This process will almost certainly increase the pressure on China to fully privatize its industry. On the other hand, there are reasons to believe that China’s “privatization” program will do little to lessen the state’s role in economic decision making, either at the macro- or micro-economic levels. For one thing, the country’s convoluted stock ownership restrictions severely hinder effective corporate governance. These ownership restrictions could, however, be rescinded by government ﬁat at any time. Perhaps the key constraint on privatization in China is the fact that SOEs, rather than the government itself, still serve as the country’s social safety net. As described in Bai, Li, and Wang (1997) and Lin, Cai, and Li (1998), Chinese SOEs are burdened with many social welfare responsibilities. Although recent reforms have lessened this burden somewhat, and promise to do so even more in the future, the easy SOE sales and closures have already been made. The enterprises that remain in state hands are generally unproﬁtable, and often beyond salvage. Thus, it is difﬁcult to imagine the government adopting a privatization program that would either grant these ﬁrms discretion over stafﬁng levels or subject them to truly enterprise threatening competition. In sum, the long-term prognosis for privatization in China is unclear; there is great scope for such a program to have a dramatically positive impact, coupled with great danger of social turmoil if handled (or sequenced) incorrectly.
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 Summary The countries of central and eastern Europe that were part of the Soviet bloc until the collapse of the Berlin Wall in 1989 have lived through a period of peaceful transition that is unique in modern history. In fact, the changes required to move from police states with centrally planned economies to democracies with market economies have been so vast and all-encompassing that these nations have been labeled “transition states.” All 26 countries that emerged from the Soviet bloc have at least begun the political and economic process of transition, and many have made dramatic progress—but the process has invariably been painful and incomplete. This chapter surveys the economic changes and dislocations involved in the transition of CEE countries, and speciﬁcally examines the role that privatization of state enterprises has played in transition. Not surprisingly, given that the state owned as much as 95 percent of productive assets in some countries in 1989, privatization has been far more massive and disruptive in the transition countries than in nontransition developed and developing nations. Not only did the state need to divest its ownership of most of the business assets in these countries, it also had to do so in an environment where few citizens could afford to pay cash for shares divested and where there were literally no domestic companies that could purchase the state enterprises. Rather than sell SOEs to the only parties willing and able to pay cash—foreign companies and investors—most CEE governments opted for mass privatization schemes, wherein citizens received vouchers (free or at very low cost) that could then be converted into shares of SOEs being divested by the state. Though initially popular, voucher privatizations ultimately proved disappointing. Unlike asset sales, these programs failed to attract any new capital or expertise to the enterprises being divested, which thus languished unreformed and undercapitalized. Unlike share issue privatizations, the voucher schemes also failed to raise any money for the selling governments, which inevitably faced severe ﬁscal and monetary pressures during transition. More generally, all aspects of the transition process proved to be far more difﬁcult than expected, and many companies—both those that had been privatized and those that remained state owned— encountered severe ﬁnancial problems. These problems, in turn, made it extremely difﬁcult for governments to impose hard budget constraints on ﬁrms, and so easy credit continued to ﬂow to companies from state-controlled banks. Banking crises were the unsurprising and all too common results of these soft budget constraints, and by the end of the 1990s the banking systems of several CEE nations were almost entirely foreign owned. Another severe problem of transition was the common failure to adopt needed microeconomic and legal reforms to strengthen corporate governance, protect creditors and investors, and prevent managers from looting their companies through a variety of legal and extra-legal means. Researchers have documented a signiﬁcant, direct relationship between these “deep reforms” and superior economic performance, indicating that the countries able to implement needed legal
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 and regulatory changes were also able to recover most rapidly from the severe decline in output that all transition economies experienced after the collapse of communism. Research also documents that the ownership structures that emerged from various privatization processes were instrumental determinants of the economic performance of divested companies. In general, companies where insiders gained control performed very poorly, whereas ﬁrms that gained real owners in the form of ﬁnancial institutions, foreign corporations, or local entrepreneurs fared much better. This research also documents a surprisingly positive impact of residual state ownership on ﬁrm performance. In contrast with the former Soviet bloc countries, China’s transition experience has been immensely successful. Over the past quarter-century, China has enjoyed rapid and almost uninterrupted economic growth, and has attracted more foreign direct investment than any country in the world except the United States. To date, relatively few state-owned enterprises have been even partially privatized, though the empirical evidence suggests that privatization has on average improved ﬁrm performance when attempted. Instead, enterprises have been given greater operating freedom and have been subjected to hard (or at least harder) budget constraints. Additionally, new private and mixed ownership companies have emerged as the dominant engines of Chinese economic growth. Finally, a much larger wave of true privatizations seems likely to be executed by the Chinese government over the coming decade.
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 The Structure and Investment Performance of Privatization Share Offerings
 
 O
 
 nly 20 years ago, the largest share offering in world history had raised less than $1.5 billion, and very few share offerings ever raised more than $250 million. However, since the ﬁrst British Telecom offering in November 1984, which raised an unheard of $4.9 billion, no fewer than 183 share issue privatizations have raised at least $1 billion, and 16 have raised over $10 billion! Twenty years ago, a very small fraction of the adult population owned shares in any developed country except the United States, and share ownership was even more highly concentrated in developing countries. Today, between one-sixth and onethird of the adult population owns shares in most developed (and in a few developing) countries, and share ownership exceeds 40 percent in at least three—Sweden, Australia, and the United States. Twenty years ago, the total value of all of the world’s listed companies was a little over $3 trillion, a ﬁgure that was less than 40 percent of world GDP. By early 2000, global market capitalization reached $35 trillion, a ﬁgure equal to global GDP. Even after world market capitalization declined to its low point of about $20 trillion during the summer of 2002, this still equaled roughly two-thirds of global output, and the global rebound in stock value over the next two years has brought worldwide valuations back near $30 trillion by the summer of 2004. In other words, the past 20 years have witnessed a revolution in global ﬁnance and, outside of the United States, the most important factor in this transformation has been the spread of SIP programs around the world. This chapter examines the structure and investment performance of SIPs. As we will see, these often massive share issues differ fundamentally from privatesector share issues in almost all respects, except that both use the same ﬁnancial instrument. The insigniﬁcantly positive long-term investment performance of SIPs also differs dramatically from the signiﬁcantly negative long-run returns observed for private share offerings. Additionally, SIPs were the ﬁrst truly large share offerings of any type in most countries, so privatizations effectively inaugurated those nations’ investment banking industries. Even in the handful of countries (Britain, 203
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 Japan, Canada, the United States, and a few continental European countries) where signiﬁcant share offerings were already established, SIPs transformed the size and efﬁciency of both that country’s investment banking industry and its stock market.
 
 Characteristics of Share Issue Privatization Offerings In all likelihood, you do not now consider common stock offerings to be important instruments of public policy. This section will try to convince you otherwise. In fact, we will see that governments around the world have learned to use share issue privatizations both as a mechanism for raising money and as a tool of political expression. To understand this point, ask yourself what choices the private owner of a company seeking to raise capital by selling stock to public investors for the ﬁrst time would make regarding the size, structure, and pricing of this IPO of shares. The typical entrepreneur’s principal objective in an IPO is to raise as much new capital as possible, at the maximum attainable price per share, while selling a small enough fraction of the company that personal voting control of the ﬁrm is not immediately threatened. Expressed in practical terms, this implies that most private-sector share offerings will be primary, capital-raising issues and that entrepreneurs should sell relatively small stakes in their companies through some type of auction mechanism that yields the highest attainable per share price. In the United States—and increasingly in other developed countries as well—this means selling shares through an underwritten initial share offering, where the investment bank handling the offer uses book-building techniques to assess what institutional investors are willing to pay and then sets the offering price at a level that just clears the market. In general terms, this is in fact how most private-sector IPOs are actually priced and marketed in the United States and other developed economies. When a government sells an SOE via a public share offering, it confronts the same pricing and marketing decisions as faced by corporate issuers, but the empirical evidence shows that governments make signiﬁcantly different choices from those entrepreneurs make. Unlike entrepreneurs, who seek to maximize the proceeds received from share offerings, a privatizing government pursues multiple objectives and has both political and economic goals. Where entrepreneurs typically sell small stakes in their ﬁrms in primary share offerings, governments prefer to sell much larger fractions (averaging about 34 percent) of SOE stock in enormous, purely secondary share offerings that raise revenue for the government but yield no new capital for the ﬁrm. Whereas the investment bankers handling private-sector IPOs generally employ book-building techniques and sell shares to the highest bidders, privatizing governments typically use ﬁxed-price offerings, with the (deliberately low) offering price set weeks in advance, and then allocate these shares as widely as possible to citizens—often at discounted prices. Finally, whereas virtually all entrepreneurs are intent on retaining tight control of their ﬁrms after the IPO, governments generally commit to not exercising any day-today operating control over the privatized ﬁrms, though governments often retain ultimate veto power over strategic decisions, especially regarding mergers or restructurings.
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 SIP Offering Size The ﬁrst thing most ﬁnancially literate observers notice about share issue privatizations is that many of these offerings are truly gargantuan. This is especially true in a relative sense, as compared to other share offerings from a given country or as a fraction of that country’s GDP. However, as table 6.1 clearly demonstrates, SIPs are also the largest share offerings in an absolute sense. In fact, the 11 largest share offerings in ﬁnancial history are all share sales by state-owned ﬁrms, and 10 of these are true SIPs that reduce state ownership.1 Additionally, 30 of history’s 34 largest share offerings are SIPs. Apart from the disastrous (for investors) $10.6 billion AT&T Wireless tracking stock IPO in April 2000, no truly private-sector share offering has ever raised more than $7.5 billion, but this has been achieved by 22 SIPs from eight countries. Several of the issues detailed in table 6.1 bear explicit mention, beginning with the ﬁve offerings listed for NTT. Not only is the $40.26 billion seasoned offering in November 1987 the largest share offering in ﬁnancial history, but when the $15.1 billion IPO in October 1988 and the $22.4 billion seasoned equity offering (SEO) in February 1988 are also added in, the Japanese government raised an astonishing $80 billion from the sale of less than 25 percent of the stock in a single company—in less than one year! The two sales of NTTDoCoMo stock by NTT are really equity carve-outs where a parent company sells off a fraction of the stock it owns in a subsidiary, but since these reduce overall government ownership of a company’s equity, they qualify as share issue privatizations. Combining these with the six NTT offerings since 1987 (one was too “small” to make table 6.1’s listing) yields total proceeds of almost $135 billion, yet the Japanese government still owns almost half of NTT’s shares! It is conceivable that by the time the government fully divests all of its holdings in this one company, the total proceeds may reach $250 billion. Several other patterns are evident in table 6.1’s listing. Note, for example, the disproportionate number of offerings of shares in telecommunications companies. Fifteen of the 20 largest (and 18 of the 29 largest) share offerings in history have been telecom privatization issues—including three from the relatively small countries of Australia (Telstra, ranks 14 and 15) and Sweden (Telia, rank 19). With the exception of ﬁve offerings of oil and gas companies (British Petroleum, British Gas, Elf Acquitaine, and two ENI issues) and one bank (Credit Lyonnais), all of the other SIPs in table 6.1 are from regulated industries such as electricity generation and distribution, water and sewage, and rail transport. These are invariably large, well-known companies providing basic services, and the shares are generally marketed very heavily to ordinary citizens. Finally, note that 14 of the 30 SIPs in table 6.1 are initial public offerings, including the largest IPO in history, Italy’s November 1999 offering of a one-third stake in the electric utility company ENEL. This issue raised $18.9 billion for the Italian treasury and attracted over 4 million individual investors. Not surprisingly, table 6.1’s listing of the world’s largest share offerings is dominated by sales by developed country governments. A similar listing of the largest offerings from emerging markets, presented in table 6.2, shows an even greater dominance by SIPs—in fact, all of the very largest share offerings in emerging
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 6.1. Details of the World’s Largest Share Offerings
 
 Date
 
 Company
 
 Country
 
 Nov 87 Oct 88 Nov 99 Oct 98 Mar 03 Oct 97 Feb 87 Nov 99 Jun 00 Nov 96 Oct 87 Apr 00 Nov 98 Nov 97 Oct 99 Jun 99 Dec 90 Dec 91 Jun 00 Dec 89 Feb 01 Dec 86 Jun 98 Jul 97 Apr 00 Jul 93 Oct 93 Dec 98 Oct 97 Jul 99 Feb 94 Jun 97 Jun 98 Feb 01
 
 Nippon Telegraph & Telephone Nippon Telegraph & Telephone ENEL NTT DoCoMo France Telecom Telecom Italia Nippon Telegraph & Telephone Nippon Telegraph & Telephone Deutsche Telekom Deutsche Telekom British Petroleum ATT Wireless (tracking stock) France Telecom Telstra Telstra Deutsche Telekom Regional Electricity Companiesb British Telecom Telia U.K. Water Authoritiesb NTT DoCoMo British Gas Endesa ENI Oracle Japan British Telecom Japan Railroad East Nippon Telegraph & Telephone France Telecom Credit Lyonnais Elf Acquitaine Halifax Building Society ENI Orange
 
 Japan Japan Italy Japan France Italy Japan Japan Germany Germany United Kingdom United States France Australia Australia Germany United Kingdom United Kingdom Sweden United Kingdom Japan United Kingdom Spain Italy Japan United Kingdom Japan Japan France France France United Kingdom Italy France
 
 Amount ($ Millions) $40,260 22,400 18,900 18,000 15,800 15,500 15,097 15,000 14,760 13,300 12,430 10,600 10,500 10,530 10,400 10,200 9,995 9,927 8,800 8,679 8,200 8,012 8,000 7,800 7,500 7,360 7,312 7,300 7,080 6,960 6,823 6,813 6,740 6,687
 
 IPO/SEO SEO SEO IPO IPO SEOa SEO IPO SEO SEO IPO SEO IPO SEO IPO SEO SEO IPO SEO IPO IPO SEO IPO SEO SEO IPO SEO IPO SEO IPO IPO SEO IPO SEO SEO
 
 Source: Table 12 of Megginson and Netter (2001). Updated by author. Note: Offers are reported in nominal amounts (not inﬂation-adjusted), and are translated into millions of US dollars (US$ millions) using the contemporaneous exchange rate. Private-sector offerings are presented in italicized type, while share issue privatizations (SIPs) are presented in normal typeface. Amounts reported for SIP offers are as described in the Financial Times at the time of the issue. Private-sector offering amounts are from the Securities Data Corporation ﬁle or Financial Times. a Rights offering, in which the French government participated proportionately, so not a SIP in the traditional sense. Though a share offering by a state-owned ﬁrm, government ownership did not decline. b Indicates a group offering of multiple companies that trade separately after the IPO.
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 markets have been privatizations. Table 6.2 also demonstrates greater industry variation than was true for developed countries, though here as well the 19 telecom offers dominate. Nine of the remaining SIPs are offerings of oil and gas company shares, reﬂecting the greater resource emphasis of developing country economies. One pattern that is strikingly obvious in table 6.2 is the ﬁnancial importance of greater China. Ten of the 35 largest share offerings are from mainland China or Hong Kong, and these span an unusually broad number of industries (telecoms, oil and gas, banking, and mass transit railways). This is particularly impressive since the ﬁrst publicly traded common stock in modern Chinese history was issued only in 1984, and the two major stock exchanges were not established until 1991. Furthermore, there were no truly “private” share offerings until 2000, and these remain very rare, so all of the phenomenal growth in the capitalization and trading volume of the Shanghai and Shenzhen stock exchanges has come from privatized companies. Yet the state sector remains virtually untouched. The central government has not even begun selling stock in many of its largest SOEs, and retains large majority holdings in those it has partially privatized, so the potential “supply” of Chinese SIPs appears nearly inexhaustible.2 Since China is already the world’s second largest economy on a purchasing power parity adjusted basis, and is enjoying economic growth rates several times higher than those of Western economies, this country seems certain to increase even more in ﬁnancial importance over coming decades. In addition to the prominence of Chinese SIPs, table 6.2 reveals that six of the largest emerging market SIPs have been offers by the Korean government for shares in several very different state enterprises. Two of the largest have been offerings of Pohang Iron and Steel (POSCO), historically one of the best managed state-owned enterprises anywhere, and now one of the world’s largest steel companies. Four of the large Korean SIPs have been executed very recently, since Korea ﬁrst began to emerge from the depression brought about by the 1998 East Asian ﬁnancial crisis. The Korean government remains committed to a very aggressive privatization program emphasizing public share offerings and, unlike most governments that assert their intention to implement such a program, actually seems likely to follow through on its promise successfully. Tables 6.1 and 6.2 show that the largest SIPs are very large, indeed. But how do SIPs compare, on average, to private sector IPOs and seasoned equity offerings (SEOs)? The most detailed study of SIPs yet published is Jones, Megginson, Nash, and Netter (1999; hereafter JMNN), who examine a sample of 630 initial and seasoned SIPs from 65 countries executed over the period 1977–1997. Many of the results presented in this section are from that paper. JMNN also show that SIPs are large by the standards of private ﬁrm offerings. The overall mean (median) size for the full sample of issues is $708 million ($143 million), which is more than 17 (six) times larger than the mean (median) equity offering size reported for U.S. companies in Mikkelson and Partch (1986) and Masulis and Korwar (1986). The initial SIPs are also large. The total value of the issues in JMNN’s sample is $446 billion; of this, initial SIPs constitute $232 billion or 52 percent of the value of the full sample and 66 percent of the number of issues. The overall mean (median) dollar value (hereafter
 
 6.2. Details of the Largest Share Offerings (All Share Issue Privatizations) in Emerging Markets
 
 TABLE
 
 Date
 
 Company
 
 Country
 
 Jun 00 Aug 00 Oct 97 Jun 02 Jan 03 Oct 01 Jun 88 Apr 00 Jul 02 Jun 93 May 99 Jun 01 May 91 Jun 89 Oct 99 Oct 93 Nov 02 Nov 95 Sep 95 May 92 Feb 01 Aug 01 Oct 02 Oct 00 Oct 89 Mar 94 Nov 97 Mar 95 Oct 91 Mar 92 Jul 96 Oct 94 Mar 92 Nov 98 Nov 96 May 99 Sep 94
 
 China Unicom Petrobras China Telecom Korea Telecom Saudi Telecom Sinopec Pohang Iron and Steel PetroChina Bank of China Yacimientos Petroliferos Fiscales Korea Telecom Korea Telecom Telefonos de Mexico Korea Electric Power China Telecom Singapore Telecom China Telecom PT Telkom Petronas Gas Telefonos de Mexico China National Offshore Oil Company Sinopec Unicom Mass Transit Railway Corp ISCOR Telecom Argentina Matav Tupras Usinimas Tenaga National Telefonica del Peru Indosat Telecom Argentina Telekomunikacja Polska (TPSA) CANTV Pohang Iron and Steel Pakistan Telecommunications
 
 China Brazil China Korea Saudi Arabia China Korea China China Argentina Korea Korea Mexico Korea China Singapore China Indonesia Malaysia Mexico China China China China (HKSAR) South Africa Argentina Hungary Turkey Brazil Malaysia Peru Indonesia Argentina Poland Venezuela Korea Pakistan
 
 Amount ($ Millions) $4,900 $4,030 $4,000 $4,000 $3,700 $3,470 $3,400 $2,890 $2,800 $2,660 $2,490 $2,490 $2,170 $2,100 $2,000 $1,950 $1,650 $1,590 $1,443 $1,400 $1,400 $1,400 $1,400 $1,380 $1,300 $1,227 $1,200 $1,200 $1,170 $1,163 $1,100 $1,060 $1,050 $1,020 $1,010 $1,010 $997
 
 IPO/SEO IPO SEO SEO SEO IPO IPO IPO IPO IPO IPO SEO SEO IPO IPO SEO IPO SEO IPO IPO SEO IPO SEO IPO IPO IPO SEO IPO IPO IPO IPO IPO — IPO IPO IPO SEO IPO
 
 Note: Amounts reported for SIP offers are as described in the Financial Times at the time of the issue. Privatesector offering amounts are from the Securities Data Corporation ﬁle or Financial Times.
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 referred to as the size of the offer) of the initial SIPs is $556 million ($104 million). The average initial offer is large relative to the mean value of $13.2 million for IPOs ﬂoated on U.S. markets between 1960 and 1992 (Ibbotson, Sindelar, and Ritter, 1994) or the median value of $24.4 million for U.S. IPOs from 1990 to 1994 (Lee, Lochhead, Ritter, and Zhao, 1996). The average sizes of non-U.S. IPOs reported in the survey article by Loughran, Ritter, and Rydqvist (1994) vary signiﬁcantly between markets and over different time periods, but most are less that $15 million.3 In addition to being very large by the standards of private sector equity offerings, SIPs are the largest type of privatizations. Megginson, Nash, Netter, and Poulsen (MNNP; forthcoming) report that the average size of 1,526 asset sales of SOEs executed over the 1977–2000 period is $290 million (median $30.3 million) versus the $799 million mean ($105 million median) value for the 931 SIPs reported by MNNP. The value of the ﬁrms sold in SIP offerings actually exceeds the value of the ﬁrms sold in asset sales by an even greater amount than is suggested by these numbers because usually only about one-third of the SOE is sold in a typical SIP, while almost 75 percent of the typical SOE is sold in an asset sale. As discussed in chapter 3, it clearly seems necessary to use organized stock exchanges and the capital markets to sell the largest SOEs. Geographic Distribution and Average Age of SIPs In the early years of privatization, only a handful of mostly developed countries used SIPs to privatize state companies. Since 1990, however, privatizing share offers have become a truly global phenomenon. As an illustration, appendix 1 of this book provides details of SIPs from no fewer than 57 countries, and there have been many other offerings, from several dozen countries, that were too small to be reported by the Financial Times and thus are not detailed in the appendix. JMNN’s data include share offerings from 59 countries. These issues raise a total of $446 billion ($232 billion in initial SIPs) for selling governments. Two countries, the United Kingdom and China, account for 133 of the offers (21 percent of all offers). There are 238 issues from western Europe, including the United Kingdom (38 percent of all offers, 54 percent of the value of all offers); 160 issues are from Asia, including Australia (25 percent of all offers, 35 percent of the value of all offers); 88 issues are from the Middle East and North Africa (14 percent of all offers, 3 percent of the value of all offers); 64 issues are from eastern Europe (11 percent of all offers, 1 percent of the value of all offers); 31 issues are from the remainder of Africa (5 percent of all offers, 1 percent of the value of all offers); 31 issues are from North America (5 percent of all offers, 2 percent of the value of all offers); and 18 issues are from South America (3 percent of all offers, 2 percent of the value of all offers). Also, the average age of the 54 ﬁrms for which they can identify the founding dates is over 50 years (median age 39 years), and one ﬁrm (Instituto Bancario San Paolo, an Italian bank) was 429 years old at the time of its privatization. Details of the time pattern of SIPs in the JMNN sample are presented in table 6.3. We now turn to an examination of the structure and pricing of SIPs, and
 
 TABLE
 
 6.3. Size and Number of Share Issue Privatization Offerings, June 1977–July 1997 Seasoned
 
 Initial SIPs Year
 
 210
 
 1977 1979 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 Overall
 
 Mean ($ Millions)
 
 305 506 36 2,500 231 1,536 2,712 512 500 430 530 200 491 450 404 426 240 556
 
 Median ($ Millions)
 
 305 506 36 639 184 569 207 116 240 319 103 67 52 132 92 56 58 104
 
 Number
 
 2 2 1 3 3 7 19 13 33 30 32 40 51 65 49 45 22 417
 
 Mean ($ Millions)
 
 Median ($ Millions)
 
 All Issues Number
 
 919 473
 
 919 473
 
 1 1
 
 686 85 1,050 989 5,586 22,800 335 364 187 519 852 747 656 764 1175 1069
 
 686 85 898 989 11,800 22,800 285 157 193 478 252 215 127 393 205 311
 
 2 1 3 1 6 1 9 5 10 13 20 25 27 33 14 172
 
 Source: Data from Privatisation International database, as reported in Table 1 of Jones, Megginson, Nash, and Netter (1999).
 
 Mean ($ Millions)
 
 Median ($ Millions)
 
 Number
 
 919 473 305 415 469 1,897 550 1,188 3,407 1,862 457 389 712 275 580 528 600 593 503 708
 
 919 473 305 415 448 559 424 342 658 152 240 157 131 85 80 170 105 180 90 143
 
 1 1 2 3 3 4 8 10 28 16 43 39 44 54 74 92 79 84 45 630
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 again rely heavily on the JMNN study. They document several important patterns, which we brieﬂy mention here and then discuss in the paragraphs below. First, they ﬁnd that governments usually do not sell an entire SOE, or even a controlling stake, in the initial SIP. In many cases, the initial offer is followed by one or more seasoned offers. A government may require four or more of these offerings to fully divest its holdings in the largest state enterprises, particularly telecoms. Second, most SIPs are offered using the ﬁxed-price method, whereby the government sets the share price several weeks in advance of the offering date. Governments typically use tender offers or book building only for the institutional or foreign portions (tranches) of the offering. Third, most initial SIPs are signiﬁcantly and deliberately underpriced, meaning the offer price is set below the expected post-offer market price, and there is signiﬁcant variation in the level of underpricing. Fourth, over 90 percent of the SIPs are oversubscribed, meaning that investors demand more shares than the seller is offering. This oversubscription occurs largely because the shares are so conspicuously underpriced, and governments usually allocate the lion’s share of the stock on offer to domestic and retail investors, rather than to foreign and institutional investors. Also, employees are virtually always favored with preferential allocations of stock, often at discounted prices. Finally, JMNN ﬁnd that governments frequently insert control restrictions in the charters of privatized ﬁrms, or retain golden shares, which are designed to ensure that the privatized ﬁrm will not be fully controlled by foreigners or successfully targeted for hostile takeover. Fraction of the Company Sold in Initial and Seasoned SIPs For a variety of reasons, governments rarely sell all of their holdings in an SOE in a single offering. One key reason for this is practical: they are simply too large for markets to absorb in one gulp. Recall that the Japanese government has executed six massive public offerings of NTT shares, yet still owns almost half of the company. Two other reasons for selling SOE shares in multiple tranches have more to do with political imperatives and the need to signal than to the poor absorptive capacity of national stock markets. First, governments ﬁnd it necessary to retain a large stake in partially privatized companies (particularly regulated utilities) in order to convince investors that the government will not attempt to expropriate shareholder wealth in the divested ﬁrm through taxation or discriminatory regulatory policies. By retaining a large residual stake, the government itself would be the biggest loser if its post-offering policies caused stock prices to decline sharply; if the government sold all of its stake in an SOE in the ﬁrst offering it would not bear the cost of such post-offering strategic behavior. By bonding itself not to expropriate wealth, the government is thus able to sell shares in a partial SIP at a higher price than it could obtain in a complete sale. Finally, governments often feel compelled to retain a stake in high-proﬁle companies or SOEs in strategic industries for nationalistic reasons, especially in order to ensure that the privatized ﬁrm will not be acquired by a foreign company. Citizens also demand that the state retain the ability to force privatized company’s managers to consider “the public interest” in their operating and investment decisions for the ﬁrm.
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 The empirical evidence on the fraction of an SOE that is typically sold clearly suggests that both practical and political considerations guide SOE divestment policies. This section again relies heavily on the evidence in JMNN, and the key parts of that evidence are reproduced in table 6.4. This indicates that partial offerings are common. Of the 384 initial SIPs, only 11.5 percent involved the sale of an entire SOE. Only the British issues after 1984 and most of the French issues during 1986–1987 involve sales of 100 percent of the company’s capital in the initial offer. In addition, only 28.9 percent of initial SIPs involve the sale of more than 50 percent of an SOE, and if we exclude the offers from the United Kingdom, this declines to 20.2 percent. In fact, very few countries routinely sell 100 percent of a company in one offer. The mean (median) percent of capital offered in the 384 initial SIPs is 43.9 percent (35 percent). These numbers are only slightly lower if the United Kingdom is excluded. Not surprisingly, the amount of capital sold in seasoned offers tends to be much smaller. Pricing and Offer Methods in SIPs As we will see in chapter 7, the past dozen years has witnessed an unprecedented surge in the number and value of corporate security offerings around the world.
 
 6.4. Pricing, Share Allocation, and Control Allocation Patterns in Share Issue Privatizations
 
 TABLE
 
 Initial SIPS Measure Pricing variables Issue size (US$ millions) Initial return Percent of offer at ﬁxed price Cost of sales, percent of issue Share allocation variables Percent of offer allocated to employees Fraction of offers with some allocation to employees Percent of offer allocated to foreigners Percent of offers with some allocation to foreigners Control allocation variables Percent of capital sold in offer Percent of offers where 100% of capital sold Percent of capital where 50% or more of capital sold
 
 Seasoned Offers
 
 Mean
 
 Median
 
 Number
 
 Mean
 
 Median
 
 Number
 
 $555.7 34.1% 85.0% 4.4%
 
 $104.0 12.4% 100.0% 3.3%
 
 417 242 273 178
 
 $1,068.9 9.4% 61.0% 2.5%
 
 $311.0 3.3% 100.0% 2.6%
 
 172 55 77 61
 
 8.5%
 
 7.0%
 
 255
 
 4.8%
 
 2.6%
 
 76
 
 255
 
 65.8%
 
 348
 
 35.9%
 
 348
 
 67.6%
 
 384
 
 22.7%
 
 11.5%
 
 384
 
 0
 
 154
 
 28.9%
 
 384
 
 8.4%
 
 154
 
 91.0% 28.4%
 
 11.5%
 
 57.1%
 
 43.9%
 
 35.0%
 
 76 32.5%
 
 142 142
 
 18.1%
 
 154
 
 Source: Data from Privatization International database, as reported in Tables 3, 4, and 5 of Jones, Megginson, Nash, and Netter (1999).
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 For example, the total value of all security offerings was a little over $500 billion in 1990, but in 2003, the value was $5.3 trillion! Offerings by U.S.-based issuers always account for over two-thirds of this total, while European and Japanese issues account for most of the rest. Ljungqvist, Jenkinson, and Wilhelm (2003) document that U.S. investment banks—and especially U.S. banking procedures— have been steadily gaining market share since 1990, and the most visible aspect of this growth has been the spread of book building techniques. This means that an investment bank underwriting a share offering will carefully assess investor demand, at each of a rising schedule of per-share offering prices, by institutional investors for shares in a company going public. The bankers will then set the ﬁnal offering price at a level slightly below that required to clear the market, then they will execute the offer by allocating shares to the institutional investors, after which trading begins. Book building, though expensive in terms of direct costs (such as underwriting fees), allows the issuing ﬁrm to sell shares at a sufﬁciently higher price that the net proceeds from the offering are higher than would otherwise be possible. The alternative to book building is a ﬁxed-price offering. These have traditionally been the dominant approach to pricing and marketing IPOs outside the United States. In this method, the issuer states the number of shares and the offer price several weeks in advance of taking orders from potential investors. In contrast, book building has been the method of choice in the United States. In this process, the investment banker builds a book as the issue is pre-sold to investors. This pre-selling involves the solicitation of interest but does not legally require investors to buy shares at the price they specify (though reputational concerns generally prompt investors to follow through and place ﬁrm orders). Book building has the advantage of aggregating investor demand prior to the offer and thus yields higher expected offer proceeds than the ﬁxed-price method. However, Benveniste and Wilhelm (1997) show that ﬁxed-price offers have an advantage over book building in that they are less likely to fail at the offer price. In fact, the ﬁxed price is set lower than a book-building offer price so as to generate cascading demand that guarantees the issuers’ proceeds. This makes ﬁxed-price offers popular with risk-averse issuers, and it follows that these offers are appropriate for SIPs, since a failed offer could endanger the whole privatization program. In addition, cascading demand is useful for eliciting the interest of the politically important median-class voters. However, for less politically sensitive investors, such as institutional investors or foreigners, or for less politically sensitive seasoned offers, governments should be more willing to use book building or auctions to maximize issue proceeds. The results presented in table 6.4 illustrate the popularity of ﬁxed-price offers. For the 273 initial SIPs for which JMNN can determine the method of offer, 85 percent are at least partially ﬁxed price and 79.9 percent are entirely ﬁxed price. There are offers that are only partially ﬁxed price, in that they use auction pricing for institutional investors. In seasoned offers, shares are sold exclusively at a ﬁxed price 59.7 percent of the time, and 61.0 percent of the average seasoned issue is ﬁxed price. Table 6.4 also presents mean and median values for the cost of selling the share offering as a percent of the issue amount. It is interesting to note that the average level of fees is only 3.9 percent across the full sample of SIPs, and the
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 4.4 percent average fee for initial offers is only slightly larger than the 2.5 percent value for seasoned issues. These fees are much lower than the 7.0 percent and 7.9 percent spreads documented for recent American IPOs by Beatty and Welch (1996) and Lee, Lochhead, Ritter, and Xhao (LLRX; 1996), respectively. The fees on seasoned offerings are also much less than the 5.44 percent gross spreads documented by LLRX. Even when JMNN focus exclusively on the very largest ($500 million and up) initial offers in LLRX, they ﬁnd that the 5.21 percent spread for the largest American IPOs is 18 percent larger than the spread for all initial SIP offers, even though the average size of SIPs is smaller than the top decile of U.S. offers. Evidence also suggests that the fees for larger SIPs are actually falling over time. The low costs of underwriting are consistent with governments deliberately underpricing to such an extent that the underwriters willingly accept low spreads because they perceive there to be very little risk of insufﬁcient demand for shares. In addition, underwriters often view participation in a SIP as reputation enhancing. Table 6.4 also reports the initial returns (i.e., the underpricing) calculated from the closing secondary market price on the ﬁrst day of trading, less the offer price, as a percent of the offer price. The mean (median) level of returns is 34.1 percent (12.4 percent) for the initial SIPs and 9.4 percent (3.3 percent) for seasoned SIPs. JMNN ﬁnd that underpricing has not decreased with time, and also document that the mean and median levels of underpricing are similar across industries with the exception of ﬁnancials and utilities. We will discuss the theory and empirical evidence on underpricing in much greater detail in the next section. For now, we simply wish to document that underpricing of SIPs is pervasive, and assert that it is politically motivated. By deliberately underpricing SIPs, governments turn these share offerings into political instruments, since they can then allocate the underpriced shares (and implied capital gain) to politically favored groups of citizen/investors. As we now see, governments do in fact allocate shares based on a political calculus, and do so with great effectiveness. Preferential Share Allocations and the Selection of an Underwriter The ﬁnal part of table 6.4 describes how shares are allocated in initial and seasoned SIPs. Governments clearly allocate shares in the politically inspired manner predicted by Biais and Perotti (2002). Ofﬁcials achieve political goals in part by dividing the issue into tranches, with each tranche targeting a certain number of shares to different clienteles (i.e., employees, domestic, retail, institutional, and foreign). In 91.0 percent of the initial offers, some fraction of the total offering is sold to employees, and these shares are often sold with favorable terms such as discounted prices and lenient payment schedules. The mean (median) fraction allocated to employees is 7.6 percent (5.7 percent). In 9 percent of the initial offerings, domestic retail investors are allowed to purchase shares at a discount. The mean (median) discount is 10.4 percent (7.3 percent). In 16.2 percent of the seasoned offerings, there is an explicit mean (median) discount for domestic retail investors of 5.1 percent (4.3 percent). These discounted offerings are ﬁxed-price
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 transactions in which governments designate a speciﬁc block of discounted shares for domestic retail investors. There are usually additional preferential allocations in the initial offerings to individual versus institutional investors and to domestic rather than foreign investors. Foreigners are explicitly allocated shares in 57.1 percent of the initial offers, but the mean (median) allocation fraction is only 28.4 percent (11.5 percent). An extreme case of preferential allocations occurs in some of the Malaysian offerings, with reserved shares for Malaysian citizens, of which a large fraction must be individual or institutional members of the Bumiputra ethnic group. In addition, domestic investors and employees are effectively always guaranteed their allocation if the offer is oversubscribed. In fact, oversubscribed shares are allocated from institutional and foreign investors to employees and/or domestic retail investors in all but two of the over 150 initial issues for which JMNN can identify the oversubscription allocation mechanism. The other two offers are undersubscribed. JMNN also ﬁnd that over 90 percent of the initial issues are oversubscribed or fully subscribed, with the major exceptions being the Chinese offers. Over 20 percent of the offers are more than ten times oversubscribed. Thus, the evidence that employees and domestic investors are preferentially allocated shares in offers that are usually underpriced and oversubscribed suggests that governments are building political support by targeting median-class voters, rather than maximizing issue proceeds. Since Lo´pez-de-Silanes (1997) documents that opening a bid up to foreign buyers signiﬁcantly increases proceeds from the sale of Mexican SOEs, the strategy of favoring domestic investors is a costly one for governments, since sale proceeds could be increased by allowing foreign investors to participate in privatization sales. The share allocations in seasoned offerings are less clear-cut, though they are also generally consistent with political objectives. Fully 65.8 percent of all seasoned issues have speciﬁc allocations to employees, with a mean (median) fraction of 4.8 percent (2.6 percent) of the offer being so allocated. However, the median fraction governments allocate to foreigners is signiﬁcantly larger in seasoned than in initial offerings (32.5 percent versus 11.5 percent), and a larger fraction of seasoned offers have a foreign tranche (67.6 percent versus 57.1 percent). Perhaps the single most distinctive pattern of share allocation observed for SIPs is the near universal tendency of governments to favor SOE employees with share allocations and to allow these workers to buy shares at a discounted price. One of the most dramatic examples of this was the scheme adopted by the French government for the IPO of France Telecom in 1997. Degeorge, Jenter, Moel, and Tufano (2004) show that the government offered FT employees and retirees not one, but four different share purchase plans, designed to meet four distinct timing and consumption-versus-saving preferences. These four share-purchase plans are described in table 6.5. Degeorge, Jenter, Moel, and Tufano show that over 97 percent of eligible current and former FT workers purchased shares under one or more of these plans. Although a handful of European (especially British) and American investment banking houses have the most experience in privatization, local investment banks are often included in the underwriting syndicate if they are able to access local
 
 TABLE
 
 6.5. Description of the Four Share Purchase Programs Offered to Employees in France Telecom’s 1997 Privatization
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 Program
 
 Discountb
 
 Matching Bonusc
 
 Free Sharesd
 
 Payment Optionse
 
 Guarantees
 
 Abondixa 5 years required holding period
 
 20% off of offer price
 
 100% for ﬁrst FF3000 50% fro next FF6000 25% for next FF66000
 
 One for each share purchased up to FF 3000 One for each four shares purchased for the next FF3860
 
 None
 
 Multiplixa 5 years required holding period
 
 20% off of offer price
 
 None
 
 Simplix 2 years required holding period (3 years for free shares) Disponix No required holding period (1 year for free shares)
 
 20% off of offer price
 
 50% for ﬁrst FF2000 Plus 9 ⫻ (personal contribution and bonus) as a guaranteed bank loan The investor forgoes dividends and tax credit None
 
 In cash In three payments over two years In 36 monthly payments Through transfer from company pension plan In cash In three payments over two years In 36 monthly payments
 
 One for each bought share up to FF3000 One for each four shares purchased for the next FF3860
 
 In cash In three payments over two years In 36 monthly payments
 
 None
 
 One for each three shares bought up to FF6860
 
 In cash only
 
 None
 
 None
 
 None
 
 Source: Table 1 from Degeorge, Jenter, Moel, and Tufano (2004). a Abondix and Multiplix are held in tax-free retirement accounts. The bonus, capital gains, and paid dividends are therefore tax-free. Social security contributions (CSG/CRDS) are applicable. b The discount is taken off the retail IPO price of FF 182, so that employees only paid FF145.60 for each one of the discounted assets. c The matching bonus is added to the employee’s personal investment into the asset. The total bonus added to personal investments into Abondix and Multiplix combined cannot exceed FF22,500, whereby the Abondix bonus is allocated before the Multiplix bonus. d The free shares only vest if the employee holds the assets through the required holding period. The free shares have a global limit of FF6,860 for all share programs combined. Free share payments will be made to Disponix ﬁrst, then Simplix, and last, Abondix. e The payment plans are interest free.
 
 25% return on personal over ﬁve years contribution Guaranteed repayment of the bank loan
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 investor clienteles especially well. In addition, political considerations often require governments to select a local bank as the lead underwriter of the domestic tranche. JMNN ﬁnd that governments almost always select domestic investment banks as national champions to lead or co-lead the underwriting of the domestic SIP tranche, which is typically the largest portion of the total offer. Governments then select one or more of the top-rated European or American investment banks to be either lead or co-lead (along with the national champion) underwriter for the international tranche. Most governments also retain, either formally or informally, one of the top British or American investment banks to serve in an advisory role during the planning phase of the SIP. In marked contrast to standard U.S. investment banking practice, the advisory and underwriting mandates are usually not awarded to the same bank, suggesting that the advisor plays an important certiﬁcation role in assuring a fair and transparent SIP pricing process. Most large SIPs, whether from developed or developing countries, have allocated shares to U.S. investors since this practice was pioneered by the British government with its ﬁrst British Telecom offering in November 1984. Governments have also favored American investment banks, as described above, at least partly in order to gain access to U.S. markets and investors. This further contributed to the aforementioned spread of U.S.-style investment banking techniques and market share gains by U.S. banks—though, as noted, SIPs represent a distinct exception to the spread of book-building techniques. Ljungqvist, Jenkinson, and Wilhelm (2003) ﬁnd that the underwriting spreads (fees) charged by banks handling privatization IPOs (PIPOs) are a statistically and economically signiﬁcant 37 basis points lower than on otherwise comparable private sector IPOs. This in turn seems largely due to the fact that PIPOs are deliberately underpriced (by 13.7 percentage points, on average), so there is very little risk that the underwriter will be forced to retain unwanted shares or intervene to support the IPO’s after-market price. Analysis of the Allocation of Control One method of maintaining ultimate governmental control over an SOE being privatized is to adopt a multiple-class share structure, with the government retaining a large proportion of the high-vote shares. The main example of this is the golden share, which is especially popular in the United Kingdom (90 percent of the U.K. ﬁrms have golden shares). A golden share is a special share retained by the government that enables it to veto mergers, liquidations, asset sales, and other major corporate events. The government can also directly insert similar control restrictions into the corporate charter. JMNN ﬁnd that in 82 percent of their sample ﬁrms with sufﬁcient data to make a determination, the government maintains some control by one or both of these methods. Although this retention of control affects offering proceeds, it appears that governments ﬁnd it necessary to employ control restrictions to reduce nationalistic fears that control of newly privatized ﬁrms might be purchased by foreigners or broken up by corporate raiders. In spite of the pervasiveness of golden shares, JMNN discuss only two cases where a government has threatened to trigger the share. In 1987, the British gov-
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 ernment used the threat of its golden share to favor Ford over General Motors in the acquisition of Jaguar, and in 1996 a subsequent Conservative government threatened to trigger the golden shares of PowerGen and National Power to discourage bidders who might increase concentration in the U.K. electricity generation market [Holbertson (1996)]. These shares have become extremely controversial over the past ﬁve years. The EU attempted to ban their use outright, as a blatant attempt to restrict the intra-European market for corporate control. A recent EU court ruling upheld the basic legality of golden shares, but severely restricted their application and scope.
 
 Initial Returns Earned by Investors in Share Issue Privatizations As noted earlier, governments generally rely on share offerings as the best method of privatizing large state-owned enterprises, and they routinely adopt highly politicized offer terms in order to achieve political objectives. Offering terms that differ fundamentally from those observed in private-sector offerings, plus the very large average size of privatization issues, have motivated many researchers to examine the initial and long-term returns earned by SIP investors.
 
 Empirical Evidence on Underpricing of SIPs Table 6.6 summarizes the results of 13 studies examining initial returns. Most of these studies evaluate whether investors who purchase privatization initial public offerings at the offering price, and then sell these shares on the ﬁrst day of open market trading, earn returns that are signiﬁcantly different from zero. Thus, these studies test whether PIPOs are underpriced. A few also test whether PIPOs yield initial returns that are materially different from the signiﬁcantly positive ﬁrst-day returns earned by investors in private-sector IPOs, as documented in a vast number of articles using both U.S. and international data. The U.S. market experience is summarized in Ibbotson, Sindelar, and Ritter (1994) and international IPO underpricing studies are surveyed in Loughran, Ritter, and Rydqvist (1994). Seven of the studies in table 6.6 examine PIPO returns from individual countries. All seven studies document signiﬁcant, often massive, average levels of underpricing, ranging from 8.4 percent for the 53 Egyptian SIPs studied by Omran (2002) to 940 percent for the 308 Chinese PIPOs Class A issues (domestic issuance) examined by Su and Fleisher (1999). Menyah and Paudyal (1996) and Paudyal, Saadouni, and Briston (1998) ﬁnd, respectively, that British and Malaysian PIPOs are signiﬁcantly more underpriced than their private-sector counterparts, and Ausenegg (2000) ﬁnds the same result for Polish PIPOs. Hungarian PIPOs are also more underpriced than private IPOs, but the difference is not signiﬁcant [Jelic and Briston (1999)]. Since there are as yet few truly comparable private-sector IPOs in China, Su and Fleisher cannot test whether private offerings also have the incredible underpricing they document for PIPOs. They do ﬁnd that Class B shares, issued inter-
 
 TABLE
 
 6.6. Summary of Empirical Studies Examining Initial Returns to Investors in Share Issue Privatizations
 
 Study
 
 Sample Description, Study, Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Menyah and Paudyal (1996)
 
 Examine initial and long-term returns for 40 British privatization IPOs (PIPOs) and 75 private-sector IPOs on the London Stock Exchange between 1981 and 1991. Test whether privatization IPOs (PIPOs) are more or less underpriced than private-sector IPOs in 8 countries. Compare actual initial returns for 109 companies from Canada, France, Hungary, Japan, Malaysia, Poland, Thailand, and the United Kingdom with national average initial returns reported in Loughran, Ritter, and Rydqvist (1994). Study offering terms and initial returns to investors in 507 privatization share offerings from 39 countries during 1979–1996, and test alternative explanations for the observed underpricing.
 
 PIPOs offer a market-adjusted initial return of 39.6%, compared to private-sector IPO initial return of 3.5%. Regression analysis explains up to 64% of variation in PIPO initial returns. Find mixed results. Initial returns to privatization issues are higher than private-sector IPOs in unregulated industries and in the United Kingdom. Privatization IPOs are lower than private offers in Canada and Malaysia, and they conclude there is not a systematic tendency to underprice PIPOs on the part of all governments.
 
 Dewenter and Malatesta (1997)
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 Huang and Levich (1998)
 
 Document average initial returns of 32.2% for PIPOs and 7.17% for seasoned privatization offerings. Also ﬁnd that SIPs from non-OECD countries are more underpriced than OECD offers, but conclude there is no evidence PIPOs are underpriced more than private IPOs. Paudyal, Saadouni, and Examine initial and long-term returns offered to investors in 18 PIPOs Malaysia PIPOs offer market-adjusted initial returns of 103.5% (meBriston (1998) and 77 private-sector IPOs in Malaysia in 1984–1995. Also provide dian 79.9%), which is signiﬁcantly greater than the private-sector details of offering terms and share allocation patterns. IPO initial returns of 52.5% (29.4%). Jones, Megginson, Examine how political and economic factors inﬂuence initial returns, Document that governments deliberately underprice both PIPOs Nash, and Netter as well as share and control allocation patterns, for a sample of 630 (mean 34.1%, median 12.4%) and seasoned SIPs (9.4% and (1999) SIPs from 59 countries during 1977–1997. 3.3%). Also ﬁnd that share and control allocation patterns are best explained by political factors. Support predictions of Biais and Perotti (2002) theoretical model. Su and Fleisher (1999) Study the cross-sectional pattern of underpricing of 308 Chinese PIDocument massive underpricing, with an average initial return of POs in 1987–1995. Tests whether observed underpricing for do940% on A shares (issued domestically). Interpret ﬁndings as conmestic shares can be explained using a signaling model. sistent with a signaling model, since 91% of all ﬁrms subsequently execute seasoned equity offerings. They ﬁnd less underpricing for B shares (international). (continued )
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 Study
 
 Sample Description, Study, Period, and Methodology
 
 Jelic and Briston (1999) Examine initial and long-term returns for 25 PIPOs and 24 other IPOs in Hungary during 1990–1998. Jelic, Briston, and Ausenegg (2003)
 
 Choi and Nam (1998)
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 Florio and Manzoni (2002)
 
 Omran (2002)
 
 Ljungqvist, Jenkinson, and Wilhelm (2003)
 
 Summary of Empirical Findings and Conclusions
 
 Find PIPOs are much larger and have higher market-adjusted initial returns than other IPOs (44% mean and 9% median vs 40% and 5%, respectively), but the return differences are not signiﬁcant. Examine initial and long-term returns for 55 PIPOs and 110 other IPOs Using ﬁrst-day opening prices (not offer prices), ﬁnd small, though in Poland during 1990–1998. signiﬁcantly positive, mean abnormal initial returns (1.16%) for PIPOs and insigniﬁcant mean abnormal initial returns (0.22%) for other IPOs. The difference is insigniﬁcant. Compare initial returns of 185 PIPOs from 30 countries during 1981– Finds there is a general tendency for PIPOs to be more underpriced 1997 to those of private-sector IPOs from the same countries using than private-sector IPOs (mean of 31% versus 24.6%), and that the mean national initial returns reported in Loughran, Ritter, and degree of underpricing for PIPOs is positively related to the stake sold and to the degree of ex-ante uncertainty about the value of Rydqvist (1994). newly privatized ﬁrms. Studies initial return and long-run performance of 55 British SIPs in Find signiﬁcant underpricing averaging 13%, and show this to be sig1977–1996, and examine sources of any superior performance docniﬁcantly and negatively correlated with size, proﬁtability, leverage, umented. liquidity, and number of directors. Underpricing also negatively correlated with net proceeds—which they interpret as a measure of ex ante uncertainty. Examines initial underpricing and long-run returns to 53 Egyptian SIPs Documents signiﬁcant underpricing averaging 8.4% (median 5%). between 1994 and 1998, and analyzes cross-sectional determinants These are positively correlated with ex ante uncertainty (standard of excess returns. deviation of after-market returns) and excess demand for shares in initial offering. Analyze both direct and indirect costs (associated with underpricing) Document that PIPOs are signiﬁcantly more underpriced (by 13.7 perof 2,143 IPOs, including 231 PIPOs, in 65 non-U.S. markets during centage points) than are private-sector IPOs, and the underwriter the period 1992–1999. Primarily a private-sector, security underspreads are a signiﬁcant 37 basis points lower. writing study.
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 nationally, are much less underpriced (37 percent mean initial return). Unlike almost any other comparable group of IPOs, over 90 percent of Chinese PIPOs do in fact execute seasoned equity offerings within a short time after the PIPO. Further, the probability of a seasoned offer occurring is positively related to the level of the initial offer underpricing, which is consistent with various signaling models including Welch (1989). The other ﬁve studies in table 6.6 examine multinational samples of PIPOs, generally using offering data from Privatisation International and stock returns from Datastream. The number of countries studied ranges from eight in Dewenter and Malatesta (1997) to 65 in Ljungqvist, Jenkinson, and Wilhelm (2003), though the studies’ main results are similar. All these studies document economically and statistically signiﬁcant underpricing of PIPOs, averaging about 30 percent in the large-sample studies. The two that examine seasoned SIPs [Huang and Levich (1998), and Jones, Megginson, Nash, and Netter (1999)] ﬁnd these are signiﬁcantly underpriced as well, though much less so than are PIPOs. Four of these studies—Dewenter and Malatesta (1997), Huang and Levich (1998), Choi and Nam (1998), and Ljungqvist, Jenkinson, and Wilhelm (2003)—also test whether PIPOs are signiﬁcantly more underpriced than private-sector IPOs. The ﬁrst three studies ﬁnd no systematic evidence that PIPOs are signiﬁcantly more or less underpriced than private IPOs; instead, all three suggest that results vary by country. However, the Ljungqvist, Jenkinson, and Wilhelm study performs the most convincing analysis of the relative underpricing of IPOs and PIPOs, since they use regression methodology and a privatization dummy variable to examine underpricing for a sample of 2,143 IPOs (including 231 PIPOs) from 65 non-U.S. markets. They document that PIPOs are signiﬁcantly more underpriced (by 13.7 percentage points) than are private-sector IPOs. They also ﬁnd that the underwriting spreads on PIPOs are signiﬁcantly lower (by a mean 37 basis points) than on IPOs. Political and Economic Objectives in Issue Pricing The principal objective of the Jones, Megginson, Nash, and Netter (1999) study differs from the others in that it tests whether government issuers are attempting to maximize SIP offering proceeds or are instead trying to achieve multiple political and economic objectives, even at the cost of revenue maximization. JMNN test the underpricing models of Perotti (1995) and Biais and Perotti (2002).4 Both models predict that governments ideologically committed to privatization and economic reform will deliberately underprice SIPs and will privatize in stages, to signal their commitment to protecting investor property rights. “Populist” governments that are pursuing privatization strictly as a means of raising revenue will be unwilling to underprice as much as will “committed” governments. Populist governments will also try to sell larger stakes in SOEs, since they will be unable to commit to not expropriating shareholder wealth; thus retaining a larger stake would cause them to suffer more from the inevitable post-issue stock price decline that would occur once the government’s true intentions becomes apparent. JMNN ﬁnd that initial returns are signiﬁcantly positively related to the fraction of the ﬁrm’s
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 capital sold and to the degree of income inequality (Gini coefﬁcient) in a country. They also ﬁnd that initial returns are negatively related to the level of government spending as a fraction of GDP (a proxy for how socialist a society is) and to a dummy variable indicating that more than 50 percent of a company’s stock is being sold. Collectively, these ﬁndings strongly support the predictions of Perotti and Biais and Perotti. JMNN’s results support the view that privatizing share offerings are designed by governments primarily to achieve economic and political objectives. Their cross-sectional analyses reveal a mixture of the pricing and marketing strategies of committed and populist governments, as well as of governments that cannot commit but wish to reduce the possibility of a policy reversal. In general, the greater the fraction of an SOE’s stock that is offered in the initial SIP, the more underpricing investors require. This appears to be due to investors’ concerns about expost interference (policy reversal) rather than capital market constraints. On the other hand, underpricing declines when the government sells more than 50 percent of the SOE’s stock. There is a signiﬁcant negative relation in the supply equation between initial returns and JMNN’s proxy for populist tendencies, suggesting that some privatizations are designed more to raise revenue than to generate economic reform. The political nature of underpricing is further supported by the signiﬁcance of the coefﬁcient on the Gini income inequality variable, which indicates that underpricing is being used by governments to attract the support of median-class voters. The U.K. government’s extreme market-oriented policies appear to require additional underpricing to garner the necessary political support, and the results presented in Florio and Manzoni (2002) support this hypothesis. These results indicate that much of the underpricing of initial SIPs is a concession by governments designed to overcome the political obstacles that stand in the way of successful privatization and the economic beneﬁts that might ﬂow from it. This conclusion is based on JMNN’s estimate of the determinants of initial returns in a simultaneous-equations model. Speciﬁcally, they ﬁnd that the returns of initial SIPs are (1) positively related to the percent of an SOE sold in an offer, (2) negatively related to their measure of how populist a privatizing government is, (3) positively related to the income inequality within a country, and (4) not inversely related to the offering size as measured by the ﬁrm’s post-offering market value. Governments certainly wish to raise signiﬁcant revenues from SIPs, but they are also willing to trade off revenue maximization in order to achieve other political or economic objectives.
 
 Long-Run Returns Earned by Investors in Share Issue Privatizations Since the seminal article by Jay Ritter (1991), ﬁnancial economists have paid close attention to estimating the long-run returns earned by investors who purchase unseasoned and seasoned equity issues. Most of these papers ﬁnd signiﬁcantly negative long-term returns, whether they examine U.S. offerings or international stock issues, though a few studies document insigniﬁcantly positive long-term per-
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 formance.5 If true, these ﬁndings represent a serious problem for ﬁnancial economists, since it asks the question: Why don’t investors learn that long-term returns to purchasing IPOs or SEOs will be negative and thus shy away from buying new stock issues? This issue is obviously also of concern to governments wishing to privatize state enterprises through SIPs. In this section, we assess whether the longrun, market-adjusted return to SIP investors is signiﬁcantly positive or negative, and also whether it differs signiﬁcantly from the returns earned on otherwise comparable private-sector offerings. There is a major debate in the empirical ﬁnance literature on methodological issues in estimating long-run returns. This is not surprising since ﬁndings of signiﬁcant negative (or positive) long-run returns can be interpreted as evidence contradicting the efﬁcient market hypothesis, a fundamental concept in ﬁnance. The debate centers on how to calculate long-run returns and how to construct test statistics.6 Since the methodological problems identiﬁed with estimating long-run returns have not been resolved for studies employing data for U.S. ﬁrms, they have not been resolved for privatization studies that are subject to the additional problems of scarce data and the lack of liquid markets. Nevertheless, the fact that most of the studies of long-run returns following privatizations ﬁnd similar results, using different methodologies and focusing on different countries, lessens some of the methodological concerns. Empirical Evidence on Long-Run Returns to SIP Investors This section discusses 19 studies that examine the returns earned by investors who buy and hold privatization share issues for one or more years. These papers are summarized in table 6.7. Eleven of these studies focus on either a single country or a single market for issues, while the other eight examine multinational samples. Levis (1993), Menyah, Paudyal, and Inganyete (1995), and Florio and Manzoni (2002) all examine the British experience and all three document signiﬁcantly positive long-run abnormal returns for SIP investors. The magnitudes of the longrun returns differ because of varying sample periods and companies covered, though only Florio and Manzoni ﬁnd excess returns exceeding 50 percent over a ﬁve-year holding period. They ﬁnd these very large returns are concentrated among the water, electricity, and transport utilities, and conclude the excess returns resulted from lax regulation. Kerr and Rose (2002) document insigniﬁcantly negative one-year excess returns for nine New Zealand SIPs over the 1990–2001 period, but these excess returns are signiﬁcantly positive and much larger in magnitude over three-year and ﬁve-year holding periods. Paudyal, Saadouni, and Briston (1998) ﬁnd that investors earn insigniﬁcant long-run returns on 18 Malaysian PIPOs, as well as on 77 private-sector IPOs. Two studies document signiﬁcantly negative long-run excess returns for SIPs. First, Aggarwal, Leal, and Hernandez (1993) ﬁnd their sample of nine Chilean SIPs yields signiﬁcantly negative one-year market-adjusted returns of approximately ⫺20 percent. Second, Omran (2002) ﬁnds that his sample of 53 Egyptian PIPOs yields signiﬁcantly negative market-adjusted returns over three-year and ﬁve-year
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 Study
 
 Sample Description, Study Period, and Methodology
 
 Summary of Empirical Findings and Conclusions
 
 Levis (1993)
 
 Examines long-run return to 806 British IPOs during 1980–1988. Sample includes 12 PIPOs, accounting for 76% of total IPO value. Examine long-run (one-year) returns for Latin American IPOs, including 9 Chilean PIPOs in 1982–1990.
 
 While private-sector IPOs underperformed the market by over 10% over 3 years, PIPOs outperformed the market by over 15%. Using returns from offer price, ﬁnd signiﬁcantly negative one-year market-adjusted returns for PIPOs averaging ⫺29.9% (median ⫺32.4%) versus ⫺9.8% (–23.0%) for private-sector IPOs. Document signiﬁcantly positive 33% market-adjusted 400-day (80 week) return for PIPO versus an insigniﬁcant 3.5% return for privatesector IPOs. After long period of underperformance, averaging 1–1.5% per year, ﬁnds SIPs outperformed European market averages during previous 12 months. Document insigniﬁcantly positive 4.1% 3-year abnormal returns for SIPs compared to (insigniﬁcantly) negative returns of –1.7% for full sample. Find that both PIPOs and private-sector IPOs yield normal returns (insigniﬁcantly different from overall market) over 1-, 3-, and 5-year holding periods. Find signiﬁcant 3-year raw returns (112% mean, 30% median), but insigniﬁcant mean (37% to 46%) and median (–7% to 13%) marketadjusted returns—due to weighting of SIPs in stock market indices. Signiﬁcant positive long-run returns after adjusting for impact of SIP size on index. Find PIPOs yield insigniﬁcantly positive market-adjusted returns over 1-, 2-, and 3-year holding periods, reaching a peak of 21.3% in month 15, while private-sector IPOs yield signiﬁcantly negative returns.
 
 Aggarwal, Leal, and Hernandez (1993) Menyah, Paudyal, and Inganyete (1995) Davidson (1998)
 
 Paudyal, Saadouni, and Briston (1998) Boubakri and Cosset (2000)
 
 Examine initial and long-term returns for 40 British PIPOs and 75 privatesector IPOs executed on the London Stock Exchange between 1981 and 1991. Studies 1-, 3-, 5-, and 10-year market-adjusted returns for SIPs from 5 European countries (Austria, France, Italy, Spain, and the United Kingdom) through March 1997. Examine long-run return for 333 non-U.S. companies that list stock on U.S. markets in the form of ADRs in 1982–1996. Compare returns for 77 SIPs (38 IPOs, 39 seasoned offers) with private offers. Examine initial and long-term returns offered to investors in 18 PIPOs and 77 private-sector IPOs in Malaysia in 1984–1995. Also provide details of offering terms and share allocation patterns. Evaluate the long-term returns to investors in 120 SIPs from 26 developing countries during 1982–1995.
 
 Jelic and Briston (1999)
 
 Examine initial and long-term returns for 25 PIPOs and 24 other IPOs in Hungary during 1990–1998.
 
 Foerster and Karolyi (2000)
 
 Jelic and Briston (2000)
 
 Examine initial and long-term returns for 55 PIPOs and 110 other IPOs in Poland during 1990–1998.
 
 Ausenegg (2000)
 
 Examines initial and long-term returns for 52 PIPOs and 107 other IPOs in Poland during 1990–1999. Develop a theoretical model suggesting that long-run returns to investors in developing-country SIPs will earn excess returns if and when political risk is resolved. Test the model using data from 22 countries with active privatization programs during 1988–1995. Compute buy-and-hold returns of 204 PIPOs from 37 countries during 1977–1997. Examine long-run (1-, 3-, and 5-year) returns for 158 PIPOs from 33 countries in 1981–1997. Compute local-currency and $ returns, versus national and international indices, and versus matching ﬁrms. Examine long-run returns to investors in 102 SIPs from developed and developing countries in 1981–1994. Also examine long-run stock return performance of privatized ﬁrms and compare the relative performance of a large sample (1,500 ﬁrm-years) of state and privately owned ﬁrms during 1975, 1985, and 1995. Examine the factors that inﬂuence the long-run returns of 99 SIPs in 1980–1995. Test the effect of relative size, fraction retained (by government), the presence of a golden share, initial return, and timing on 3-year buy-and-hold returns. Also examines whether U.K. utility SIPs earned “excessive” returns.
 
 Perotti and Oijen (2001)
 
 Choi, Nam, and Ryu (2000) Megginson, Nash, Netter, and Schwartz (2000)
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 Dewenter and Malatesta (2000)
 
 Boardman and Laurin (2000)
 
 PIPO investors earn signiﬁcantly positive 1-, 3-, and 5-year marketadjusted returns, while other IPO investors earn negative returns. The difference is signiﬁcant for most holding periods. Finds both PIPO and private-sector IPO investors earn negative—often signiﬁcant—abnormal returns over 1-, 3-, and 5-year holding periods. First document that their proxy for political risk declines by an annual average of 3.6% during the course of a privatization program, and that stock markets develop very rapidly. The decline in risk leads to positive excess returns for SIPs of about 6% per year. Find signiﬁcantly positive market-adjusted returns to SIPs over 1-, 3-, and 5-year holding periods. Document economically and statistically signiﬁcantly positive holdingperiod returns in both local currency and U.S. dollars, and versus all market indices. 5-year excess returns exceeding 80% are found for most comparisons. Document signiﬁcantly positive long-term (1–5 years) abnormal stock returns, mostly concentrated in Hungary, Poland, and the United Kingdom.
 
 Find signiﬁcant positive abnormal returns to all SIPs over 1- (9.2%), 2(13.5%) and 3-year (37.4%) holding periods. British SIP returns are higher than for non-U.K. issues, and U.K. utilities have highest returns (60.6% 3-year excess returns), but 3-year non-U.K. SIP returns also signiﬁcant. Excess returns are (signiﬁcantly) positively related to fraction retained and initial period return, and are negatively related to relative size and presence of a golden share. (continued )
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 Summary of Empirical Findings and Conclusions
 
 Omran (2002)
 
 Examines initial underpricing and long-run returns to 53 Egyptian SIPs between 1994 and 1998, and analyzes cross-sectional determinants of excess returns.
 
 Florio and Manzoni (2002)
 
 Study initial return and long-run performance of 55 British SIPs from 1977 to 1996, and examine sources of any superior performance documented.
 
 Kerr and Rose (2002)
 
 Examine long-run (1-, 3-, and 5-year) returns for 9 New Zealand SIPs over 1999 to 2001 period. Compares to return earned on reference portfolio of private-sector companies.
 
 Aybar (2002)
 
 Studies long-term return performance of 143 privatization-related American depositary receipts (ADRs) from 29 industries across 31 developed and developing countries over the period 1984–1999. Returns are compared to local, world, and U.S. market indices. Examine long-run returns over 3-year holding period for a sample of 143 SIPs—47 Polish, 31 Hungarian, and 65 Czech (in two waves)— from 1990 to 1998 and compare returns to local and U.S. dollarbased indices.
 
 Finds signiﬁcant positive long-run returns for 1-year holding periods (between 18% and 42%, depending upon calculation method and reference portfolio), but these become signiﬁcantly negative over 3year and 5-year holding periods. Document signiﬁcant positive long-term excess returns reaching 21% after 1 year, 42% after 3 years, and 57.3% after 5 years. SIPs in the water, electricity, and transport industries outperform others, which authors ﬁnd to be caused by lax regulation. Finds insigniﬁcant negative excess returns over a 1-year (–2.4%) holding period, becoming signiﬁcantly positive over longer holding periods. The 3-year and 5-year excess returns are 36.1% and 82.4%, respectively. ADRs generally outperform their respective country indices and the FT World Index, but underperform the S&P 500 Index. Also ﬁnds that developed-country ADRs outperform developing country issues.
 
 Jelic, Briston, and Aussenegg (2003)
 
 Find that the average buy-and-hold abnormal returns (BHARs) for domestic investors are 41.5% for Poland, –18.2% for Hungary, 15.3% for the ﬁrst wave of Czech privatizations, and 11.2% for the second. All of these are statistically insigniﬁcant. Dollar-based BHARs are positive for all three countries, but are signiﬁcantly positive only for Poland. Overall, smaller companies with lower percentages of stateretained ownership outperform large state-dominated enterprises.
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 holding periods, though the one-year returns are signiﬁcantly positive. Several other studies ﬁnd either insigniﬁcant negative long-run returns or mixed returns for different holding periods. Foerster and Karolyi (2000) ﬁnd insigniﬁcantly longrun returns for privatization stocks listing in the United States in the form of American Depository Receipts (ADRs) compared to local benchmarks, though the returns are signiﬁcantly negative compared to U.S. benchmarks. A similar study of ADRs, conducted later by Aybar (2002), ﬁnds that 143 ADRs generally outperform their respective country indices and the FT World Index, but signiﬁcantly underperform the dollar-denominated S&P 500 Index. Jelic and Briston (1999) ﬁnd that 25 Hungarian PIPOs yield large but insigniﬁcantly positive long-run returns (peaking at 21.3 percent in month 15), though they do ﬁnd that these cumulative returns are signiﬁcantly higher than the highly negative returns (reaching–70 percent by month 30) earned on 24 private sector IPOs. A later study by Jelic, Briston, and Ausenegg (2003) of Polish, Hungarian, and Czech privatizations ﬁnds signiﬁcantly positive long-run returns for Polish SIPs compared to a U.S. dollar-denominated stock index, but insigniﬁcantly positive excess returns for Hungarian and Czech SIPs versus the same benchmark. All three countries’ SIPs yield insigniﬁcant, though generally positive, long-run excess returns compared to local currency return indices. Two of the multinational studies described in table 6.7 focus on long-run returns earned by investors in SIPs from developing countries. A third examines only western European offerings. Boubakri and Cosset (2000) study returns from 120 SIPs from 26 developing countries, while Perotti and van Oijen (2001) develop and test a model of long-term returns using data from 20 developing nations. Both studies document large, highly signiﬁcant long-run returns, though the mean 112 percent three-year return found by Boubakri and Cosset is not signiﬁcant once the returns from national markets over the corresponding time periods are subtracted (the absolute returns are converted into market-adjusted, or excess returns). This is primarily due to the extremely large weightings that SIPs themselves have in most developing-country national stock market indices. Once these size biases are accounted for, SIPs signiﬁcantly outperform most national market indices. Perotti and van Oijen document signiﬁcantly positive market-adjusted returns, and argue that this excess performance results from a progressive resolution of political risk as governments refrain from expropriating investors’ wealth in privatized ﬁrms—as had been feared. Their proxy for political risk declines by an average of 3.6 percent annually during the course of a privatization program, and this leads to positive excess returns for SIPs of about 6 percent per year. Davidson (1998) documents that large European SIPs began to outperform market indices in ﬁve countries during the mid-1990s. However, these SIPs did so only after an extended period of subpar performance. Multinational Long-Run Return Studies The remaining four long-run return studies presented in table 6.8 employ multinational samples that cover a large number of countries and regions. For this reason, and because all the studies are recent enough to employ state-of-the-art
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 techniques for computing net-of-market returns, we consider these the most persuasive evidence on long-term excess returns earned by SIP investors. Boardman and Laurin (2000) examine the factors that inﬂuence the long-run returns of 99 SIPs from 1980–1995. They test the effect of relative size, fraction retained by the government, the presence of a golden share, initial return, and market timing on three-year buy-and-hold returns. They ﬁnd signiﬁcantly positive abnormal returns to all SIPs over one- (9.2 percent), two- (13.5 percent), and three-year (37.4 percent) holding periods. British SIPs are higher than non-U.K. issues, and British utilities have the highest returns (60.6 percent three-year excess returns), but threeyear non-U.K. SIP returns are also signiﬁcant. Excess returns are signiﬁcantly positively related to fraction retained and initial period return, and are negatively related to relative size and the presence of a golden share. Choi, Nam, and Ryu (2000) compute buy-and-hold returns for 204 PIPOs from 37 countries during 1977–1997, and ﬁnd signiﬁcantly positive marketadjusted returns to SIPs over one-, three-, and ﬁve-year holding periods. Dewenter and Malatesta (2000) ﬁnd similar results. They examine long-run returns to investors in 102 SIPs from developed and developing countries over 1981–1994. They also examine the long-run stock return performance of privatized ﬁrms and compare the relative performance of a large sample (1,500 ﬁrm-years) of state and privately owned ﬁrms during 1975, 1985, and 1995. They document signiﬁcantly positive long-term (1–5 years) abnormal stock returns, mostly concentrated in Hungary, Poland, and the United Kingdom. The most detailed multinational study yet published that examines the longrun stock price performance for privatized ﬁrms is Megginson, Nash, Netter, and Schwartz (2000, hereafter MNNS). They improve on earlier studies by using a large sample of 158 SIPs from 33 countries during the period 1981–1997 and by using multiple estimation techniques. They also note the special problems that arise in calculating long-run returns in this setting. MNNS compute one-, three-, and ﬁve-year local currency net returns with respect to domestic, international, and U.S. market indices and an industry-matched ﬁrm. They do not include the generally large positive initial return documented by Jones, Megginson, Nash, and Netter (1999) and others. MNNS use holding-period and cumulative abnormal returns in the calculations.7 Empirically, they ﬁnd systematic evidence of large average positive abnormal performance for the SIPs. The holding period return (HPR) measures provide evidence that local, international, and U.S. investors receive signiﬁcantly higher one-year returns from purchasing unseasoned SIP offerings than they could by investing in the national market index (in local currency) over the same time period, or in either the world or U.S. market index or in a U.S. ﬁrm in the same industry. A summary of MNNS’s key results is presented in table 6.8. The mean (median) one-year HPR for the 158 initial SIPs is 25.1 percent (18.0 percent), while the mean (median) local currency returns on the national market index is 13.2 percent (11.9 percent). The returns on the FT World Index and the S&P 500 Index over the same oneyear holding period are 13.1 percent (11.9 percent) and 17.6 percent (19.6 percent), respectively. The HPRs for the industry-matching ﬁrm are 15.0 percent (4.9 percent median). These values yield mean (median) net returns for SIPs versus
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 One-year Mean Median Three-year Mean Median Five-year Mean Median
 
 (3) World
 
 (4) S&P 500
 
 (5) Industry
 
 HPR
 
 HPR
 
 Diff.
 
 Test Stat.
 
 HPR
 
 Diff.
 
 Test Stat.
 
 HPR
 
 Diff.
 
 Test Stat.
 
 HPR
 
 0.251 0.180
 
 0.132 0.118
 
 0.118 0.037
 
 3.298a 2.616a
 
 0.131 0.119
 
 0.120 0.037
 
 3.038a 2.354b
 
 0.176 0.196
 
 0.074 0.029
 
 1.834c 1.196
 
 0.150 0.049
 
 0.100 0.082
 
 2.087b 2.467b
 
 0.811 0.458
 
 0.492 0.460
 
 0.319 0.073
 
 2.989a 1.738c
 
 0.527 0.415
 
 0.284 0.136
 
 2.644a 1.746c
 
 0.721 0.565
 
 0.090 0.000
 
 0.818 0.068
 
 0.655 0.342
 
 0.156 0.091
 
 1.083 1.353
 
 1.765 1.267
 
 0.854 0.829
 
 0.911 0.469
 
 4.780a 4.156a
 
 0.868 0.619
 
 0.897 0.501
 
 4.291a 4.026a
 
 1.199 0.942
 
 0.566 0.200
 
 2.223b 2.725a
 
 2.166 0.629
 
 ⫺0.400 0.628
 
 Source: Table 4 in Megginson, Nash, J. Netter, and Schwartz (2000). Note: The share issue privatization (SIP) holding period return (HPR) represents a buy-and-hold return with dividends reinvested in the respective security and is calculated using the Datastream return index (RI) datatype. The SIP return uses the ﬁrst available (base date) post-issue closing price from Datastream, so the initial returns are not reﬂected. For the country (local currency) tests, SIPs are matched to a national stock market return index. The world index test compares the local currency return on the SIP issues with the local currency return on an investment in the Financial Times World Index (currency adjustment not shown). The S&P Index test compares the HPR on the SIP issues with the currency-adjusted return of the S&P 500 Index. The Wilcoxon (Z) statistic identiﬁes the differences in median values between the groups. The mean t-statistic tests whether the HPR for the SIP minus the HPR for the ﬁrm or index (the net return) is signiﬁcantly greater than zero. The one-year results are for 158 ﬁrms. The three-year results are for 117 ﬁrms. The ﬁve-year results are for 65 ﬁrms. a signiﬁcant at the 1% level. b signiﬁcant at the 5% level. c signiﬁcant at the 10% level.
 
 Diff.
 
 Test Stat.
 
 ⫺0.310 3.248a
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 the four comparison groups of 11.8 percent (3.7 percent), 12.0 percent (3.7 percent), 7.4 percent (2.9 percent), and 10.0 percent (8.2 percent), respectively.8 In each case, the privatization offers’ HPRs are greater than the comparison, and all but one of the differences are signiﬁcantly positive. The three-year HPRs are similar. The mean (median) three-year holding period return for the 117 initial SIPs with three years of data is 81.1 percent (45.8 percent), while the mean (median) local currency returns on the national market index is 49.2 percent (46.1 percent). The mean (median) returns on the FT World Index and the S&P 500 Index over the same three-year holding period are 52.7 percent (41.5 percent) and 72.1 percent (56.5 percent), respectively. The threeyear HPRs for the industry-matched ﬁrms are 65.5 percent (34.2 percent). These values yield mean (median) net returns for SIPs versus the four comparison groups of 31.9 percent (7.3 percent), 28.0 percent (13.6 percent), 9.0 percent (0 percent), and 15.6 percent (9.1 percent), respectively. Again, the privatization offers’ HPRs are greater than the comparison groups in all cases, and the differences are statistically signiﬁcant for the country and world comparisons. The ﬁve-year HPRs tell a similar story. The mean (median) ﬁve-year holding period return for the 65 initial SIPs with ﬁve years of data is 177.7 percent (126.7 percent), while the mean (median) local currency returns on the national market index is 85.5 percent (82.9 percent). Table 6.9 reports cumulative abnormal returns (CARs) for the SIPs versus the alternative indices and matching ﬁrm samples for one, three, and ﬁve years. In every case, the CARs are positive, and 10 of the 12 cumulative returns are significantly positive. The one-year CARs for the SIP versus the country index, World Index, S&P 500, and matching ﬁrm are 11.8 percent, 12.8 percent, 8.7 percent, and 10.9 percent, respectively. The analogous results for the three-year CARs are 18.0 percent, 20.5 percent, 7.4 percent, and 9.6 percent, respectively. Finally, the results for the analogous ﬁve-year CARs are 45.5 percent, 54.6 percent, 36.7 percent, and 35.3 percent. We should note that the MNNS study ends with data from 1999, and thus does not examine SIP returns after the global bear market in stocks began in earnest in March 2000. The prices of telecom stocks were hammered especially hard from 2000 to early 2003, so it appears certain that SIP investors did not outperform (i.e., they did not lose any less than) other investors over the 2000– 2003 period. Indirect evidence suggests they did not do much worse, however. As we will see next chapter, the total market value of privatized ﬁrms accounted for a substantially higher fraction (38.6 percent) of the total non-U.S. stock market capitalization in July 2003 than it did one year earlier, and this in turn was a higher fraction than the roughly 20 percent level of 2000 or 1999. Thus it seems that privatization investors did not have to “give back” the excess stock returns they enjoyed over the previous decade. Since early 2003, telecoms and oil companies have performed extremely well, so SIP investors have signiﬁcantly outperformed private-sector investors, even though all shareholders have beneﬁted from rebounding stock markets. All four studies surveyed in this section document signiﬁcantly positive market-adjusted returns over holding periods of up to ﬁve years. In general, British
 
 6.9. Cumulative Abnormal Returns for Share Issue Privatizations Versus Alternative Indices and Matching Firm Samples
 
 TABLE
 
 Model SIP vs. Country Index Number Mean Return Median Return t-statistic Percent Positive z-statistic SIP vs. FT World Index Number Mean Return Median Return t-statistic Percent Positive z-statistic SIP vs. S&P 500 Number Mean Return Median Return t-statistic Percent Positive z-statistic SIP vs. industry match Number Mean Return Median Return t-statistic Percent Positive z-statistic
 
 1-Year CAR
 
 3-Year CAR
 
 5-Year CAR
 
 158 0.1181 0.0659 3.825a 0.6013 2.547b
 
 117 0.1804 0.1165 2.871a 0.6068 2.31b
 
 65 0.4545 0.5497 5.4461a 0.7846 4.589a
 
 158 0.1279 0.109 3.75a 0.6139 2.8634a
 
 117 0.2047 0.182 3.363a 0.6325 2.866a
 
 65 0.5458 0.5731 7.643a 0.8308 5.334a
 
 158 0.0871 0.0689 2.4874b 0.5696 1.7502c
 
 117 0.0739 0.131 1.1829 0.5727 1.5717
 
 65 0.3668 0.3885 4.877a 0.6769 2.852a
 
 158 0.1092 0.0606 2.7785a 0.6266 3.1827a
 
 117 0.0962 0.0971 1.3296 0.5641 1.3867
 
 65 0.3531 0.2885 3.1269a 0.6923 3.101a
 
 Source: Table 4 in Megginson, Nash, Netter, and Schwartz (2000) Note: This table presents the cumulative abnormal returns (CARs) for the SIPs net of the local country index return, the Financial Times World Index return, the S&P 500 Index return, and the industrymatched ﬁrm return, respectively. The returns are all expressed in the currency of the country executing the SIP. The cumulative abnormal returns are calculated by summing the monthly abnormal returns over 1-year, 3-year, and 5-year investment horizons. The mean t-statistic tests whether the CAR is greater than 0. The percent positive measure examines whether the percent of positive CARs is greater than 50 percent. a signiﬁcant at the 1% level. b signiﬁcant at the 5% level. c signiﬁcant at the 10% level.
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 privatizations yield higher long-run returns than do non-U.K. initial and seasoned SIPs, and British utilities yield the highest returns among the U.K. offerings. However, the net return is signiﬁcantly positive for most non-U.K. subsamples as well. These studies, and those cited earlier, support the conclusion that the average long-term, market-adjusted return earned by international investors in share issue privatizations is economically and signiﬁcantly positive. Apart from Perotti and van Oijen, however, few of these studies can offer any convincing explanation of precisely why SIP issues outperform over time, and isolating one or more speciﬁc cause-and-effect relationships is likely to prove extremely difﬁcult. Most likely, these excess returns result from a gradual resolution of uncertainty on the part of investors regarding both the microeconomic success of privatization programs and the ability of governments to resist the temptation to expropriate shareholder wealth in privatized ﬁrms through direct intervention, or through targeted regulation or taxation. If so, an important implication is that returns on SIPs are likely to be much lower in the future than they have been historically, since investors will no longer require a political risk premium to purchase shares. The determinants of the long-run returns will be an interesting avenue for future research.
 
 Summary Share issue privatizations have transformed the size and efﬁciency of non-U.S. ﬁnancial markets during the past 20 years. Not only have these issues been by far the largest share offerings in ﬁnancial history, they have also massively increased stock market capitalization and trading volume in many developing (and more than a few developed) countries. SIPs have also massively increased the number of people who own common stock in most countries besides the United States. This chapter describes how the structure and pricing of SIPs differs fundamentally from private-sector share offerings. Most private-sector share issues are primary, capital-raising offerings involving relatively small fractions of the company, and appear to be designed to maximize per share offering proceeds. Privatization share offerings share none of these characteristics. SIPs are generally pure secondary offerings, where the sale proceeds ﬂow to the government rather than the ﬁrm, and governments sell fully one-third of their share holdings in the average initial SIP—and comparable fractions in subsequent seasoned offerings. SIPs are deliberately underpriced, with an average initial return of over 30 percent, and the shares on offer are then preferentially allocated to domestic, retail investors (particularly to employees of the SOE being divested) rather than to foreign or institutional investors. Shares intended for domestic investors are almost never priced using an auction or tender process, but are instead sold through ﬁxed-price offerings where the price is set (deliberately low) weeks before the offering date in order to ensure that the new citizen/investors who buy these shares have the opportunity to capture a short-term capital gain. Although governments seek to raise large amounts from SIPs, empirical studies have veriﬁed that governments are willing to sacriﬁce revenue maximization to achieve other political and economic objectives. Investors have generally beneﬁted from purchasing SIPs. Several studies verify
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 that the average short-term return to investors who purchase shares at the offer price, and then sell their shares on the ﬁrst day of trading, earn economically and statistically signiﬁcant excess returns. Investors who purchase shares at the offer price and then hold the shares for one-, three-, or ﬁve-year holding periods also appear to earn signiﬁcantly higher returns than they could obtain by investing in matching ﬁrms or local market stock portfolios. This contrasts sharply with the highly negative long-run returns documented for investors in private-sector share offerings in almost all countries. All in all, SIPs have been positive ﬁnancial experiences for the ﬁrst-time citizen/investors who are targeted by most governments as buyers of the stock in state-owned enterprises being privatized through public share offerings.
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 A
 
 lthough governments usually adopt privatization programs primarily to raise revenue, and in order to improve the economic efﬁciency of former stateowned enterprises, most also hope that privatizations implemented through public share offerings will develop their national stock markets. Successful promotion of national stock market development can yield signiﬁcant political and economic beneﬁts. The political beneﬁts include the creation of a (presumably grateful) class of citizen/shareholders, plus the reﬂected glory resulting from the growth of an internationally recognized capital market. Countries and governments that are able to attract international investors to their stock markets tend to attract other types of international investment as well, especially foreign direct investment. All governments, therefore, wish to develop a reputation as being “investor friendly,” since this has a halo effect on how a government is perceived in many other political arenas. As it happens, good politics can also be good policy in this case, since recent economic research shows that large, efﬁcient capital markets promote rapid economic growth. Studies by Levine (1997), Demirgu¨c¸-Kunt and Maksimovic (1998), Levine and Zervos (1998), Rajan and Zingales (1998), Subrahmanyam and Titman (1998), Beck, Levine, and Loayza (2000), Henry (2000), Wurgler (2000), and Bekaert and Harvey (2000) and others have now conclusively documented such a direct link between capital market development and economic growth. A looming demographic crisis in the pay-as-you-go pension systems of many European and Asian countries has also lead to a dawning realization that efﬁcient and liquid capital markets are a prerequisite for developing a funded pension system. Therefore, governments have adopted share issue privatization programs at least partly as a means to jumpstart the growth of these markets. In spite of the obvious importance of capital market development, and of privatization’s potential role therein, we are aware of only two academic studies that (indirectly) attempt to document or empirically examine this process. Domowitz, Glen, and Madhavan (2000) examine the dynamics of external corporate 234
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 ﬁnancing choices and ﬁnd that privatization activity is initially followed by foreign equity issuance, but eventually leads to a higher level of domestic bond issuance. Bortolotti, Fantini, and Scarpa (2000) examine governments’ choices of selling privatization share offerings domestically versus externally. While both of these studies examine the impact of privatization issues on subsequent external ﬁnancing, and the Bortolotti, Fantini, and Scarpa paper indirectly measures privatization’s impact on stock market development, this chapter focuses much more directly on privatization’s role in market development and patterns of stock ownership. This chapter is organized as follows. The ﬁrst section documents that capital market-based ﬁnance has in fact been increasing in importance, both absolutely and relative to ﬁnancial intermediary-based ﬁnance, in both developed and developing countries over the past two decades. The next section examines the impact of privatization programs, particularly SIP programs, on capital market development since the early 1980s, while the third section evaluates the impact of SIPs on individual and institutional share ownership in non-U.S. stock markets. Here, we also compare the ownership structure of privatized companies to those of private-sector companies of similar size. The fourth section surveys the rapidly growing academic literature documenting the importance of effective corporate governance in promoting ﬁnancial market development and economic growth, and then describes the positive impact that privatization programs can have on a nation’s governance system.
 
 The Rise of Capital Market-Based Finance It has become something of a truism to assert that capital markets are “winning” the contest with ﬁnancial intermediaries, especially commercial banks, to become the dominant sources of external ﬁnancing for companies throughout the developed world. Like most truisms, there is a large grain of truth in this assertion. Unlike most truisms, there is very little reason to also say, “on the other hand,” since, as we will document below, capital markets are in fact winning the present and seem likely to dominate the future of corporate ﬁnance in developed and developing countries alike. We ﬁrst document the growth of capital market ﬁnance, and then discuss the role privatization programs have played in promoting global capital market development. The Stable Role of Commercial Banking in Modern Economies In a very inﬂuential article, Kaufman and Mote (1994) asked “Is banking [in the United States] a declining industry?” They provide a highly nuanced answer. As a direct provider of capital to American business, the market share of all ﬁnancial intermediaries has been declining monotonically for many decades, and this seems certain to continue. Measures such as the fraction of total assets held by intermediaries show similar declines, with the market share of commercial banks showing special vulnerability. Other measures, however, tell a much rosier story about
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 the enduring competitiveness of commercial banks in American corporate life. Their share of total employment and of GDP has been either stable or rising for a quarter-century, and the economic importance of ﬁnancial intermediation has been rising steadily as incomes have grown. Kaufman and Mote conclude that “banking,” broadly deﬁned, is not a declining industry, but that banking deﬁned as the ﬁnancing of American business most certainly is. Other studies—such as Boyd and Gertler (1994), James and Houston (1996), and James and Smith (2000)—also offer positive, but nuanced, assessments of the enduring role of banking in American business life. What about banking’s role in other OECD countries, and in the developing world? To examine whether banking is gaining or losing “ﬁnancial market share,” table 7.1 documents the fraction of total domestic credit provided by the banking sector, as a percent of GDP, for various countries and groups of countries for the years 1990 and 2000. For the world as a whole, this fraction rose from 120.7 percent of “global GDP” in 1990 to 152.2 percent in 2000. While the importance of bank credit increased signiﬁcantly over this period for high-income countries, rising from 132.3 to 173.8 percent of GDP, it increased only moderately for middle-income countries (from 65.1 to 72.9 percent of GDP) and remained virtually unchanged for low-income nations (at around 45 percent of GDP). In other words, banking is playing an increasingly important role in the global economy, though the incremental rate of growth is fairly low. Although the global importance of banking changed only modestly between 1990 and 2000, speciﬁc countries experienced much more dramatic changes in the importance of bank lending as a percent of GDP. As examples, this ratio rose from 110.9 to 161.7 percent of America’s GDP during this decade, while it leaped from an already remarkable 259.7 percent of Japan’s robust GDP in 1990 to an unprecedented 310.5 percent of that country’s economy in 2000. Banking’s role
 
 7.1. Domestic Credit Provided by the Banking Sector as a Percent of GDP, 1990 Versus 2000
 
 TABLE
 
 Region or Country
 
 1990
 
 2000
 
 Low income China Middle income High income Europe EMU Germany Japan Switzerland United Kingdom United States World
 
 44.6 90.0 65.1 132.3 96.8 103.4 259.7 179.0 121.4 110.9 120.7
 
 45.9 132.7 72.9 173.8 118.1 147.5 310.5 179.2 136.1 161.7 152.0
 
 Source: World Bank Group (2002).
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 also increased signiﬁcantly in China (from 90.0 to 132.7 percent of GDP) and in Germany (from 103.4 to 147.5 percent) between 1990 and 2000, but was virtually unchanged (at 179 percent) in Switzerland. As is often the case, these aggregate measures of banking’s signiﬁcance in the world economy hide almost as much as they reveal, since they obscure which areas of banking have been growing and which have been shrinking. As it happens, the “plain vanilla” loan products provided by individual banks to individual borrowers have been declining steadily in importance, while provision of both risk management services and syndicated lending have been growing rapidly. Table 7.2 details the dramatic increase in the total value of syndicated lending (and number of loans) over the period 1980–1999.1 This panel also documents that the syndicated loan market has come to play a vital “capital market” role of providing large-scale, rapid ﬁnancing for many different types of corporate investments, including acquisition ﬁnancing. In 1980, barely 1,000 syndicated loans were arranged, and these raised just $83.0 billion. Only three of these loans were used to ﬁnance takeovers, and these raised a mere $700 million. By the late 1990s, between 7,000 and 10,000 loans were being arranged each year, and borrowers were routinely raising over $1.5 trillion annually—with between one-fourth and one-third of that amount being raised to ﬁnance corporate acquisitions.2 In fact, the $1.73 trillion raised in 1999 was more than 20 times 1980’s total, and was equal to roughly 5 percent of global GDP. Syndicated lending fell along with merger and acquisition activity during the period 2001–03, but remains a trilliondollar-plus annual business. To summarize, ordinary “relationship banking” appears to be (at best) holding its own as a source of corporate ﬁnancing around the world, and is more likely in decline. The bits of banking that are growing rapidly are those parts that provide high value-added products, particularly risk-management tools, and/or provide large-scale syndicated credits to corporate borrowers. These ﬁndings are very important because, for many years, a debate has raged within academic ﬁnance regarding whether a capital market-based system of corporate ﬁnance is inherently better or worse than a bank-based system. During the late 1980s and early 1990s, when Japan and Germany appeared to be outperforming major capital marketoriented countries such as Britain and the United States, the academic literature often favored bank-based systems. Examples of this literature include Prowse (1992), Kester (1992), and Porter (1992), while the supporting arguments are summarized in Maher and Andersson (1999). More recently, however, the weight of opinion has swung strongly in favor of the idea that capital markets have decisive comparative advantages over banks and other ﬁnancial intermediaries as optimal monitors and ﬁnanciers of a nation’s corporate life. This reassessment has been driven in part by the observation, discussed above, that capital markets have been prospering relative to banks for many years now. Additionally, the repetitive nature and massive costs of banking crises in developing and developed countries alike has convinced many observers that banks are inherently fragile institutions, whose role in corporate ﬁnance should be minimized as much and as quickly as possible [Economist (1997, 1999)].
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 While experience and observation have driven much of the reassessment of the optimal role of capital markets in corporate ﬁnance, academic research has also been important since it now strongly favors capital markets over banks. The single most important paper in the stream of research documenting that capital markets are essential for good corporate governance is the inﬂuential survey article by Levine (1997). Additional papers by Levine and Zervos (1998), Rajan and Zingales (1998), Demirgu¨c¸-Kunt and Maksimovic (1998), Henry (2000), and Bekaert and Harvey (2000) all provide direct or indirect support for the capital market optimality hypothesis. The “law and ﬁnance” literature developed by La Porta, Lo´pez-de-Silanes, Shleifer, and Vishny (1997, 1998, 2002) also emphasizes the importance of legal protection for investors in developing national stock and bond markets. Other empirical studies of the impact of ﬁnancial development on economic growth have documented that the size of the ﬁnancial system (banks and capital markets) is not as important for growth as is the system’s efﬁciency. Therefore, we examine not only the magnitude of stock markets but also the dynamics in liquidity, measured by the turnover ratio. We now turn to documenting the astonishing rise of capital market-based ﬁnancing since the early 1980s.
 
 TABLE
 
 Year 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 TOTAL
 
 7.2. Total Volume of Syndicated Lending Worldwide, 1980–1999 Total Number of Syndicated Loans
 
 Total Value of Loans, $US Billions
 
 Number of Loans for M&A
 
 Value of M&A Loans, $US Billions
 
 Value of M&A Loans as % of Total
 
 1,068 1,508 1,625 1,175 1,676 1,358 1,316 1,753 2,453 3,470 4,250 4,509 5,603 5,289 6,306 6,896 8,540 9,598 8,778 7,995 87,837
 
 $83.0 $171.2 $149.5 $92.2 $180.0 $189.0 $169.3 $249.3 $383.5 $399.4 $420.1 $400.2 $427.8 $535.9 $796.5 $1,129.7 $1,360.8 $1,704.9 $1,453.6 $1,733.9 $12,169.0
 
 3 5 13 7 38 29 122 151 414 685 539 401 447 460 780 856 1,039 1,143 1,821 2,053 11,533
 
 $0.7 $2.3 $2.6 $1.5 $51.2 $21.6 $48.5 $43.0 $121.8 $125.6 $59.6 $35.6 $27.5 $39.3 $92.3 $170.6 $194.6 $273.7 $359.4 $528.6 $2,213.0
 
 0.8% 1.3% 1.7% 1.6% 28.4% 11.4% 28.7% 17.3% 31.8% 31.5% 14.2% 8.9% 6.4% 7.3% 11.6% 15.1% 14.3% 16.1% 24.7% 30.5% 18.2%
 
 Source: Loanware database, Capital DATA Corporation, London, as presented in Table 1 of Boutchkova and Megginson (2000).
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 The Rapid Growth in Stock Market Capitalization and Trading Volume Since 1983 Table 7.3 describes the growth in the total market capitalization, and in the value of shares traded, on the world’s stock exchanges over the 19-year period 1983– 2002. Figure 7.1 expresses graphically the growth in market capitalization over this same period, but also updated through September 2003. These years encompassed a period of very rapid growth in the capitalization of markets in every country except Japan, and global stock market capitalization reached an astonishing $37 trillion in early 2000. After March 2000, however, the total market capitalization of the world’s stock exchanges declined by a third, to about $22 trillion at the end of 2002. As this book is being written (summer 2004), stock market valuations around the world have risen again, but it is unclear whether market valuations will regain their peak levels in the near future. Even at June 2004 valuation levels, however, stock markets have experienced phenomenal growth over the past two decades. Total world market capitalization increased over tenfold (to $35.0 trillion) between 1983 and year-end 1999, and the total capitalization of the U.S. market increased almost ninefold (from $1.9 trillion to $16.6 trillion) over the same period. The growth in markets outside the United States was even greater. Perhaps not coincidentally, it is also in these markets where privatization’s impact has been greatest, since only two signiﬁcant share issue privatization (SIPs) have been executed in the United States in the modern era, Conrail in 1987 and U.S. Enrichment Corporation in 1999. The total capitalization of non-U.S. stock markets increased twelvefold between 1983 and 1999, rising from $1.49 trillion to $18.36 trillion. The total market capitalization of developing country stock exchanges increased by 26 times between 1983 and 1999, rising from a mere $83 billion to $2.18 trillion over that 16-year period. Between early 2000 and year-end 2002, all markets fell in value, but the decline was proportionately much smaller for developing countries (14 percent) than for the United States (34 percent), the developed economies of western Europe (38 percent), or Japan (55 percent). As impressive as the rise in market capitalization between 1983 and 1999 was, trading volumes increased even more. The total value of shares traded worldwide increased over thirtyfold between 1983 and 1999, rising from $1.2 trillion to $37.5 trillion. Volume then increased an additional 50 percent during 2000, reaching an incredible $56 trillion, or roughly 160 percent of global GDP. As before, non-U.S. markets experienced the greatest increases (except during 2000), with the value of shares traded on markets in developing countries rising from a mere $25 billion in 1983 to almost $2.84 trillion in 2000. This 112-fold increase in market liquidity was probably due to two factors: the increasing popularity of “emerging market” investing among Western investors, particularly institutional investors such as pension and mutual funds, and the impact of large scale SIP programs. Since 2000, trading volumes have declined worldwide, but the drop-off has been much milder (except in the United States) than that observed for market capitalization.
 
 TABLE
 
 7.3. The Growth of World Stock Market Capitalization and Trading Volume, 1983–2003
 
 Market Capitalization
 
 240
 
 Developed countries United States Japan United Kingdom Developing countries Total World World, ex. U.S. U.S. as % of world Trading Volume Developed countries United States Japan United Kingdom Developing Countries Total World World, ex. U.S. U.S. as % of world
 
 1983
 
 1989
 
 1995
 
 1998
 
 1999
 
 2000
 
 2001
 
 2002
 
 2003
 
 3,310,117 1,898,063 565,164 225,800 83,222 3,384,339 1,486,276 56.1%
 
 10,957,463 3,505,686 4,392,597 826,598 755,210 11,712,673 8,206,987 29.9%
 
 15,842,152 6,857,622 3,667,292 1,407,737 1,939,919 17,782,071 10,924,449 38.6%
 
 24,530,692 12,926,177 2,495,757 2,372,738 1,908,258 26,519,773 13,593,596 48.7%
 
 32,820,474 16,645,387 4,554,886 2,855,351 2,184,899 35,005,373 18,362,911 47.5%
 
 28,817,156 15,214,600 3,157,222 2,612,230 2,146,187 30,963,343 15,748,743 49.1%
 
 24,213,367 13,983,666 2,264,528 2,149,501 2,013,027 26,226,394 12,242,728 53.3%
 
 20,311,986 11,054,430 2,069,299 1,785,199 1,884,390 22,196,376 11,141,046 49.8%
 
 27,392,929 14,266,266 2,953,098 2,425,822 3,936,573 31,329,502 17,063,236 45.5%
 
 1,202,546 797,123 230,906 42,544 25,215 1,227,761 430,638 64.9%
 
 6,297,069 2,015,544 2,800,695 320,268 1,170,928 7,467,997 5,452,453 27.0%
 
 9,169,761 5,108,591 1,231,552 510,131 1,046,546 10,216,307 5,107,716 50.0%
 
 20,917,462 13,148,480 948,522 1,167,382 1,956,858 22,874,320 9,725,840 57.5%
 
 35,187,632 19,993,439 1,891,654 3,399,381 2,320,891 37,508,523 17,508,523 53.3%
 
 53,485,364 32,994,323 2,641,058 4,558,663 2,836,818 56,322,182 23,327,859 58.6%
 
 37,442,525 22,964,835 1,835,315 4,550,504 2,062,750 39,505,275 16,540,440 58.1%
 
 30,893,445 18,739,972 1,689,936 3,998,462 2,213,316 33,106,761 14,366,789 56.6%
 
 30,303,833 17,323,988 2,243,586 3,624,009 3,013,043 33,316,876 15,992,888 52.0%
 
 Sources: 1983–1998, the World Bank’s Emerging Markets Fact Book (various issues), Washington, D.C., 1999– 2003 data from the Statistics section of the World Federation of Exchange’s Web site (www.world-exchanges org.) Note: This table details the growth in the aggregate market capitalization and trading volume, in $US millions, over the 20-year period 1983–2003. Market capitalization ﬁgures are year-end values, translated from local currencies into US$ at the contemporaneous exchange rate, while trading volumes represent the total value of all trades executed during the year.
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 FIGURE 7.1. World stock market valuation ($US millions), 1983–September 2003. 1993–1998 data source: World Bank’s Emerging Markets Fact Book (various issues). 1999–2002 data source: The statistics section of the World Federation of Exchange’s Web site (www.world-exchanges.org).
 
 Table 7.4 measures the rise of stock market capitalization and trading volumes somewhat differently, by expressing these as a percentage of national and world GDP. The aggregate market capitalization of the world’s stock markets increased from 48.0 percent of global GDP in 1990 to 105.1 percent in December 2000. Even taking account of the subsequent decline in value to perhaps three-fourths of world GDP in mid-2004, the past fourteen years have witnessed dramatic growth in stock market valuation relative to global output. These overall ﬁgures hide even more dramatic individual stories, regarding both absolute valuation levels and rapid increases in relative valuation. As examples of strikingly high ratios of stock market capitalization to GDP in 2000, consider those of the United States (154 percent), South Africa (163 percent), Singapore (166 percent), the Netherlands (176 percent), the United Kingdom (182 percent), Switzerland (331 percent), and Hong Kong (383 percent). Equally revealing are countries with relatively low valuation ratios, including Japan (65 percent), Germany (68 percent), Italy (72 percent), and most developing countries. Examples of countries that experienced dramatic increases in market capitalization relative to GDP between 1990 and
 
 TABLE 7.4.Stock Market Capitalization, Trading Volume and Turnover as a Percent of GDP, 1990 Versus 2000 and 2001
 
 Market Capitalization as % of GDP Country or Region Low income Middle income Argentina Brazil Chile China Egypt Hungary India Indonesia Israel Korea Malaysia Mexico Philippines Russian Federation South Africa Thailand Turkey Venezuela High income Australia Hong Kong, SAR France Germany Italy Japan Netherlands New Zealand Singapore Spain Sweden Switzerland United Kingdom United States Europe EMU World
 
 Volume of Shares Traded as % of GDP
 
 Turnover Ratio (Value Shares Traded as % of Capitalization)
 
 1990
 
 2000
 
 1990
 
 2000
 
 1990
 
 2001
 
 19.8% 21.2 2.3 3.5 45.0 0.5 4.1 1.5 12.2 7.1 6.3 43.8 110.4 12.5 13.4 0.0 122.8 28.0 12.6 17.2 51.7 35.2 111.5 25.9 21.0 13.5 95.6 40.6 20.5 93.6 21.7 41.1 70.1 85.9 53.2 21.6 48.0
 
 23.6% 41.2 58.3 38.0 85.6 53.8 29.1 26.3 32.4 17.5 58.1 32.5 130.4 21.8 69.0 15.5 162.8 24.1 34.8 6.7 120.6 95.6 383.3 111.8 67.8 71.5 65.2 175.6 37.3 165.7 90.3 144.4 330.5 182.2 153.5 89.9 105.1
 
 4.7% 8.0 0.6 1.2 2.6 0.2 0.3 0.3 6.9 3.5 10.5 30.1 24.7 4.6 2.7 — 7.3 26.8 3.9 4.6 31.4 13.0 46.3 9.6 29.7 3.9 52.5 13.6 4.5 55.3 8.0 7.4 29.6 28.2 30.5 14.2 28.5
 
 32.8% 37.7 2.1 17.0 8.6 66.8 11.3 26.6 48.4 9.3 21.2 121.3 65.2 7.9 11.0 8.1 61.6 19.0 89.6 0.6 181.1 58.0 232.3 83.7 57.1 72.5 55.6 185.7 21.6 99.2 176.5 171.6 254.1 129.7 323.9 83.1 153.8
 
 53.8% 78.3 33.6 23.6 6.3 158.9 — 6.3 65.9 75.8 95.8 61.3 24.6 44.0 13.6 — — 92.6 42.5 43.0 59.5 31.6 43.1 — 139.3 26.8 43.8 29.0 17.3 — — 14.9 — 33.4 53.4 — 57.2
 
 121.3% 84.9 0.2 3.1 0.5 4.7 0.7 3.8 15.8 2.8 2.7 33.3 2.1 1.7 0.5 3.1 3.6 11.5 15.3 0.5 129.9 56.5 61.3 74.1 79.1 104.0 69.9 101.4 45.9 52.1 210.7 111.2 82.0 66.6 200.8 90.6 122.3
 
 Source: World Bank Group (2002).
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 2000 include China (0.5 to 54 percent), Brazil (3.5 to 38 percent), Israel (6.3 to 58 percent), Australia (35 to 96 percent), Italy (14 to 72 percent), Spain (22 to 90 percent), France (26 to 112 percent), Sweden (41 to 120 percent), and Switzerland (70 to 331 percent). These stock market valuation increases far exceeded any comparable growth in corporate proﬁts or national output, and instead reﬂect a fundamental reassessment of the value of a nation’s common equity. The fact that all of these countries, except Switzerland, executed very large share issue privatization programs suggests that these programs have played a signiﬁcant role in promoting market development. Table 7.4 also presents two measures of stock market volume for these same countries and regions. The ﬁrst, volume of trading as a percent of GDP, simply measures the total value of shares traded as a fraction of GDP, while the turnover ratio is deﬁned as the total value of shares traded during a year divided by prior year-end market capitalization. Both ratios show that market liquidity exploded between 1990 and 2000 (measured by trading volume) and between 1990 and 2001 (turnover). The volume of trading increased almost sixfold between 1990 and 2000 for the world as a whole (from 29 to 154 percent of “global GDP”) and for high-income countries (from 31 to 181 percent), while volume of trading increased almost eightfold (from 4.7 to 33 percent of GDP) for low-income countries. Several middle-income countries witnessed truly spectacular increases in trading volumes, including China (0.2 to 67 percent of GDP), South Africa (7.3 to 62 percent), Turkey (3.9 to 90 percent), and Korea (30 to 121 percent). As impressive as these gains are, however, they are dwarfed by the rise in trading volumes in developed economies such as the Netherlands (14 to 186 percent of GDP), Spain (8 to 177 percent), Sweden (7.4 to 172 percent), Hong Kong (46 to 232 percent), Switzerland (30 to 254 percent), and the United States (31 to 324 percent). The trading volume measure is obviously inﬂated by the dramatic increase in average stock values between 1990 and 2000, so the turnover ratio is perhaps a better measure of the true increase in the frequency of trading and thus the true liquidity of a nation’s stock market. This measure, not surprisingly, shows a much smaller increase than does the value of shares trading, though the ratio more than doubles between 1990 and 2001 for the world and for both low-income and highincome countries. Additionally, several individual countries experienced dramatic increases in turnover, although other countries see a net decline. In these cases, share valuations increase sharply—thus increasing the value of shares traded—but the frequency of trading either remains constant or falls. However, most large countries experience signiﬁcant increases in the turnover ratio, with the most notable increase being that of the United States, where the value of shares traded as a percent of prior year’s capitalization increases from 53 to 201 percent. In summary, the Great Bull Market of the 1990s dramatically increased the overall capitalization and volume of trading of the world’s stock markets, and much of the growth that occurred between 1990 and 2000 remains intact today.
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 The Dramatic Growth in Securities Issuance Volume Since 1990 Another way of measuring the rise of capital markets is to examine whether their share of annual corporate ﬁnancing activity has grown relative to that of other sources of funding. We have already detailed the stable market share of commercial banking in most countries, but table 7.5 details the phenomenal growth in the total value of securities issuance over the period 1990–2003. This table clearly
 
 TABLE
 
 7.5. Worldwide Securities Issues, 1990–2003
 
 Type of Security Issue Worldwide offerings (debt & equity) Global debt (2000– 2001) International debt (1990–1999 High-grade corp debt (2001–2002) Eurobonds (1990–2000) Yankee bonds (2000– 2002) Foreign bonds (1990–1999) Global equity [excluding U.S.] U.S. issues worldwidea (debt and equity) All debt Long-term straight debtb High-yield corporate debt Collateralized securities (asset and mortgage-backed) Convertible debt and preferred stock Common stockc Initial public offeringsc
 
 1990
 
 1993
 
 1997
 
 1999
 
 2000
 
 2001
 
 2002
 
 2003
 
 $504 (7,574) 184 (1,376)
 
 $1,503 (9,969) 479 (2,701)
 
 $1,816 (15,669) 635 (4,066)
 
 $3,288 (21,724) 1,114 (4,122)
 
 $3,268 (14,659) 2,624 (10,827)
 
 $4,112 (16,450) 3,610 (14,033)
 
 $4,257 (18,006) 3,938 (15,811)
 
 $5,327 (19,729) 4,939 (17,309)
 
 172 (1,213)
 
 388 (2,162)
 
 475 (2,804)
 
 1,069 (3,893)
 
 946 (3,858)
 
 1,367 (3,589)
 
 1,337 (5,506)
 
 1,743 (6,139)
 
 13 (81)
 
 59 (270)
 
 150 (1,177)
 
 302 (2,706)
 
 47 (112)
 
 36 (84)
 
 59 (212)
 
 94 (441)
 
 7 (132) 313 (6,141) —
 
 19 (309) 1,049 (7,378) —
 
 34 (302) 1,196 (11,644) —
 
 139 (817) 2,103 (17,115) —
 
 109 (1,016) 1 (7) 175 (4,542)
 
 386 (3,637) 55 (345) 475 (1,285)
 
 726 (9,098) 114 (769) 378 (1,557)
 
 713 (7,601) 95 (434) 579 (3,027)
 
 335 (2,662) 1,958 (15,686) 1,726 (7,824) 744 (2,986) 43 (196) 488 (1,201)
 
 141 (1,534) 2,916 (11,791) 2,678 (11,009) 1,239 (4,388) 78 (303) 939 (1,818)
 
 135 (1,481) 2,859 (10,646) 2,695 (9,964) 1,017 (3,867) 59 (261) 1,261 (2,029)
 
 145 (1,412) 3,397 (12,341) 3,210 (11,470) 1,248 (4,231) 134 (491) 1,481 (2,378)
 
 5 (43) 14 (362) 5 (174)
 
 15 (162) 86 (1,374) 41 (707)
 
 15 (83) 119 (1,341) 44 (625)
 
 40 (143) 175 (1,069) 64 (531)
 
 56 (161) 223 (955) 73 (429)
 
 112 (223) 126 (559) 40 (107)
 
 60 (137) 104 (545) 27 (97)
 
 96 (282) 90 (589) 16 (88)
 
 Source: The data are taken from early January issues of the Investment Dealers’ Digest. Note: This table details the total value, in billions of U.S. dollars, and number (in parentheses) of securities issues worldwide (including the United States) for selected years in the period 1990–2003. a From 1998, all ﬁgures include Rule 144A offers on U.S. markets. b Years 1999–2002 are long-term straight debt only, excluding asset-backed debt. Before 1999, ﬁgures are for investment grade debt. c Excludes closed-end funds. Data for 1990–2000 are not comparable to 2001 due to deﬁnition change.
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 shows that the annual volume of global security issues has surged over the past thirteen years, both worldwide and in the United States. Worldwide offerings of debt and equity securities totaled $504 billion in 1990 (and barely $300 billion in 1988); by 2001 this ﬁgure had increased tenfold to $5.33 trillion. And these ﬁgures do not include privatizations, since these are almost always secondary issues that do not raise capital for the ﬁrm itself. Even though security offerings by U.S. issuers accounted for two-thirds or more of the global total throughout this period, that still implies that non-U.S. securities issues increased from $191 billion in 1990 to $1.84 trillion in 2003. Such a massive increase in global security issuance is unprecedented in modern ﬁnancial history, though domestic bond issues often surge during major wars. The rise in non-U.S offerings also completely dwarfs the increase in bank ﬁnancing since 1990. As mentioned above, only syndicated lending witnessed comparable growth, and this is the type of bank lending most similar to capital market ﬁnancing. The Surge in Mergers and Acquisitions Worldwide We conclude this examination of the growing importance of capital markets by brieﬂy documenting the almost incredible increase in the total volume of merger and acquisition activity that occurred between 1990 and 2000. The evolution in the aggregate value of announced merger and acquisition (M&A) activity in the United States and the rest of the world is graphically displayed in ﬁgure 7.2. The total value of announced mergers and acquisitions on U.S. stock markets rose from less than $200 billion in 1990 (and less than $160 billion in 1991) to over $3.45 trillion in 2000. Even though the 1980s were considered a very active period for M&A, the 1990s dwarfed this decade’s total as well as any other in American history. The total value of M&A for the decade topped $5 trillion, with two-thirds of that occurring in 1998 and 1999 alone. While takeovers have always played an important role in the United States, the rise in M&A activity in Europe during the 1990s was even more dramatic. From less than $50 billion annually in the late 1980s, the total value of M&A involving a European target reached $592 billion in 1998, before more than doubling to $1.22 trillion in 1999—rivaling the U.S total. As noted, the global value of M&A activity in 2000 reached $3.45 trillion, or about 10 percent of world GDP. As with market capitalization, the total value of M&A activity in the United States and other developed economies has contracted sharply since 2000, though 2003’s global total of $1.33 trillion was still the ﬁfth most active year in history. If and when stock valuations recover to early 2000 levels, it seems likely that M&A activity will once more take off. Having documented the growth of capital market– based ﬁnancing, we now attempt to determine how great a role privatization programs have played in promoting these markets. As we will see, these programs have signiﬁcantly, often dramatically, impacted the development of most non-U.S. stock markets. We later document that share issue privatizations have also truly transformed share ownership patterns of investors in many different countries.
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 FIGURE 7.2. Value of global mergers and acquisitions, 1991–2003 (US$ billions). Source: Investment Dealers Digest (various mid-January issues, 2000–2003).
 
 Privatization’s Impact on Stock and Bond Market Development This section examines the impact of privatization programs on the development of stock and bond markets outside of the United States. Obviously, we should be careful in inferring causation regarding privatization’s impact on market growth, since a shift in ideology or some other exogenous political or economic change might have caused both the privatization and the overall boom. On the other hand, a careful examination of the historical evolution of non-U.S. stock markets since 1980 suggests that large SIPs have indeed played a key expansive role almost everywhere, especially because they are generally among the largest and most valuable ﬁrms in national markets. This section ﬁrst documents the size of privatization programs, then examines their impact on stock market capitalization and trading, and describes the importance of SIPs as security offerings and as catalysts for the growth of today’s global investment banking industry. We also provide a discussion and interpretation of the econometric evidence regarding privatization’s impact on market development. It is clear that national governments have been among the biggest winners from privatization programs, since these have dramatically increased government revenues, which is clearly one reason the policy has spread so rapidly. Privatisation International [Gibbon (1998, 2000)] reports that the cumulative amount raised by privatizing governments since 1977 exceeded $1 trillion sometime during the second half of 1999. This ﬁgure probably surpassed $1.25 trillion during 2003. As an added beneﬁt, these revenues have come to governments without their having to raise taxes or cut other public services. Figure 1.2 shows the annual revenues
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 received from privatizations since 1988. Annual proceeds grew steadily before reaching $160 billion in 1997. For the next two years, proceeds continued to ﬂow to governments at an annual rate of $140 billion or more, and hit a record $180 billion in 2000. However, this fell sharply to a mere $43.8 billion in 2001 and to $46.6 billion in 2003, as depressed stock markets discouraged governments from making further sales. Privatization’s Impact on Stock Market Capitalization and Trading Volumes While it is very difﬁcult to establish a direct, cause-and-effect relationship between SIP programs and stock market development, indirect evidence suggests that the impact has been very signiﬁcant. At the end of 1983, the total market capitalization of the handful of British, Chilean, and Singaporean ﬁrms that had been privatized by then was far less than $50 billion. By the end of May 2000, the 152 privatized ﬁrms listed in either the Business Week “Global 1000” ranking of the most valuable companies in developed-nation stock markets or in the Business Week “Top 200 Emerging Market Companies” ranking had a total market capitalization of $3.31 trillion. This was equal to approximately 13 percent of the combined market capitalization of the ﬁrms on the two lists, but was equal to over 27 percent of the non-U.S. total. This is because American ﬁrms accounted for 484 of the Global 1000 ﬁrms—and $13.1 trillion of the $23.9 trillion Global 1000 total capitalization in May 2000. The total valuation of privatized companies fell sharply during 2001 and 2002, declining to $2.83 trillion in May 2002. However, the valuations of nonprivatized companies declined even more, to $17.74 trillion. By May 2003, the total valuation of the195 privatized ﬁrms on the two Business Week lists had rebounded to $3.24 trillion, but the value of the 1,005 nonprivatized companies on the combined 2003 lists continued to decline, falling to $14.58 trillion. Therefore, the privatized companies signiﬁcantly increased their proportional share of year 2003 global stock market value from 14.5 to 18.2 percent, and raised their share of the non-U.S. total valuation increased even more, from 30.4 percent to 38.6 percent. This implies that investors who purchased privatization share offerings have fared much better since March 2000 than have investors in other type of companies, for whom this has been a ﬁnancially painful period indeed. It is almost certainly the case that privatized ﬁrms have had an even greater impact on the development of non-U.S. stock markets than these aggregate numbers suggest because they are generally among the largest ﬁrms in these markets. Table 7.6 details the total market value and relative size of the 35 most valuable privatized ﬁrms on the 2003 Business Week Global 1000 and Top 200 Emerging Market lists. Columns 1 and 2 detail the company names and domicile countries, while column 3 shows the ﬁrm’s ranking in the Global 1000 list. Firms from the Emerging Market list are given the ranking they would have if included in the Global 1000 ranking, and subsequent rankings are adjusted for the inclusion of ﬁrms from the Emerging Market list. Column 4 gives the ﬁrm’s ranking within its home market, while column 5 lists the ﬁrm’s total market capitalization. The
 
 TABLE
 
 7.6. Market Values of the Largest Publicly Traded Privatized Firms
 
 Company
 
 Country
 
 BP NTT DoCoMo Total ENI Deutsche Telekom Telecom Italia France Telecom Telefonica Nippon Telegraph & Telephone Orange China Mobile (Hong Kong) TIM (Telecom Italia Mobiliare) BNP Paribas PetroChina Gazprom ENEL Aventis Telstra Sinopec E.ON Telefonica Moviles National Australia Bank ING Groep Banco Bilbao Vizcaya Argentaria Assicurazioni Generali Unicredito Italiano Yukos Credit Agricole BT Group AXA Societe Generale Commonwealth Bank Australia Banca Intesa Petrobras STMicroelectronics
 
 Great Britain Japan France Italy Germany Italy France Spain Japan France China (HK) Italy France China Russia Italy France Australia China Germany Spain Australia Netherlands Spain Italy Italy Russia France Great Britain France France Australia Italy Brazil France
 
 Global 1000 Rank
 
 Country Rank
 
 Market Value US$ Millions
 
 Market Value as % National Market
 
 9 23 24 50 51 52 57 58 60 70 73 74 75 77 80 81 84 92 97 98 102 111 113 121 127 131 135 136 137 144 145 164 179 180 186
 
 1 1 1 1 1 2 2 1 3 5 1 3 6 2 1 4 7 1 3 4 3 3 3 4 5 6 2 9 12 10 11 4 7 1 13
 
 $153,240 $105,306 $103,779 $64,576 $62,850 $60,123 $57,448 $56,802 $55,578 $45,584 $44,899 $44,761 $44,325 $43,512 $42,731 $42,216 $41,652 $37,814 $35,696 $35,640 $35,450 $33,003 $32,407 $31,574 $30,368 $28,803 $28,186 $27,860 $27,346 $26,404 $26,387 $23,069 $20,910 $20,435 $20,387
 
 7.76% 5.07% 6.19% 11.47% 7.90% 10.68% 3.43% 10.47% 2.68% 2.72% 8.37% 7.95% 2.64% 8.11% na 7.50% 2.49% 8.57% 6.66% 4.48% 6.54% 7.48% 9.67% 5.82% 5.40% 5.12% na 1.66% 1.38% 1.58% 1.57% 5.23% 3.72% 13.03% 1.22%
 
 Source: Data are from Morgan Stanley Capital International (2003) and the Top 200 Emerging Market Companies (italics). National stock market valuations are from the June 2003 total market values on the World Federation of Exchanges Web site (www.world-exchanges.org). Note: Stock market value of the 35 most valuable (largest market capitalization) publicly traded privatized ﬁrms as of May 31, 2003. a These ﬁrms are from the “Top 200 Emerging-Market Companies,” and they are given the rankings they would have if this list was included in the Global 1000 List. From TIM onwards, Global 1000 ranks are also adjusted to include Top 200 Emerging Market Companies.
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 ﬁnal column expresses the single ﬁrm’s market capitalization as a percentage of the entire national market’s May 2003 capitalization as detailed in the “Capitalization” section of the World Federation of Exchanges’ (www.world-exchanges .org) Web site. This reveals that the largest privatized ﬁrms by themselves often account for sizable fractions of the total capitalization of national stock markets, even in advanced economies such as Italy (11.47 percent and 10.68 percent for the two largest ﬁrms), Spain (10.47 percent), the Netherlands (9.67 percent), and Australia (8.57 percent). In emerging markets such as Mexico (18.55 percent), China (8.37 percent and 8.11 percent), and Brazil (13.03 percent), individual privatized ﬁrms often account for very large fractions of the total national market capitalization. Tables 7.7 and 7.8 present similar rankings for all 721 non-U.S. ﬁrms in the two Business Week lists, but details which of the ten most valuable companies in a nation’s stock market are privatized ﬁrms. These tables clearly reveal the relative importance of SIPs in most non-U.S. stock markets. Privatized ﬁrms are the most valuable companies in 13 of the 23 developed markets on the Global 1000 list and in 13 of 20 Top 200 Emerging Markets. Privatized companies have the highest market values in the ﬁve largest non-U.S markets—Japan, Britain, France, Germany, and Italy—as well as in the four largest emerging markets—China, India, Mexico, and Brazil. They are the second most valuable ﬁrms in Finland, Sweden, Korea, Taiwan, South Africa, Malaysia, and Israel. Privatized companies are the ﬁrst and second most valuable companies in two countries, France and Indonesia, and they occupy the three (or more) top slots in Italy, Norway, Portugal, China, Russia, Brazil, Hungary, and the Czech Republic. The Impact of Privatization on Stock Market Liquidity In an attempt to measure what part of the increased liquidity of world stock markets is driven by privatization, Boutchkova and Megginson (2000; henceforth BM) generate the turnover ratios for individual markets and regress these on the number of privatization deals for each country in a particular year. BM speciﬁcally pick the turnover ratio, deﬁned as the total value of trading divided by prior year-end total market capitalization, as their measure of stock market liquidity because it reﬂects increases in both the value of shares traded and the stock market capitalization measures—rather than just measuring absolute growth in trading volume. In other words, it is a conservative measure of the growth in liquidity. Furthermore, as Levine and Zervos (1998) point out, turnover is one of the few robust stock market-based predictors of long-run economic growth. The Privatization International Electronic Database is used to obtain the number of privatization deals (share offerings plus asset sales) each year for each country, and the results of BM’s regression estimations are reported in table 7.9. They use pooled cross-section and time series estimation; the ﬁrst two speciﬁcations do not include country dummies, whereas the last three control for country ﬁxed effects. These country intercepts account for omitted variables representing cross country differences and measures of investor protection and rule of law [La Porta, Lo´pez-de-Silanes, Shleifer, and Vishny (1997, 1998, 2000)].
 
 TABLE
 
 7.7. How Many of the Most Valuable (Largest Market Capitalization) Firms in Developed Countries Are Privatized Companies?
 
 Country
 
 250
 
 Australia Austria Belgium Britain Denmark Finland France Germany Greece Hong Kong Italy Japan Netherlands New Zealand Norway Portugal Singapore Spain Sweden Switzerland
 
 Largest Firm
 
 Second Largest
 
 X X
 
 Third Largest
 
 Fourth Largest
 
 X
 
 X
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 Note: Information is from Morgan Stanley Capital International (2003).
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 7.8. How Many of the Most Valuable Firms in Emerging Market Countries Are Privatized Companies?
 
 Country
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 China Korea Russia Taiwan South Africa Brazil Mexico India Malaysia Chile Poland Israel Hungary Czech Republic Thailand Indonesia Argentina Turkey Pakistan
 
 Largest Firm
 
 Second Largest
 
 Third Largest
 
 Fourth Largest
 
 Fifth Largest
 
 Sixth Largest
 
 Seventh Largest
 
 Eight Largest
 
 X
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 Note: Information is from Morgan Stanley Capital International (2003).
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 7.9. Privatization and Stock Market Liquidity PCSE (1)
 
 DUM (2)
 
 (3)
 
 (4)
 
 (5)
 
 TRt⫺1 PR
 
 0.0177 (0.022)
 
 0.0178 (0.023)
 
 0.023 (0.007)
 
 0.328 (0.000) 0.025 (0.001) 0.016 (0.044)
 
 0.493 (0.000) 0.012
 
 0.006 (0.805) 0.459 (0.003) 0.013
 
 **
 
 **
 
 0.344 (0.000) 0.023 (0.003) 0.017 (0.025) ⫺0.015 (0.112) **
 
 0.341
 
 0.493
 
 0.497
 
 PRt⫺1 t α R2
 
 Source: Table 8 of Boutchkova and Megginson (2000). Note: Regression results for the impact of the number of privatization deals on stock market liquidity. The measure of liquidity is the turnover ratio (TRit), which is calculated by dividing a county’s market capitalization into the value of traded shares over a particular year. PRit is the number of privatization deals in country i in year t. PCSE ⫽ panel cross-section estimations: (1) and (2) TRit⫽α⫹β2PRit⫹β4t⫹εit DUM ⫽ pooled estimation with country ﬁxed effects: (3), (4), and (5) TRit⫽∑αi⫹β1TRit⫺1⫹β2PRit⫹β3PRit⫺1⫹β4t⫹εit Regressions (4) and (5) are estimated with the Cochrane-Orcutt AR (1) correction; p-values are given in parentheses. ** Multiple country coefﬁcients αi not reported.
 
 After correcting for ﬁrst-order autocorrelation, BM arrive at a speciﬁcation with improved ﬁt (R2 ⫽ 0.50). The coefﬁcient (0.023) on the privatization variable is signiﬁcant at the 1 percent level and the lagged coefﬁcient 0.017 is signiﬁcant at the 5 percent level. These results indicate that each privatization deal leads to a 2.3 percent increase in a national market’s turnover ratio in the ﬁrst postdivestment year, and a 1.7 percent increase the following year. For example, Portugal’s successful sale of the ﬁnal tranche of Elecrticidade de Portugal (EdP) in June 1998, which was valued at U.S.$2.72 billion, is predicted to have increased the turnover ratio of the Lisbon Stock Exchange from 0.77 then to 0.793 in the 12 months following the deal and to 0.81 in the second year. In terms of value of shares traded, this would represent an increase of $1.774 billion [($57.468 billion current market capitalization ⫹ $2.6 billion value of the SIP)*0.023 ⫽ $1.774 billion] the ﬁrst year and $1.311 billion more the second year. An example of the impact for a larger stock market is the sixth offering of NTT in Japan, which was completed in November 2000. It was valued at $11.3 billion and should have increased the value of trading on the Tokyo Stock Exchange over the ﬁrst year by $83 billion and over the second year by $61 billion more. Though it is impossible to measure the net effect of any single offering on real market trading, the turnover ratio certainly increased in Portugal in 1999 and 2000. However, the Japanese market declined so dramatically in 2001 and 2002 that any incremental increase resulting from NTT6 was swamped by the tidal wave of losses engulﬁng Tokyo and most other markets after March 2000.
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 BM cannot show econometrically that privatization programs have been the primary cause of the growth, documented above, in the liquidity of stock and bond markets outside the United States. Conventional causality tests require a system of equations specifying the precise relationship between market liquidity and the scale and format (asset sale versus share offering) of privatization programs. Absent such a fully developed model of the privatization/market development relationship, they implicitly assume that privatization is exogenous to the level of stock market development, yet this seems unlikely to be completely true. In fact, Megginson, Nash, Netter, and Poulsen (forthcoming) show that a government’s decision to privatize using a share offering, rather than an asset sale, is signiﬁcantly negative related to the level of stock market development. This implies that governments choose share offerings as a means of developing their stock markets. On the other hand, BM’s sample consists only of countries with sufﬁciently liquid markets to allow governments to employ share offerings as their privatization method, so by construction they examine the effect of privatization on stock market liquidity only after some critical level of liquidity has been reached. Thus the decision to privatize, conditional on that critical level of market development, can be assumed to be independent of liquidity. Given that privatization is exogenous in their setting, and the signiﬁcance of the privatization coefﬁcients in the liquidity regression estimates presented in table 7.9, BM conclude that privatization improves stock market development. A more general framework, where all countries are in the sample regardless of their level of ﬁnancial development, and where both market liquidity and the privatization decision are modeled endogenously, would provide more rigorous conclusions but must await future researchers.
 
 The Impact of Privatization on Individual and Institutional Share Ownership One aspect of privatization programs that has to date attracted surprisingly little academic interest is its observed ability to massively increase the total number of shareholders in a country. In many cases, a single privatizing share issue will yield over 1 million shareholders, usually in countries with little tradition of share ownership by individual investors. In fact, governments explicitly design SIP offers to attract individual citizen/investors, and they favor certain groups (especially the employees of companies being privatized) with preferential share allocations and pricing. Many governments have also voiced a desire to promote an “equity culture” among their citizenry—meaning a greater willingness to support entrepreneurship through share ownership—as one of the chief rationales for adopting privatization programs. BM therefore examine the pattern of share ownership in privatized ﬁrms, and also study how this ownership structure evolves over time.
 
 The Ownership Structure Created by Share Issue Privatizations Boutchkova and Megginson (2000) examine stock ownership patterns in privatized ﬁrms by comparing the numbers of stockholders in the privatized ﬁrms in the
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 1999 Business Week Global 1000 list (discussed above) to capitalization-matched private sector ﬁrms from the same national markets. They also compare the number and fractional ownership of institutional investors in these two lists. Next, BM perform a similar comparison of privatized and private-sector companies in the 1999 Top 200 Emerging Market list, but do not examine institutional shareholdings owing to lack of data. For each privatized ﬁrm, BM select as a match that private-sector company with the closest total market value in the Business Week lists, and they then collect the most recent data on the total number of shareholders for both sets of ﬁrms from the June 1999 Worldscope Disclosure CDROM database. While this data item is far from universally available, BM are able to collect values for 97 of the 153 privatized companies, and for 99 of the matching privately owned ﬁrms. In the majority of those cases where data are available for both the privatized and the matching ﬁrm, the privatized companies have a much larger number of shareholders, in spite of the fact that governments usually retain sizable stakes in these ﬁrms. This reduces the effective ﬂoat of privatized ﬁrms, since these stakes remain unsold to private investors. BM use the Wilcoxon signed-rank test to show that the mean number of shareholders of the privatized ﬁrms is signiﬁcantly higher than that of the nonprivatized matching ﬁrms. The frequency distribution of the number of shareholders in the Global Company Database on WorldScope is strongly skewed to the left. Roughly 91 percent of the 6,410 companies with data on the number of shareholders have fewer than 50,000 individual shareholders, 7.2 percent have between 50,000 and 250,000, and 1.8 percent have more than 250,000. The frequency distribution of the capitalization of their sample of privatized and matching nonprivatized ﬁrms is also markedly skewed to the left. However, BM focus on the companies with the highest market capitalizations, which also tend to have the largest number of shareholders, implying a higher proportion of companies with more than 250,000 shareholders. Owing to the limited availability of information on the number of shareholders—especially for the large, traditionally widely held companies—BM are able to construct a sample with complete information on both privatized and nonprivatized companies for only 86 pairs. Using these pairs, they conclude that the number of shareholders of the privatized companies is signiﬁcantly higher, at the 0.01 level, than the number of shareholders in the matching private-sector (nonprivatized) sample companies. There are three peculiar cases among the nonprivatized companies that have very large numbers of shareholders: Britain’s Abbey National and Woolwich, with 2,028,141 and 1,216,932 stockholders, respectively, and Brazil’s Banco Bradesco, with 2,414,603 stockholders. All three of these companies are ﬁnancial institutions, and the two British ﬁrms were very large “de-mutualizations” that by their very nature created a great many new shareholders out of existing depositors. BM do not exclude these companies, and their testing procedure takes into account the magnitude of the differences between the number of shareholders of every pair. Even including these three ﬁrms, however, they still ﬁnd that SIPs have (highly) signiﬁcantly more shareholders than do the matching ﬁrms. The subsample of ﬁrms with complete data constructed from table 7.10 shows that the matching private companies have a total market capitalization of $1.2 trillion and 14 million
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 7.10. Law and Finance—English Common Law Systems Promote Capital Market Growth
 
 Country (1) Australia Canada Israel United Kingdom United States English origin average Belgium France Greece Italy Spain French origin average Austria Germany Japan Korea Switzerland German origin average Denmark Finland Norway Sweden Scandinavian origin average Sample average (44 countries)
 
 External Cap/GDP (2)
 
 Debt/GDP (3)
 
 GDP Growth Rate (4)
 
 Domestic Firms/Pop (5)
 
 Rule of Law (6)
 
 Antidirector Rights (7)
 
 Creditor Rights (8)
 
 0.49 0.39 0.25 1.00 0.58 0.60
 
 0.76 0.72 0.66 1.13 0.81 0.68
 
 3.06% 3.36% 4.39% 2.27% 2.74% 4.30%
 
 63.55 40.86 127.60 35.68 30.11 35.45
 
 10.00 10.00 4.82 8.57 10.00 6.46
 
 4 4 3 4 5 3.39
 
 1 1 1 4 1 3.11
 
 0.17 0.23 0.07 0.06 0.17 0.21
 
 0.38 0.96 0.23 0.55 0.75 0.45
 
 2.46% 2.54% 2.46% 2.82% 3.27% 3.18%
 
 15.59 8.05 21.60 3.91 9.71 10.00
 
 10.00 8.98 6.18 8.33 7.80 6.05
 
 0 2 1 0 2 1.76
 
 2 0 1 2 2 1.58
 
 0.06 0.13 0.62 0.44 0.62 0.46
 
 0.79 1.12 1.22 0.74 — 0.97
 
 2.74% 2.60% 4.13% 9.52% 1.18% 5.29%
 
 13.87 5.14 17.78 15.88 33.85 16.79
 
 10.00 9.23 8.98 5.35 10.00 8.68
 
 2 1 3 2 1 2.00
 
 3 3 2 3 1 2.33
 
 0.21 0.25 0.22 0.51 0.30
 
 0.34 0.75 0.64 0.55 0.57
 
 2.09% 2.40% 3.43% 1.79% 2.42%
 
 50.40 13.00 33.00 12.66 27.26
 
 10.00 10.00 10.00 10.00 10.00
 
 3 2 3 2 2.50
 
 3 1 2 2 2.00
 
 0.44
 
 0.59
 
 3.79%
 
 21.59
 
 6.85
 
 2.44
 
 2.30
 
 Source: LaPorta, Lopez-de-Silanes, Shleifer, and Vishny (1997). Note: This table details the relationship between the type of legal system upon which a country’s commercial code is based and the size of that nation’s capital markets for selected countries in 1994. Column 2 is the ratio of the Stock market capitalization held by minority (noncontrolling) shareholders to GDP, and column 3 provides a similar measure for privatesector debt (bank loans and bonds). Column 4 presents the country’s average annual GDP growth rate during 1970–1993 and column 5 is the ratio of the number of domestic ﬁrms in a country to its population, in millions. Columns 6–8 present summary measures of the law and order traditions in a country (column 6) and of how well its legal code protects the rights of shareholders (column 7) and creditors (column 8).
 
 shareholders, whereas the total market capitalization of the privatized ﬁrms ($1.6 trillion) is held by more than twice as many shareholders (37.6 million). BM also compare institutional shareholdings in developed-country privatized ﬁrms to those of the matching private-sector companies. The mean (293 versus 281) and median (242 versus 231) number of institutional investors in the privatized and matching ﬁrms is surprisingly close. The same is true for mean (15.46 versus 15.78 percent) and median (12.81 versus 12.79 percent) percent shareholdings by these institutional investors. Using the Wilcoxon test of paired differences,
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 BM cannot reject the null hypothesis that the mean and median values are equal at conventional signiﬁcance levels. The fact that governments retain sizable stakes in privatized ﬁrms—making the fraction of shares available for trading substantially smaller than for matched ﬁrms—suggests that institutional investors are at least as interested in investing in privatized companies as they are in private-sector ﬁrms of similar size. Additionally, while individual investors are offered the opportunity to proﬁt by initial underpricing by government issuers, institutions are generally not offered similar discounts in the initial offering. Therefore, institutions must reap superior returns by providing monitoring and/or other valuable services.3 How Ownership Structure Evolves over Time After Privatization BM also examine how the total number of shareholders in a company evolves during the years subsequent to a SIP. They collect shareholding data for up to seven years after each privatization, using as a sample those SIPs provided by Privatization International, or in the appendix to the Megginson and Netter (2001) survey paper.4 The pattern thus observed represents one of the most important, and surprising, results of this study—since BM demonstrate that the extremely large numbers of shareholders created by many SIPs are not a stable pattern of corporate ownership! BM test whether the number of shareholders declines signiﬁcantly in SIPs in the ﬁrst year after an issue. For the group of SIPs with less than 100,000 initial stockholders, BM are unable to reject the null that the number of shareholders does not change from Year 0 to Year 1. It thus appears that those offerings that yield a reasonable number of shareholders (between 10,000 and 75,000, depending upon the country) do not demonstrate strong tendencies to change in subsequent years. Some of these ﬁrms experience increases in the number of shareholdings, while others experience slight declines. BM normalize the number of shareholders in Year 0 to 1.00, and then measure the number of shareholders in subsequent years as a ratio of Year 0’s value. This yields a value less than, greater than, or equal to 1.00 depending upon whether the number of shareholders has increased, decreased, or remained constant. Then they plot the mean coefﬁcients for all SIPs. Figure 7.3 shows the dynamics of share ownership in the full sample of privatized ﬁrms, and in various subsamples. BM observe slight increases in all years subsequent to Year 0, and an increase of 23 percent in Year ⫹6, for the subgroup of SIPs with less than 100,000 shareholders. This result is not testable, however, because BM have very few data items for Year ⫹6, owing to the short periods between offerings of the same company or because most privatized companies have short operating histories (as private ﬁrms) through 1999. All they can conclude for the SIPs with less than 100,000 initial holders is that there is no statistically signiﬁcant decrease from Year 0 to Year ⫹1, and there appears to be a tendency for the number of shareholders to increase over time. However, this is far from true for the 39 SIPs that yield over 100,000 shareholders. In these cases the total number of shareholders declines dramatically and steadily. BM estimate that the total number of shareholders in these highly polit-
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