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Extracto

Este estudio compara el desempefio financiero y operativo, pre- y
posprivatizacion para 61 compafiias de 18 paises y 32 industrias que
experimentaron privatizacion total o parcial mediante ofertas publicas
accionarias durante el periodo 1961 a 1990. Los resultados documentan
fuertes mejoras de desempefio, las cuales se alcanzan sorprendentemente
sin sacrificio de seguridad en el empleo. Especiificamente, con
posterioridad a ser privatizadas, las firmas incrementan sus ventas reales,
se vuelven mds rentables, aumentan su inversién de capital, mejoran su
eficiencia operativa e incrementan sus fuerzas de trabajo. Mas aun,
esas empresas bajan significativamente sus niveles de deuda e
incrementan sus pagos de dividendos. Finalmente, se documentan
cambios significativos en el tamafio y composicion de los directorios
posteriormente a las privatizaciones.

Reprint with permission of The Journal of Finance and the authors.
Reimpreso con autorizacion de The Journal of Finance y los autores.
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Abstract

This study compares the pre- and postprivatization financial and
operating performance of 61 companies from 18 countries and 32
industries that experiencie full or partial privatization through public
share offerings during the period 1961 to 1990. Our results document
strong performance i1mprovements, achieved surprisingly without
sacrificing employment security. Speciafically, after being privatized,
firms increase real sales, become more profitable, increase their capital
investment spending, improve their operating efficiency, and increase
their capital investment spending, improve their operating efficiency, and
increase their work forces. Furthermore, these companies significantly
lower their debt levels and increase dividend payout. Finally, we
document significant changes in the size and composition of corporate
boards of directors after privatization. :

The last fifteen years have witnessed a significant, global shift away from state
socialism towards entrepreneurial capitalism. One of the most important and
visible aspects of this trend has been the enthusiasm with which governments
of all political persuasions have sold their state-owned enterprises (SOEs) to
private investors in hopes that the generally unsatisfactory economic
performance of these firms can be improved by the discipline of private
ownership.  This denationalization process, given its current title of
"privatization" by the conservative government of Margaret Thatcher in 1979,
has transformed the role of the state in the economy of industrialized nations
such as Britain and France and of developing countries as diverse as Singapore,
Chile, and Mexico.
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Virginia Polytechnic Institute, the University of Baltimore, and the University of Dayton, as well
as the helpful comments and recommendations of Scott Atkinson, David Blackwell, Michael
Brennan, David Carter, Mary Dehner, John Goodman, Rod Hansen, Steven Isberg, Steve Jones,
Stefanie Kleimeier, Carlos Magquieira, Jeff Neiter, Annette Poulsen, Meir Schneller, Andrei
Shleifer, Joe Sinkey, Rene Stulz, and an anonymous referee are also appreciated. Finally, the
Jfinancial support of the Departments of Management and Banking and Finance, Terry College
of Business, and of the University of Georgia Research Foundation is gratefully acknowledged.
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Other nations have experienced less profound, but equally dramatic,
shifts in the balance of power between the state and private sectors after they
adopted privatization programs. Indeed, a World Bank study by Kiker1, Nellis,
and Shirley (1992, page iii) reports that, "more than 80 countries have launched
ambitious efforts to privatize their state-owned enterprises. Since 1980, more
than 2000 SOEs have been privatized in developing countries, 6,800
worldwide." Furthermore, Goodman, and Loveman (1991) report that, by 1990,
the value of worldwide sales of state enterprises had topped $ 185 billion- and
showed no sign of slowing.'

What we find most surprising about the privatization programs of the
1980s, however, is not their size or scope but the fact that they were adopted
largely on faith. The academic literature available at the time these decisions
were made offered precious little guidance as to the best method of divesting
state-owned assets and only limited theoretical analysis of the predictable costs
and benefits of privatizations. Furthermore, while the extant literature on the
performance of SOEs was voluminous, the few empirical analyses of
privatization itself that had been published were far from conclusive.> While
authors such as Bailey (1986), Bishop and Kay (1989), and Pryke (1982)
present arguments or evidence favoring privatization's role in promoting
economic efficiency, the exact opposite view is put forward by Kay and
Thompson (1986) and Wortzel and Wortzel (1989).

A problem common to most early empirical studies-such as those cited
above and others by Yarrow (1986) and Caves (1990)-is that they examine only
a small number of companies from a single country (usually Great Britain) and

"Impressive as these figures are, it seems clear that privatization's greatest impact
on world economic history will occur in the years immediately ahead, as the newly-noncommunist
nations of eastern Europe and the Commonwealth of Independent States make their painful
transition from centrally planned to market-oriented economies. Even the Peoples Republic of
China is taking tentative steps toward privatizing state-owned commercial enterprises, having
already successfully allowed private ownership of agricultural land.

*Contemporary empirical studies of the relative performance of state-owned versus
privately-owned firms include works by Atkinson and Halvorsen (1986), Boardman, Freedman,
and Eckel (1986), Caves and Christensen (1980), Eckel and Vermaelen (1986), and Funkhouser
and MacAvoy (1979). Widely cited earlier studies include Alchain (1965) and Peltzman (1971).
For an excellent summary of this literature, see Boardman and Vining (1989), especially Table 1.
For a detailed description of the goals of the SOE, see Wortzel and Wortzel (1989), Nellis and
Kikeri (1989), and Austin, Wortzel, and Coburn (1986). Finally, Kornai (1988) examines the
social and economic effects of reform of socialist economies.
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generally lack statistical significance. To the extent that economists had reached
a consensus by the mid-1980s concerning privatization's proper role in
achieving socially beneficial aims, it was summed up in Yarrow (1986), who
argued that competition and managerial accountability are more important than
privatization, per se, in promoting economic efficiency.® This viewpoint was
later echoed by Caves (1990), Goodman and Loveman (1991), and Shirley and
Nellis (1991).

More recent theoretical and empirical studies have offered stronger
support for the dual propositions that private firms outperform SOEs and that
privatization itself increases the operating efficiency of the divested firms. The
theoretical work of Boycko, Shleifer, and Vishny (1993) shows that
privatization will lead to effective restructuring of SOEs-that are currently
producing at inefficiently high levels in order to maximize employment-only if
both cash flow rights and control rights pass from the government into private
hands (particularly into managers' hands). Only then will the government be
unable to "bribe" nanagers to produce at inefficient levels by offering them
operating subsidies. In other words, cutting the "soft budget constraint” of
SOEs is vital to improving performance.

Empirically, Boardman and Vining (1989) analyze the relative
performance of the 500 largest non-U.S. mining and manufacturing companies
in 1983 to determine whether privately owned firms outperform state-owned and
mixed state and privately-owned companies (labeled mixed enterprises, MEs).
After controlling for the regulatory/competitive environment in which each firm
operates, they present very strong evidence that private corporations are both
more profitable and more efficient (measured as sales per employee and per
asset) than cither SOEs or MEs.*

*The empirical findings of Caves and Christensen (1980) support this proposition. Moore
(1992), on the other hand, argues that the act of privatization itself promotes both economic
efficiency and public confidence in the system of industrial capitalism, and thus state-owned
enterprises must be sold off (and sold off to individual investors) before efficiency gains can be
realized.

“Another intriguing result that Boardman and Vining present is the finding that SOEs and
MEs perform equally poorly, suggesting that merely having publicly traded stock is not enough
to make a state-controlled firm operate efficiently. Instead, the company must be controlled by
private investors.
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Certainly the most thorough empirical analysis of privatization itself is
the World Bank study by Galal, Jones, Tandon, and Vogelsang (1992). They
analyze the postprivatization performance of twelve companies (mostly airlines
and regulated utilities) in Britain, Chile, Malaysia, and Mexico to determine
whether the transfer to private ownership increased efficiency- and, if so, how
the costs and benefits of adjustment were allocated.” The authors document net
welfare gains in eleven of the twelve cases and, on average, the present value of
these gains equals 26 percent of the firm's predivestiture sales revenue.
Furthermore, they document no case where workers as a class were made worse
off and three cases where workers were made significantly better off.°

As rigorous as the World Bank study is, however, it examines only a
small number of (mostly regulated) firms from four countries. Therefore it only
partially overcomes the basic problem that has bedeviled all empirical
privatization studies to date-the difficulty of obtaining truly comparable pre-
and postprivatization data for a large, multinational, multi-industry sample of
companies. Our study overcomes this problem by directly soliciting information
from 149 companies listed as being privatized through public share issues prior
to 1988 (or being privatized at the time of publication) in a World Bank study
by Candoy-Sekse and Palmer (1988). Using the responses received-augmented
by secondary sources such as the Disclosure databases and international
business newspapers and magazines- we are able to compare the pre- and
postprivatization performance of 61 companies from 18 countries (6 developing
and 12 industrialized) and 32 different industries. We have ownership structure
(board of director) change data for an additional 9 companies and 2 countries.
Through followup contacts and research we are satisfied that we have overcome
any sample selection bias that might favor responses only from "successful”
privatizations, and feel that our sample reflects the actual experience of at least
the largest and most important recent privatizations.

We find persuasive evidence that the mean and median profitability, real
sales, operating efficiency, and capital investment spending of our sample firms

*The most important aspect of this study is the great care with which the authors try to
isolate the effect of just the privatization itself. They compare the actual performance of the
divested firm to what it could have been predicted to be if it had remained in state hands.

Other recent empirical and/or normative papers on privatization include Hutchinson
(1991), Jones, Tandon, and Vogelsang (1991), and Harrell and Sohl (1993).
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mcrease significantly (in both statistical and economic terms) after privatization.
We also document significantly lower leverage ratios and higher dividend
payments for our firms after divestiture. Perhaps most surprisingly, we find no
evidence that employment levels fall after privatization. Instead, we document
an increase in mean and median employment, and find that a marginally
significant 64 percent of our sample companies employ more workers after their
transfer to private ownership than they did as SOEs. Our results are also quite
robust to various partitions of the data into smaller sbsamples, such a full-
versus-partial  privatizations, industrialized-versus-developing  country
divestitures, and competitive-versus-regulated industry sales.

This article is organized as follows. Section I provides a brief history of
the privatization programs that have been adopted around the world since 1961.
The data we employ is described in Section II, while Section III presents our
testable predictions and methodology. Section IV presents our empirical results,
and Section V concludes the paper.

I. The History of Privatization Programs, 1961 to 1990

While modern privatization programs are usually associated with the Thatcher
government in the United Kingdom, it was in fact the government of Konrad
Adenauer, elected to power in the Federal Republic of Germany (FRG) in
1957, that launched the first large-scale, ideologically-motivated
"denationalization" program of the postwar era. The first major sale occurred
in 1961, when the FRG sold a majority stake in Volkswagen in a public share
issue heavily tilted towards small investors, and four years later it orchestrated
a similar, but even larger, secondary share issue for VEBA. These two issues
increased the number of shareholders in Germany from approximately 500,000
to almost 3 million, but public enthusiasm for further issues cooled after
VEBA's stock price declined -thereby prompting a rescue operation by the
German government aimed at protecting small shareholders. Details of all the
share issues made by firms in our sample that involve lowering state ownership
in a firm are presented in Table L.
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A remarkable aspect of the official motivations expressed by the
Adenauer government in launching its privatization program is how similar they
are to the objetives expressed by the Thatcher government two decades later.
In fact, almost every government that decides to follow the privatization route
-regardless of its ideological basis- expresses similar objectives. All are
ultimately based on disappointment with the actual performance of SOEs, and
all perceive that the lure of financial incentives and the discipline of the capital
markets will spur greater efficiency. The specific objectives of all tend to be
very similar to those of the United Kingdom, as described in Price Waterhouse
(19892, page 10). These objectives are to: (1) raise revenue for the state; (2)
promote increased efficiency; (3) reduce government interference in the
cconomy; (4) promote wider share ownership,” (5) provide the opportunity to
introduce competition; and (6) expose SOEs to market discipline. The other
major objective mentioned by the British and other governments is the goal of
developing the national capital market.

A. The Thatcher Privatization Program

When the new Thatcher government first experimented with privatization in the
carly 1980s there was great skepticism concerning the government s ability to
successfully sell many of its SOEs and vehement political resistance to the entire
notion of privatization by the Labour party. In fact, Labour threatened to
renationalize several of the early Thatcher privatizations, such as British
Aerospace and Cable and Wireless.

In spite of the opposition, however, the Thatcher government prevailed.
The share issues themselves were enthusiastically received, and the recently
privatized firms were widely perceived as being more efficiently run after

"The desire to promote wider share ownership typically has both a financial and political
component. Financially, increasing the number of investors willing to purchase corporate equitics
increases the absorptive capacity of the nation's capital market, thereby either lowering the cost of
capital for firms or increasing the number of companies able to raise capital at prevailing rates, or
both. Politically, broadening share ownership is perceived to increase public willingness to back
market-oriented economic policies and also tends to make it very difficult for subsequent
governments to attempt to renationalize divested companies. Most governments actively stress
both the political and economic virtues of "people's capitalism" when promoting privatization
plans, and several governments have achieved great success in increasing share ownership. The
Thatcher privatizations, for example, increased the fraction of the U.K. adult population holding
shares from 7 percent in 1979 to 24 percent in 1990.
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divestiture. Further, it soon became evident 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 office in 1983, the future
of privatization in Great Britain was secure.

It was the British Telecom (BT) issue in November 1984 that launched
privatization programs on the world. This colossal share issue-by far the largest
equity offering in history to that time-was met with strong demand by investors
(including employees) both at home and abroad.® The £3.9 billion ($4.8 billion)
issue created 2.25 million new shareholders in the U.K., and the response of
Japanese and American investors to the tranches offered in Tokyo and New
York proved that a global market for privatization share issues existed.”
Furthermore, the regulatory process adopted for BT while necessarily a
compromise, appeared workable and fair to consumers, BT's competitors, and
its investors.'® Most of all, the successful sale of BT showed that sheer size was
not an impediment to privatization.

8As was the case with all but three of the British privatization issues (Enterprise Oil,
Britoil, and the 1987 British Petroleum issues), the BT offering was many times oversubscribed,
and the shares jumped to an immediate premium in the secondary market. This pattern was to be
repeated for almost every country's program we examine (one issue was 63 times oversubscribed).

*International investors and underwriters played a key role in all large subsequent
European privatization issues, as well as those in South Asia and Latin America (they were not
allowed to participate in the NTT issue and were relatively unimportant in the Conrail offering).
They were only seriously "burned” once -in the November 1987 British Petroleum issue-although
this probably had more to do with the market crash of October 1987 than with the British
Petroleum issue itself.

"*The regulatory regime adopted for BT had two key features. First was adoption of the
RPI-X pricing formula, whereby BT would be allowed to raise prices (on the full bundle of its
services) according to the formula of the retail price index minus X percent (originally set at 3
percent, but reaching 7.5 percent in August 1993). The U.S. rate of return regulatory system was
explicitly rejected as being both inefficient and unnecessarily bureaucratic. Along those lines, the
second major regulatiry change was the establishment of the Office of Telecommunications
(OFTEL), with a small staff and without direct statutory powers of regulatory intervention, as a
regulator/monitor of a private BT. Although The Economist originally referred of OFTEL as the
"watchpoodle" of BT, later assessments were more favorable and the RPI-X regulatory regime
was subsequently adopted for British Gas, for the privatized electricity companies, and for Japan's
NTT.
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B. Non-U.K. Programs, 1985 to 1993

After BT, many different governments adopted privatization programs. We
document 1985 divesting share issues by Denmark, Italy, Chile, Malaysia, and
Singapore. Most of these, however, were rather limited sales of individual
companies or natural evolutions of denationalization programs begun earlier.
The next major country to adopt a large-scale privatization program, France,
was also one of the most important and dramatic, 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 during 1981 to 1982 (see Langohr and Viallet (1986)) but also to
privatizing the large bank that Charles De Gaulle nationalized in 1945. True to
its words, 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 already sold."

In addition to France, Austria, Belgium, Holland, Jamaica, Japan, Spain,
Sweden, and the United States all executed significant privatizations through
share issues during late 1986 and 1987. The Japanese sequential privatization
of Nippon Telephone and Telegraph (NTT) is significant for several reasons.
First, at ¥2.34 trillion ($15.1 billion), the initial tranche was by far the largest
equity issue in history, and it yielded an implied initial market capitalization of
$188 billion."* The second and third tranches-which raised ¥4.97 trillion ($40.3
billion) and ¥3.30 trillion ($22.4 billion)-were even larger. Furthermore, the
Japanese government deliberately chose not to break up NTT before its sale (as

"In many ways, France represents the perfect test case for evaluating privatization's
effectiveness since: (1), a new government was elected to power committed {o divestiture and
representing a sharp break with established policy; (2), numerous large companies were almost
inmediately sold off, without a "preparatory" period, and the state typically sold 100 percent of its
shares in one offering; and (3), immediately after privatization the policy environment reverted to
what it had been before divestiture but the companies remanined in private hands. To examine
this, we test French privatizations separately from all others. These results were qualitatively
identical to the results we find for the primary sample and most major subsamples.

"’The price-earnings ratio implied by these valuations was an astounding 162 using
prospective year earnings, and over 200 using current-year carnings. Each share sold in the
immediate aftermarket at approximately $12,000 (not yen), and this price was to rise to $18,000
after the issue was completed. At its peak market valuation in late 1987, NTT had a market value
in excess of one-third trillion dollars.
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was done to AT&T before it was deregulated), but instead adopted the British
RPI-X regulatory regime for a partially privatized telephone monopoly. Finally,
the first two share sales (which were several times oversubscribed) were
restricted to Japanese mvestors only.

Somewhat surprisingly, the only major privatization through public share
issue implemented by the U.S. government was also one of the most highly
politicized of all the major divestitures of the late 1980s (see Baldwin and
Battacharyya (1991) for an analysis). Even so, the $1.65 billion Conrail issue
(also the largest share issue in U.S. history to that time) was successfully
executed and well recerved.

After 1987, privatization programs spread rapidly around the world,
particularly to the developing countries of South America, Africa, and South
Asia. While most of these programs relied primarily on private sales (selling an
SOE directly to another corporation), we document significant share issues in
Bangladesh, Brazil, Chile, Gambia, Malaysia, Mexico, Nigeria, Sierra Leone,
Singapore, and Venezuela. In fact, the successful privatization of Mexico's
telephone utility, Telefonos de Mexico (through a combined private sale and
$1.9 billion public share issue), helped make Mexico a magnet for foreign
investment and greatly promoted its subsequent liberalization.

As the decade of the 1990s began, the "action" in privatizations shifted
to eastern Europe and the former Soviet Union. As Shirley and Nellis (1991)
of the World Bank make clear, the imperative in these countries is to create a
market economy as quickly as possible, using all available methods, and almost
regardless of the social cost entailed. To date, privatizations through public
(cash) share issues have not figured prominently in these programs, but this
could change in the future, and the net results of the various coupon and voucher
schemes being proposed could well be the development of an active secondary
market for corporate equity claims.

Finally, the mid-1990s are also witnessing an acceleration of privatization
programs in the European Community. A political crisis in Italy has finally
prompted divestiture of the huge state-owned conglomerates IRI and ENI, and
the recent election of the conservative Balladur government in France promises
an almost complete divestment of SOESs, including such previously sacrosanct
companies as Air France, Aerospatiale, and Credit Lyonnaise. All told, Palmer
(1993) reports that the sell-off of European state-owned assets will run at a $30
to 40 billion annual rate through the turn of the century.
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II. Data

We limit our analysis to those companies that were sold to the public through
a share 1ssue, rather than through the much more frequently used privatization
method of selling the SOE directly to another company (or other methods),
because companies that are sold to the public remain independent and continue
to generate comparable postissue financial and accounting data. While limiting
a study to a relatively small subset of all candidate firms would normally yield
a serious sample selection bias, we feel this 1s not the case here, for two reasons.
First, the largest and most economically significant SOEs usually can only be
privatized through public share issues, and companies so privatized account for
easily the largest fraction of all the assets and employees transferred to the
private sector during our study period. Second, companies sold publicly are by
far the most visible and politically sensitive of all privatizations, and it is the
public's perception of their postdivestment operating perfomance that will
determine whether the entire privatization program is judged a success or a
failure."

Our sample of firms is drawn from the World Bank listing of privatized
firms provided in Candoy-Sekse and Palmer (1988). In order to limit our study
to firms likely to have at least two years of postprivatization data available we
select as candidate firms 144 companies in the World Bank study that were
listed as having their privatization either "completed" or "underway", rather than
"planned”, and which used share issues as the divestment technique. We also
include an additional five companies listed as "planned" in the World Bank
report that government documents or other secondary sources indicate were in
fact privatized by year-end 1989. Therefore, a total of 149 companies met our
selection criteria and were considered candidate firms. We then attempted to
assemble as much mformation as possible about these firms’ privatization share
issues, as well as pre- and postdivestment financial and operating performance.

Our sample data collection procedure was to mail a request for
information to each of these 149 companies during the summer and fall of 1991,
We requested each firm to send us the offering prospectus from their divestment
share issues, as well as the annual reports for the three years prior and

“As the referee pointed out, it is also probably true that our sample selection procedure
works against our finding efficiency improvements. This is because we have the largest and most
politically visible companies, which probably continue to be required to meet social objetives even
afiier privatization. This would make effciency improvements smaller in these companies than in
less visible companies that disappear {rom the government's eve.
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subsequent to the share issue, as well as for the year of privatization itself
(which we label year 0). This mailing was then supplemented by an intensive
follow-up telephone survey in August 1992. The results of our data collection
efforts are as follows: we generate a final sample of 61 companies with at least
2 years of both pre- and postprivatization accounting data that were in fact fully
or partially divested through share issue before 1990. An additional 9
companies were €ither privatized too late (7 firms) or had noncomparable pre-
and postdivestment data (2 firms), and thus could not be included in our
financial and operating analyses, but were included in our study of board of
director changes. We therefore include a total of seventy companies in either our
performance analyses, or our ownership structure change analyses, or both.

Forty-three of the remaining seventy-nine companies were not included
in our study for the following reasons: they were privatized after 1990 and no
postprivatization data was available (18 companies); the postdivestment
financial data for a privatized company was not comparable to its predivestment
data because (a) the firm was broken up prior to sale, (b) there was a major
accounting change during the transition period, which made the new and old
accounting numbers fundamentally different, or (c) because the firm was
acquired shortly after privatization (12 companies); the firm either had never
been an SOE or was not an SOE during the late 1980s, and we were unable to
document an earlier divestiture date (9 companies); the government only sold
nonvoting shares to the public in the "privatization" share issue (2 companies),
or company data was available in a language we could not read (2 companies)."
This leaves only 36 of the 149 candidate firms for which we were unable to
obtain sufficient information or were unable to reject as unsuitable based on
nformation about the privatization itself. Eight of these appear to be relatively
small, partial divestitures of Italian companies by IRI or ENI, the major state
holding companies, and four are companies headquartered in other OECD
countries. The remaining 29 companies all appear to be relatively small
companies located in developing countries.

Given the obvious danger that only the most successful privatizations
would promptly reply to our survey, we took great care to assemble the largest
possible sample of firms. We are confident that the sample we have collected
and are using in our analyses is representative of at least the largest and most
economically important privatizations undertaken by governments in recent

"We were able to use financial information sent to us written in English, German,
Spanish, Portuguese, Italian, and French.
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years.'® In fact, the share issues listed in Table I have a U.S. currency value
(translated at contemporary exchange rates) of $166.7 billion, which 1s equal to
$204 .4 billion in July 1992 dollars.

Examination of the offering prospectuses of the firms listed as "share
issue" privatizations in the Candoy-Sekse and Palmer study indicates that this
definition encompasses four categories of share issues: (1) flotations where the
government initially had majority or total share ownership and made an initial
public offering of either its entire ownership stake or of a majority voting share;
(2) offerings where the government had majority voting control of a company
that also had publicly traded shares, and the state sold enough stock in a
secondary offering to lower its stake below 50 percent; (3) the government had
voting control and allowed the firm to make a primary share issue in which it did
not participate, thereby losing voting control; and (4) the government had voting
control both before and after the initial public share issue and simply sold a
minority stake to private investors.

We refer to the first three types of share sales as "control privatizations”
and call the last type "revenue privatizations", since the purpose of these share
sales is typically just to raise revenue for the government without surrendering
control. In the empirical results section we first group all four types of issues
together and then examine control and revenue privatizations separately. These
results are discussed in the text but, in the interest of space, a table 1s not
provided in this paper but can be obtained from the authors.

A. Details of Privatization Share Issues

While our use of share-issue privatizations 1s dictated by the need to have
comparable pre- and postoffering data, the share issues themselves are
interesting in their own right, for several reason. First, these share issues often
were immense, both in absolute size and relative to other share issues made in
their respective national capital markets. We document 21 share issues that
raised over $1 billion in local currency, and the British Gas, the 1987 British
Petroleum and 1991 BT issues, and all three NTT issues cach raised over $8
billion, easily dwarfing all nonprivatizing share offerings ever made, in any

"In many cases we supplemented financial statements sent to us with data from secondary
sources (see Section [II for a listing), and in some cases we were able to include a company by

relying on secondary sources exclusively. A complete description of how we classified each of the
firms in the World Bank listing is available from the authors.
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country. Our research also indicates that privatizing offerings were the largest
equity offerings ever made in the Austrian, British, Dutch, French, German,
Italian, Japanese, Korean, Malaysian, Mexican, New Zealand, Singaporean, and
Spanish capital markets. Even in the United States, the $1.65 billion Conrail
offering was the largest share issue in history until it was surpassed by the $2.1
billion General Motors offering in May 1992. The share issues in our sample,
plus others, are described more fully in Megginson, Nash, and Jones (1994).

A second feature common to most of the share offerings in our sample is
that they typically were pure secondary sales, where the government simply sold
off its stake and no capital flowed to the firm itself. Most of the British and
German offerings, and all or almost all of the Austrian, French, Italian,
Jamaican, Japanese, Mexican, and Spanish issues were pure secondary sales, as
was the Conrail offering. Therefore, in these cases, any improvements in
performance documented after divestment must be traced to changes in
ncentives, regulation, macroeconomic policy, or ownership structure rather than
to cash injections into the firm from a new capital issue.'®

Third, with the exception of the Japanese and U.S. privatizations, almost
all the issues we document have significant, politically motivated features.
These typically include: (1) share tranches reserved for sale to employees at
reduced prices, or even free if the original shares were retained long enough; (2)
restrictions on bloc purchase size designed to favor small savers over
institutional investors;'” (3) the use of fixed price rather than competitive bid
share offers, with the offer price usually set low enough to assure great excess
demand and an immediate trading profit for small shareholders favored with
share allocations; and (4) aggressive advertising campaigns designed to
overcome the reluctance of ordinary savers to invest in stock. In many cases,
governments seemed much more intent on maximizing the number of
shareholders-at least in part to make the privatization politically irreversible-
than on maximizing sale proceeds.

A final characteristic common to almost every privatization except
Conrail is a restriction on the fraction of the share issue that foreign investors

“In one case (British Airways) part of the government's proceeds was used to pay
off a portion of the divested firm's publicly held debt.

France and Mexico took a somewhat different tack in that both countries systematically
designed in large "core" shareholders by selling stock privately to corporations willing to commit
to holding their shares for several years. Other countries also pursued this strategy for individual
companies, though not as a matter of policy.
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could purchase.'® The fractional tranche reserved for foreigners ranged from
zero for Japan's first NTT issue to 50 percent for Holland's DSM Corporation,
with most restrictions in the range of 20 to 25 percent.

III. Testable Predictions and Methodology

As stated in the introduction, most governments adopt privatization programs
with concrete (and often very optimistic) objectives in mind. One such goal is
to raise revenue, but generally the more important objective is to improve the
operating and financial performance of the former SOE by exposing it to market
forces. Specifically, almost all governments expect that privatization will: (1)
increase the firm's profitability; (2) increase its operating efficiency; (3) cause
(or allow) the firm to increase its capital investment spending; and (4) to
increase its output. Further, they hope these goals can be accomplished (5)
without lowering employment levels, but most governments actually expect
employment to fall. The theoretical model of Boycko, Shleifer, and Vishny
(1993) generally supports these predictions, except that their model predicts a
decline in output following privatization. Given the stated objectives of the
governments in our sample, we test whether these goals are in fact achieved.
The specific testable predictions we cxamine, along with the impact
governments expect privatizations to have on each proxy, are detailed in Table
II. Note that we cannot unequivocally predict what will happen to real sales,
since governments and the Boycko, Shleifer, and Vishny model yield conflicting
predictions.

While government policy regarding privatization is primarily aimed at
increasing the operating efficiency of former SOEs, it is also true that the switch
from state ownership to private ownership should have a predictable impact on
a firm's financial policies. Our data allow us to examine the impact of
privatization on corporate capital structure and dividend policies. Based on the
empirical results presented in Bradley, Jarrell, and Kim (1984), and others, we
predict that the switch from public to private ownership will cause firms to
decrease the proportion of debt in their capital structures both because the
state's withdrawal of debt guarantees will increase the firm's cost of borrowing

"*This is not to suggest that the Conrail issuc was devoid of political intervention.
The enabling regulations explicitly called for minority-owned investment banks to be given
a place in the underwriting syndicate, so one woman-owned and five African-American-and
Hispanic-owned firms were included as syndicate members.
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and because the {irm will have greatly enhanced (perhaps totally new) access to
public equity markets, both at home and abroad.

While no strong theoretical or political arguments concerning expected
dividend payments have been put forward, it scems rational to expect that
payouts will increase-if only because the state never demanded dividends and
private investors typically do."” The ownership structure of newly privatized
firms also suggests that dividend payments can serve a useful bonding function.
With the exception of those countries that deliberately create large "core"
shareholders through private (and restricted disposal) stock sales, most divested
firms complete their initial public offering with a large number (up to 3.8 million
for France's Paribas) of small sharcholders, none of whom have the proper
incentive to monitor corporate management. Dividend payments are a classic
response to such an atomized ownership structure. Table II also presents our
testable predictions and empirical proxies for capital structure and dividend
policy changes. '

Our sample selection criteria allow us to test fairly cleanly whether
performance changes after government divestiture, since we can employ a
matched pairs methodology for comparing the pre- and postprivatization
performance measures of our sample companies. To test our predictions, we
first compute empirical proxies for every company for a seven-year period: three
years before through three years after privatization. Thus, we develop a
performance "time-line" that reflects operating results from the last three years
of public ownership through the first years as a privatized entity. We then
calculate the mean of each variable for each firm over the pre- and
postprivatization windows (preprivatization: years -3 to -l and
postprivatization: years +1 to +3). For all firms, the year of privatization (year
0) includes both the public and private ownership phases of the enterprise. We
therefore exclude year O from our mean calculations. The condition for any
company to be included in the sample is that at least two observations be
available for each window.

YThe history of most SOEs is also consistent with this prediction. Since most of the
companies in our sample became SOEs either by nationalization or by state creation (rather than
following the rescue of a failing private firm), the government viewed them as investment vehicles
through which to funnel cash rather than as financial assets expected to generate a monetary
return.
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Table 11
Summary of Testable Predictions

This table details the economic characteristics we examine for changes resulting from
privatization. We also present and define the preferred and alternative empirical proxies we
employ in our analyses. In all cases with two or more proxies listed, we consider the one listed
first to be our preferred and most reliable empirical variable, because it uses a current-dollar
measure in either the numerator or the denominator, or both. Further, we detail the predicted
changes in the economic characteristics after privatization based both on the avowed objectives
of the governments launching privatization programs and the theoretical works cited in the text.
The index symbols A and B in the predicted relationship column stand for afier and before,
respectively. Finally, sales efficiency uses inflation-adjusted sales figures divided by the number
of employees each year. Deflated sales per employee is normalized to equal 1.000 in year 0 so
other year figures are expressed as a fraction of per capita output in the year of divestment. Net

income efficiency and real sales are computed similarly.

PREDICTED
CHARACTERISTICS PROXIES RELATIONSHIP
P(1) Return on Sales (ROS) = Net Income / Sales ROS, > ROS,
Profitability Return on Assets (ROA) = Net Income ROA,> ROA,
Total Assets
Return on Equity (ROE) = Net Income / Equity ROE,> ROE,

P(2) Sales Efficieney (SALEFF) = Sales / Number of SALEFF, > SALEFF,
Operating Employees
efficiency Net Income Efficiency (NIEFF) = Net Income / NIEFF, > NIEFF,
Number of Employees
P(3) Capital Expenditures to Sales (CESA) = Capital CESA,> CESA,
Capital Expenditures / Sales
investment Capital Expenditures to Assets (CETA) = Capital CETA,> CETAg
Expenditures / Total Assets
P(4) Real Sales (SAL) = Nominal Sales / Consumer SAL, > SAL,
Output Price Index (cannot predict)
P(5) Total Employment (EMPL) = Total Number of EMPL, < EMPLy
Employment Employees
P(6) Debt to Assets (LEV) = Total Debt / Total Assets LEV,<LEV,
Leverage Long-Term Debt to Equity (LEV2) = Long-Temm LEVZ, <LEVZ,
Debt / Equity
P(T) Dividends to Sales (DIVSAL) = Cash Dividends / DIVSAL, > DIVSALy
Payout Sales

Dividend Payout (PAYOUT) = Cash Dividends

Net Income

PAYOUT, » PAYOUT,
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Having computed pre- and postprivatization means, we use the
Wilcoxon signed-rank test as our principal method of testing for significant
changes in the variables. This procedure tests whether the median difference in
variable values between the pre and postprivatization samples is zero. We base
our conclusions on the standardized test statistic Z, which for samples of at least
ten follows approximately a standard normal distribution.”® In addition to the
Wilcoxon test we also use a proportion test to determine whether the proportion
(p) of firms experiencing changes in a given direction is greater than would be
expected by chance (typically testing whether p = 0.5). Given the wide variance
in countries, firms, and industries, finding that an overwhelming proportion of
firms changed performance in the same direction may be at least as informative
as a finding concerning the median change in performance.

We compute proxies for performance using the data sent to us by the
companies themselves, as well as using supplementary information from Guney
and Perotti (1992), the Disclosure databases, Infotrac, Moody's International,
the Wall Street Journal, the Economist, and the Financial Times. We typically
obtain preprivatization data from the firm's offering prospectus, and post-
privatization data from the annual reports. A word of caution about the data we
have available is in order. Given the wide variety of countries, industries, and
accounting systems represented in our sample, we have to settle for lowest-
common-denominator data items such as sales, net income, total assets, total
equity, and total debt-all of which are almost universally available-plus capital
expenditures, dividend payments, and numbers of employees, which are
available somewhat less frequently.

We employ local currency data in all our analyses, and, whenever
possible, we compute ratios using nominal data in both the numerator and
denominator. We also place greatest emphasis on those ratios computed using
current-year, "flow" measures such as sales, capital expenditures, dividends,
operating profits, and (to a lesser extent) net income. These "flow" values are
less sensitive to inflation and to accounting conventions than are "stock"
measures such as total assets and common equity. In computing real sales and
sales efficiency (revenue per employee) we deflate the sales revenue data using
the appropriate consumer price index (CPI) values taken from the International
Monetary Fund's [nternational Financial Statistics and, when aggregating

% For a detailed description of the Wilcoxon signed rank test, see Neter, Wasserman
Whitmore (1988, pages 499 to 506).
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across companies, we normalize each year's observation relative to real sales in
year 0 (the year of privatization).”' A similar procedure is employed to compute
net income per employee.

V. Empirical Results

In the sections below, we present and discuss our empirical results concerning
each of the government objectives and predicted financial changes described in
Section [II. We first present (in Table III) and discuss our results for the
complete sample of all 61 fully and partially privatized firms. Then at the end
of each section we discuss our results for the following subsamples of our data:
privatizations of firms in competitive versus noncompetitive industries (Table
TV):% full versus partial privatizations (Table V); and privatizations involving
firs headquartered in developed (OECD) versus less developed countries
(Table VI). For each of these partitions we examine and report (in the text and
in Tables IV to VI) whether each subsample of firms experiences significant
changes in the variable values after privatization. We also test whether the
difference between the value changes for the two subsamples are significant
(e.g., did fully privatized companies experience a greater change in profitability
after divestiture than did partially privatized companies?). However, we do not
report these difference tests in the text or in the body of the tables (they are
reported in table footnotes), because they are only significant for two of the
subsamples, and then only for the dividend and leverage measures.”

“For almost every country we examine, the CPI series shows higher inflation than
do other series, such as the producer price index. Therefore, use of the CPI to deflate sales
(even for industrial companies) imparts a conservative bias against our documenting significant
increases in postprivatization sales growth or efficiency.

2We define a noncompetitive industry as one involving the sale of a highly regulated
product and/or service that does not face significant foreign or domestic product market
competition. In general, this limits noncompetitive industry firms to banks and electric and
telephone utilities that remain closely regulated after privatization.

BSpecifically, we find that competitive industry firms experience a significantly greater
reduction in leverage and increase in payout than do noncompetitive (regulated) industry
companies (see Table IV). We also document that firms undergoing full divestiture experience
a significantly greater increase in dividend payout than do partially privatized companics (see
Table V).
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A. Profitability Changes

State-owned enterprises are often chronically unprofitable, at least in part
because they are often charged with objectives such as maximizing employment
and developing backward regions (see Boycko, Shleifer, and Vishny (1993)).
In order to "bribe" SOE managers to provide these nonmarket benefits,
governments provide SOEs with a variety of (usually) indirect subsidies, such
as reduced prices on inputs and implicit guarantees to cover operating losses.
Privatization 1s designed to substitute the single objective of profit maximization
for these other objectives, and exposure to the benefits and penalties of capital
market monitoring is expected to focus employees on the task of raising
revenues and lowering costs. Also, governments almost invariably withdraw
their guarantees of the SOE's debt after privatization and explicitly promise not
to cover operating losses (thereby cutting the "soft budget constraint” so often
observed in SOE financing).* The newly private firms therefore are (at least
theoretically) exposed to a real threat of bankruptcy, which should also promote
greater attention to firm profitability. Whether a government would actually
allow a former SOE to go bankrupt is a question that none of the governments
in our sample has yet had to face.

We measure profitability using three ratios: return on sales (ROS),
return on assets (ROA), and return on equity (ROE). Since ROS is a ratio of

“Given the theoretical importance of the soft-budget constraint of SOEs (particularly
in the Boycko, Shieifer, and Vishny (1993) article), we took great pains to examine the
empirical significance of direct subsidies for our sample firms. We did this in two principal
ways. First, we wrote back to 28 of our sample firms (those for which we had an individual
executive's name) asking them (a), whether their firm had been receiving subsidies before
or after privatization, (b), whether the terms of divestiture mandated that the firm maintain
employment levels (or retain certain employees) after sale, and (c), whether the firm had
promised the government to follow a certain pricing policy after privatization. We received
fourteen responses to this inquiry, and in no cases were subsidies employed either before or
after privatization. Our second test for subsidies involved an intensive follow-up analysis
of 41 prospectuses and an additional 8 annual reports, where we specifically searched for
evidence of subsidies, employment guarantees, or pricing agreements. We documented only
one case of a firm (GESA of Spain) that disclosed an explicit subsidy, but even here the
subsidy was small and did not change after privatization. On the other hand, there were
several cases where governments provided direct cash infusions into their SOEs either to
fund capital expenditures (including research and development) or to cover operating losses
during the years prior to divestment, but we found no cases of subsidies being paid after
privatization. We discuss this issue in more depth later in this section,
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two current dollar, flow measures, it is the ratio we focus on.” As most
governments expected, profitability increases significantly after privatization
according to ROS and ROA, and the results for ROS (our benchmark) are the
strongest of all. The mean (median) increase in ROS after divestiture 1s 2.49
percentage points (1.40 points), and 69.1 percent of all firms experience
expanding profit margins after privatization. These test statistics are all
significant at the 1 percent level.

The profitability results for our various subsamples also document
consistent improvements in ROS. Profitability significantly (at the 5 or 1
percent level) increases for firms operating in competitive industries, for both
fully and partially privatized firms, for both control and revenue privatizations,
and for both OECD and developing country firms. Only for firms divested into
noncompetitive industries (regulated industries such as utilities and banking) 1s
the increase in ROS insignificant, and even here 9 of the 14 companies
experienced profitability increases.

B. Efficiency Changes

By throwing an SOE into market competition, governments clearly hope that
these firms will employ their human, financial, and technological resources more
efficiently. The sharcholders (including employees) in a private company
capture most of the benefits of efficiency improvements, but they also suffer
most if efficiency is not improved. In many ways, the efficiency measures are
the least controversial of all the performance measures we examine, since almost
everyone would prefer a company to produce more output for a given level of
input. In removing the noneconomic objectives from their SOEs, governments

“We compute our profitability ratios using net income as the profit measure in the
numerator of all three ratios. As a check on the robustness of this measure, we also are able
to collect operating profit (profit before taxes) for 47 companies, and use this in the numerator of
an alternative refum on sales ratio. We obtain virtually identical profitability results for ROS using
either net income or operating profit-both measures show dramatic profitability increases after
privatization, and both are significant at the one percent level for the differences in median test and
the proportion test. Since the two measures are so highly correlated we focus on ROS computed
using net income in all subsequent analyses. The alternative results are available from the authors
upon request.
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explicitly state that the trade-off they expect is increased operating and financial
efficiency.®

Both of the efficiency measures we employ, inflation-adjusted sales per
employee (SALEFF) and net income per employee (NIEFF), show significant
median increases following privatization for the full sample. Sales per employee
goes from an average (median) 95.6 percent (94.2 percent) of the year 0 value
during the -3 to -1 year preprivatization period to 106.2 percent (103.5 percent)
of year 0 output in the postprivatization period. Net income per employee
increases even more, by a mean (median) 25.1 percentage points (17.7
percentage points), though higher variability in the change lowers the level of the
significance of this improvement. Further, SALEFF and NIEFF increase in 85.7
and 69.7 percent of all cases, significant at the 1 and 5 percent levels,
respectively.

Efficiency improvements are also the norm for most of our subsamples.
The median increase in SALEFF is significant for competitive industry firms,
for full and partial privatizations, for control (but not for revenue)
privatizations, and for companies headquartered in OECD countries. The
proportion of firms experiencing increased output per employee is significant
for all except non-OECD companies, and the fraction of these firms
experiencing increased efficiency ranges from 70.0 to 92.9 percent.”

%We should point out that the threat of disciplinary takeover, so popular as a motivational
tool in corporate finance theory, has almost no relevance here. For the firms in our sample it is
inconceivable that the government would allow a hostile takeover to be mounted (particularly by
foreigners), and in many cases the government retains a special share giving it the right to veto
takeover attempts.

YThe possibility exists, of course, that we are not documenting increased efficiency
(physical output per unit of labor input) but rather increased price per unit of product sold.
If newly privatized firms have a degree of market power after divestiture, they could increase
revenue merely by raising prices. We believe this is not true (at least not generally so) for our
sample firms, for three reasons: (1), our extensive news collection documents no instance of this
occurring for a major company; (2), all of the newly privatized utilities (who would have the
greatest market power) were immediately and effectively placed under a new regulatory regime,
typically an RPI-X regime; and (3), almost three-quarters of our firms operate in internationally
competitive industries such as mining, petroleum, airlines, and manufacturing, where they would
be unlikely to enjoy enough market power to unilaterally raise their product prices. Our follow-up
mailing and analysis of prospectuses, detailed in footnote 25, also supports this conclusion. None
of the firms that answered our query mentioned a significant change in pricing policy after
privatization, and none of the prospectuses mentioned any attempt to "catch up" on pricing after
being divested. While it seems plausible that firms might want to surreptitiously raise prices, the
size and importance of our sample firms means the local press would almost surely have caught
and reported any such attempt.
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C. Changes in Capital Investment Spending

A theoretical case can be made that SOEs should invest more than private firms,
since they were typically started (or nationalized) in part to provide the
government with an investment vehicle, and because they (at least theoretically)
have the resources and borrowing power of the government supporting them.
The Boycko, Shleifer, and Vishny (1993) article also suggests that governments
would be willing and able to subsidize inefficiently high output (or to produce
goods-such as weaponry-of dubious economic value) in SOEs in order to
maximize employment or achieve some other socially desirable goal.
Contemporary news reports, however, indicate that the SOEs in our sample
rarely overinvested. In fact, they typically ran large operating losses (or at least
they had low levels of profitability) that precluded them from funding capital
investments with internally generated cash flows, and most governments kept
their SOEs on a very tight cash budget-both because that was one of the few
effective methods of exercising control over the SOES, and because the
government's own PSBR was so large already.

There are other reasons to expect that privatized firms will increase
capital spending after divestiture, besides no longer being tied to the
government's PSBR. First, after their initial public offering these firms have far
greater access to private debt and especially equity markets than most SOEs
ever have. Second, if privatization is accompanied by deregulation and market
opening (as often occurs), the former SOEs will face very large investment
spending needs in order to become competitive with other private firms.? Third,
almost by their nature, SOEs tend to stress labor over capital inputs in their
production processes, and the power of politicians, labor unions, and other
interest groups tends to leave SOEs employee rich and capital poor. In addition,
years of financial stress often lead firms to defer routine maintenance, which
must also be made good after privatization. Fourth, removal of government
control of the SOE also reduces or eliminates the government's ability to bribe
or force SOE managers to overproduce politically attractive but economically

®As a corollary to this point, privatization may also remove the requirement that
these firms purchase specific types of equipment (e.g., domestically produced goods). If
forced purchase of such equipment had put the firm at a technological disadvantage, there
may be a serious need for "catch up" investment in the "right' equipment. During the
1970s, for example, BA was forced to purchase British-made Tridents, Concordes, and other
aircraft instead of only Bocing airplanes, as it preferred. During the 1980s, BA's reequipment

plans were driven at least in part by the need to replace these noncompetitive airplancs with more
modern aircraft.
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wasteful goods. The resources freed up in this way can be reallocated to higher
valued uses. Finally, to the extent that privatization promotes entrepreneurship,
former SOEs will have the incentive and the means to invest in growth options
(such as launching new products and services, or pursuing acquisitions) both at
home and abroad.

We compute investment intensity using two proxies, capital
expenditures divided by sales (CESA) and capital expenditures divided by total
assets (CETA). The CETA measure is insignificant according to both the
Wilcoxon and proportion tests, but our preferred measure, CESA, shows
significant increases on both tests. On average (median), our sample {irms
increase capital investment relative to sales by 5.21 percentage points (1.59
percentage points), from 11.69 percent of sales (6.68 percent) before divestiture
to 16.89 percent (12.21 percent) after, and 67.4 percent of all our firms increase
CESA following privatization. The Wilcoxon and proportion test statistics
(2.35 and 2.44) are significant at the five percent level.

For the first time, splitting our firms into subsamples yields substantial
differences between groupings concerning the effect of privatization on capital
investment. CESA increases significantly for firms in competitive industries,
for full divestitures, for control privatizations, and for companies headquartered
in OECD countries. The increase in CESA is smaller, and insignificant, for
firms in noncompetitive industries, for partial divestitures and for revenue
privatizations. With only seven observations for CESA for companies in
developing countries, we are unable to draw strong conclusions regarding
privatization's impact on investment spending, except to say that it does not
decrease.

D. Changes in Output

For all the reasons discussed above -better incentives, more flexible financing
opportunities, increased competition, and greater scope for entrepreneurial
initiative-governments hope and expect that real sales will increase after
privatization. On the other hand, Boycko, Shleifer, and Vishny (1993) argue
that effective privatization will lead to a reduction in output, since the
government can no longer entice managers (through subsidies) to maintain
inefficiently high output levels. We test these competing predictions by
computing the average inflation-adjusted sales level for the period -3 to -1 (the
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preprivatization period) and comparing it to the three-year average level for the
post privatization period, +1 to +3. Both the Wilcoxon and proportion tests
show that real sales increase after privatization, and the change is significant at
the one percent level under both measures.® The mean (median) increase in real
sales from the average level during the three years prior to divestiture to the
average level afterwards 1s 24.14 percentage points (19.02 points), and 75.4
percent of our firms experience increases. Prior to divestment, our sample firms
had deflated sales levels that were on average (median) 89.9 percent (89.0
percent) of year O (the year of privatization) levels. After privatization, real
sales increases to 114.0 percent (110.5 percent) of year 0 levels. All of our
subsamples also show significant changes in output after privatization.*

E. Employment Changes

The great fear of all governments contemplating privatization programs, of
course, is that efficiency and profitability will be achieved only at the cost of
large-scale job losses. In other words, governments expect large declines in
employment levels following privatization. We examine this by computing
average employment levels for the three-year periods -3 to -1 and +1 to +3, and
seeing if employment falls after divestiture.

In perhaps our most surprising and important results, we find that
employment actually increases by an average (median) 2,346 employees (276
employees) after privatization. While the Wilcoxon test is not significant at
conventional levels, the proportion test is significant at the 10 percent level and

1t also bears repeating that our inflation adjustment probably imports a bias against
finding statistical significance. In many cases, the CPI index we use shows as much as 15
percent higher inflation than does the comparable PPI measure, and this would work against
showing increases in deflated sales after divestiture.

*We should point out that, in prior drafs of our article, we examined whether the
real output growth rate increased after privatization, rather than whether the three-year
average real sales increased from the pre- to postprivatization period. This measured whether
growth accelerated alter privatization, and we found that it did not. For the full sample, the mean
(median) real output growth rate was 5.51 percent (4.92 percent) per year over the period year -3
to year 0, and it increased (insignificantly) to 8 percent (6.11 percent) per year over the period year
0 to year +3. We feel that our current measure of output change is more comparable to our other
empirical proxies, all of which test whether a given variable changed from its average value in the
preprivatization period to its value after divestiture. Our earlier results, however, raise an
intriguing question, about which we can at present only speculate-why were real sales growing
so rapidly (5.51 percent per year) during the immediate preprivatization period?
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the fact remains that employment levels increase in almost two-thirds (64.1
percent) of all our cases.”'

As an additional examination of the temporal pattern of employment
changes we plotted the path of mean and median employment for those 30
companies with seven full years of data. These data are graphed in Figures 1
and 2. We were expecting to find a "U-shaped" pattern with employment falling
continuously prior to devestiture-as firm were "trimmed down" in preparation
for devestiture-and then rising sharply after year 0. Instead we find an almost
continuous increase from year -3 to year +3 for both mean and median
employment. A listing of employment changes over the -3 to +3 period for
sample companies listed in Moody's International Manual is provided in the

Appendix.
Figure 1
Average number of employees for the seven-year
period surrounding privatization
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This figure presents the mean number of employees for 30 sample companies with complete
employment data for the seven-year period begining three years before the year of privatization
(t =-3) and ending three years after divestiture (t = +3).

*'In the interest of full disclosure, we should point out that there were at least two
cases (British Steel and BA) where employment was cut by at least one-third during a period
that preceded our -3 to -1 year test period. In both cases, however, there was severe overstaffing,
which probably could not have been sustained in any case.
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Figure 2
Median number of employees for the seven-year
period surrounding privatization
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This figure presents the median number of employees for sample companies with complete
employment data for the seven-year period begining three years before the year of privatization
(t = -3) and ending three years after divestiture (1 = +3).

Given our results that employment does not, on average, decline after
privatization, we have often been asked to explain why union leaders around the
world almost always vehemently oppose denationalization programs. While we
cannot, of course, completely answer this question, three possible reasons for
union opposition suggest themselves. First, there are numerous real examples
of large-scale job losses before and after privatization. As examples, BT,
British Gas, St. Gobain, and NTT all lost at least 5,000 workers after
privatization, and British Steel Corporation's total employment declined from
166,000 workers in 1979 to only 55,000 employees in the year it was
denationalized. Second, labor unions invariably face the prospect of converting
from public sector to private sector unions, with all that implied about their
power to influence SOE policy and to extract wage concessions from companies
backed by the taxing power of a national government. Finally, where
privatization coincided with industry deregulation (as often occurred) the result
is often to put severe competitive cost pressures on corporate managements,
who respond by pressuring their work force either for wage concessions, or work
rule changes, or both.
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F. Changes in Leverage

While most governments do not place great priority on improving the financial
soundness of the newly private firms, most do expect leverage ratios to drop
after divestiture, for several reasons. For one thing, SOEs traditionally have
extremely high debt levels, at least in part because they cannot sell equity to
private investors, and thus the only forms of "equity" available to the firm are
capital injections from the government and retained carnings.*

Given the "mushiness" of the equity accounts of both SOEs and newly
privatized firms, we rely primarily on a total leverage measure, total debt to total
assets (LEV), although we also compute a long term debt-to-equity (LEV2)
measure.”® As predicted, we document a significant decline in leverage for both
ratios. The average (median) absolute declines in LEV, 2.43 percentage points
(2.34 percentage points), and in LEV2, 52.88 percentage points (16.68 points),
represent substantial capital structure changes. At least 70 percent of our firms
decrease their leverage ratios after privatization.>

These leverage changes also appear to be pervasive across our
subsamples. We document a significant decline in LEV (using the Wilcoxon or
proportion statistic, or both) for every one of our subsamples, though in several

?One intriguing feature we document about the privatization process in almost all
the countries we study (including the United States), is the fact that a necessary precursor
to divestment is the passage of legislation converting the SOE into a public limited company.
Most of the early British privatizations, in fact, had to be individually authorized by Parliament.
The French government, on the other hand, relied on a standard, incorporation/privatization law
to prepare its SOEs for divestment. The U.S. Congress had to explicitly pass legislation preparing
Conrail for sale.

3¥We also examine whether the accounting treatment of divestiture artificially inflates
corporate assets or cquity after privatization by examining the financial statements and notes in
the prospectuses. We find no evidence of this occurring. Assets are not "written up" after
privatization and the change from "government equity” to "private equity” leaves the total book
value of the stockholders equity account unchanged.

MTo test whether these results are being driven by privatizations where the company itself
sells shares to the public for cash (primary issues), we separate pure secondary privatization share
sales from those that are at least partially primary issues. Not surprisingly, LEV drops by 7.37
percentage points (¢ = -2.57) for the primary issue subsample of fourteen firms versus only a 0.66
percentage point drop (¢ =-0.97) for the 39 pure secondary issues. Both subsamples, however,
show significant leverage decreases (at the 1 percent level) based on the proportion test. Exactly
two-thirds (66.7 percent) of the secondary issue firms experience a drop in LEV after privatization
versus 85.7 percent of the primary issue firms. Based on these results, we conclude that
privatization itself (government divestment of existing shares without new capital being raised by
the firm) yields a marginally significant decline in total firm leverage after divestment. All other
operating and financial results for these two subsamples are very similar to those for the primary
sample.
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cases-for noncompetitive industry firms, for control privatizations, and for
OECD countries-the decline is relatively small.

G. Changes in Dividend Payouts

As a final test, we examine whether dividend payouts, measured as total
dividend payments divided by net income (PAYOUT) and dividends divided by
sales (DIVSAL), increase following privatization. The average (median)
dividend payout (PAYOUT) of our sample firms increases from 23.31 percent
(20.09 percent) of profits to 45.87 percent (37.58 percent) after divestiture, and
the mean (median) increase in payout of 22.55 percentage points (12.48 points)
1s significant at the one percent level, as is the proportion test, since PAYOUT
increases in 70.0 percent of all cases. Because the second dividend measure,
DIVSAL, is the ratio of two current-dollar, accounting-insensitive flow
measures we feel it is a better measure of payout, and the results using this
measure are even stronger than before. The mean (median) increase in dividends
as a fraction of sales, 1.72 percentage points (1.21 points), is significant at the
0.001 percent level (t = 4.63), and fully 89.7 percent of our companies increase
DIVSAL after privatization.

This very strong evidence of dividend increases after privatization is
also found in our subsamples. Without exception, DIVSAL increcases
substantially and significantly after divestiture regardless of industry structure,
privatization method, or stage of national development. Clearly, becoming a
private but publicly traded company implies a sharp increase (or initiation) in
cash dividend payments.*

¥For completeness, we reran all of the tests described above for those eleven companies
for which we have absolutely comprehensive operating and financial data for the full seven-year
study period. While the results are generally insignificant due to the small sample size, they were
qualitatively similar to those described for the full sample and for the major subsamples. We also
examine whether our results are simply driven by the improvements in the macroeconomic
environment that occurred for most countries during the 1980s. We do this by computing, for the
country corresponding to cach observation in our sample, the average GNP growth rate, inflation
rate, and change in the industrial production index for the three years prior and subsequent to
privatization. We document that, for OECD countries, inflation remains essentially unchanged,
while the GNP growth rate and the growth rate in industrial production increase by about one
percentage point. Changes for non-OECD countries are much more variable, but it seems clear
that our results are not being driven solely (or even largely) by improving global economies. In
fact, it could well be that the macroeconomic improvements we do find are the result of adopting
privatization and other market-opening programs.
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H. Ownership Structure (Board of Director) Changes

In addition to the significant changes in their operating and financial
characteristics, many recently privatized firms undergo marked turnover among
their boards of directors and top managers. Table VII presents a list of 50
companies that provided information about board membership and CEOs for
one or more years before and after privatization. The list provides, for each
firm, the date of privatization, the number of board members for the years
compared, the government's shareholdings before and after divestiture, and the
fraction of the postprivatization board represented by continuing directors. We
also identify the firms that replace their chief executive officers. Although data
availability limits any meaningful statistical analysis, the following preliminary
observations concerning their turnover appear consistent with theoretical
predictions and may offer interesting avenues for future research.

Overall, the mean of the fraction of the new boards composed of
continuing directors is 54.0 percent, which represents a considerable change.
Additionally, board size was frequently changed; among the 50 companies, 17
elected larger boards following privatization while 12 downsized their board
membership. As indicated in Table VII, 7 of the 50 companies replaced their
CEO after privatization. This represents a 14 percent turnover and almost
surely understates the true turnover of CEOS, since many new top off'icers were
brought into the company during the preparatory period (this was particularly
common in the United Kingdom).

As a final empirical test, we divide our sample of firms with board of
director data into two groups-one that experiences 50 percent or greater turnover
in directors after privatization (high director change) and one group that
experiences less than 50 percent change (low director change). We then perform
the same analyses for these two groups as we performed for our other
subsamples. The results of these tests are detailed i Table VIIL
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In general, our results for the high director change group mirror those
for the full sample of companies and most of the earlier subsamples. These
companies experience significant (either for the median or proportion tests, or
both) increases in profitability, output per employee, capital investment
spending, employment, and dividend payout, as well as a significant decrease in
leverage, after they are privatized. On the other hand, the low director change
group only experiences significant changes (both increases) in output per
employee and dividend payout. Since none of the differences between these
groups are signuificant, we will not overinterpret our results, but it seems that the
greater the change in a firm's control structure the greater the improvement in
its operating performance after privatization. Changes in the firm's ownership
and control structure, rather than mere government divestiture or cash infusions
nto the firm from share issues, clearly seem to be the driving force in explaining
all of the results we document in this study.

1. Government Subsidies Before and Afier Privatization

Since our results indicate that privatization often "works," we have frequently
been asked to explain exactly how denationalization promotes enhanced
performance. While a full discussion of this extremely important topic is
beyond the scope of this paper, we can efficiently address one key issue -the
direct role of government in subsidizing and intervening in nationalized firm
operations before and after privatization. Based on a thorough search of public
information sources such as The Economist, the Wall Street Journal, the
Financial Times, and Euromoney, we develop case histories for most of our
sample companies over a period of approximately ten years before to five years
after privatization. We record all references to (1) direct government cash
subsidies to SOEs, whether these were meant to cover operating losses, fund
capital expenditures, develop new products, or improve the firm's capital base,
and (2) direct government intervention in the managerial, production, personnel,
or investment policies of its state-owned companies either before or after
denationalization. While we summarize our findings below, an appendix
detailing our evidence is available upon request.

With the exception of the French companies nationalized by the
Mitterand government in 1981 (and privatized by the Chirac government in
1986 to 1987), we find little evidence of direct government subsidies to, or
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intervention in, our sample companies during the -3 to +3 year period
surrounding privatization that we examine. In other words, governments rarely
subsidize SOEs while they are being prepared for privatization, and we found
no significant examples of subsidies being paid after divestment. If we look
farther back, however, we often find very large cash subsidies being paid by the
government to SOEs, usually to cover operating losses. For example, various
British governments paid over £6 billion to British Steel Corporation during the
period 1975 to 1984 to cover the nationalized firm's immense operating losses,
and at least as much was given to other British SOEs during the same period.

The Socialist Mitterand government of France, of course, was elected
on a nationalization platform, and it embarked on a massive program of
investment subsidies during the early 1980s. During the period 1981 to 1985,
the Mitterand government directly injected over FFr 40 billion into its newly
nationalized and existing SOEs. After returning to power in 1988, the Socialists
continued subsidizing France's remaining nationalized companies (albeit on a
far smaller scale), but the newly privatized firms were forced to finance all of
their own operations. As with the majority of the denationalized companies we
examine, the privatized French companies prospered anyway.

V. Summary and Conclusions

We examine the firm-level effects of privatization using a large sample of
companies from both developing and industrialized countries. For our full
sample, we document significant increases in profitability, output per employee
(adjusted for inflation), capital spending, and total employment. We also find
that the financial policies of these former SOEs begin to resemble the lower
leverage and higher dividend payout ratios typically associated with private,
entrepreneurial companies. Additionally, our results are generally robust when
we partition our data into various subsamples. We document very strong
performance improvements following both full and partial government
divestment. Our results are also unchanged when we compare firms operating
in competitive versus noncompetitive (regulated and/or protected) industries,
when we examine privatizations where the government surrenders control and
contrast these with "revenue" privatizations where the purpose of share sales 1s
primarily to raise cash, and when we compare industrialized (OECD) and
developing country privatizations. When we partition our data based on the
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fraction of a firm's board of directors, however, we document greater
performance improvement for the group of firms that experience 50 percent or
greater turnover in directors than for the group of companies experiencing less
dramatic change n directors after privatization.

Our data do not allow us to precisely document the causes of these
performance improvements after divestiture, but we are able to rule out price
increases as at least a frequent source of profitabllity increases. In fact, the very
pervasiveness of these improvements and the fact that most share sales did not
raise cash for the firm suggest that privatization itself -the involvement of
private investors in a firm's ownership structure- critically impacts a firm's
operating and financial performance. We feel the most likely explanation for
these changes is that (even partial) private ownership allows the internalization
of the benefits of performance improvements, and publicly listed shares allow
these benefits to be capitalized into the price of the firm's stock. Changes in
executive and employee compensation policies may provide incentives for the
firm's workers to be more productive, but we are unable to document these
changes with our data. We can only show that, for whatever reason, newly
privatized firms benefit from improved operating and financial performance
while maintaining total employment.
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