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ABSTRACT

There is a gap between the theoretical literature which almost unanimously advocates
privatisation of banks and enterprises as a part of the solution for the commitment
problem in economies in transition, and empirical evidence on how best to design a
privatisation programme in order to secure an efficient use of resources. This thesis
contributes to this debate by focusing on privatisation programmes and the financial
performance of privatised enterprises in Poland, Hungary, and the Czech Republic.
This is the first comprehensive comparative study on the short and long run financial
performance of privatisation share issues in these countries. The thesis builds on
privatisation theories formulated in Perotti (1995) and Perotti and Biais (1997), and the
empirical evidence on performance of privatisation share issues presented in Perotti and
Guney (1993), Dewenter and Malatesta (1997), and Megginson et al. (1998a).
Alternative privatisation schemes are assessed not only on the grounds of speed and
effect on the state budget, but also with regard to the benefits they bring to domestic and
foreign shareholders in privatised companies. The results provide support for the
underlying political and economic theories on privatisation and reveal the importance of

a choice of privatisation methods to enhance the financial performance of newly

privatised enterprises in transition economies.
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The Financial Performance of Privatised Firms 1

INTRODUCTION

A fundamental problem in command economies is inability, or unwillingness, of the
government to create and adhere to an optimal plan (commitment problem). As a result,
state-owned enterprises (SOEs) repeatedly tend to spend in excess of their budget. '
Since budgets are adjusted to reflect this repeated overspending and residual profits are
taken by the centre, enterprises have an incentive to maximise costs, and minimise
profits. According to property rights theory, the possession of residual rights of control,
including the allocation of profits may provide stronger incentives within enterprises.
Although there 1s a broad agreement at the theoretical level that privatisation plays a
crucial role in solving commitment problems, the existing empirical evidence provides
only a weak support for this hypothesis. Furthermore, there 1s a paucity of empirical
research on the choice between privatisation methods and the design of privatisation

programmes.

In a rather narrow sense, privatisation could be defined as a transfer of the residual
rights of control (Hemming and Mansor, 1988) or a transfer of the rights to residual
income (Yarrow, 1986). Milanovic (1990), however, defines privatisation as a transfer
of ownership from the state to private owners in such a way that private individuals
become the identifiable ultimate owners. Even this broader definition seems somewhat

limited for post-communist countries where apart from de novo domestic and foreign

private owners, the new owners are often insiders (employees and managers) and
sometimes foreign companies partially owned by a foreign state.> We, therefore, adopt
the broadest definition of privatisation as ‘the act of reducing the role of government, or
increasing the role of the private sector, in an activity or in the ownership of assets’
(Savas, 1987:p3).

This thesis focuses on vanious privatisation strategies and the financial performance of

newly privatised enterprises in Poland, the Czech Republic, and Hungary. These

! State owned enterprises are defined as government owned or government-controlled economic entities
that generate the bulk of their revenues from selling goods and services (see Boardman and Vinning
(1989), and The World Bank (1995:p.26)). For more on the definition of state-owned enterprises see
Boardman and Vining, 1989, With regard to problems with the definition of state vs. private in Central
and East European Countries (CEECs) see Earle and Estrin (1996) and Stark (1996).

? For example, the Bank of Austria and Volkswagen participated in Hungarian and Czech privatisations
and both have mixed ownership. The Bank of Austria is partially owned by the Austrian government,
while the German government has a stake in Volkswagen.
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countries, together with Bulgaria, Romania, and countries from what used to be the
Soviet Union, were part of the political region called Eastern Europe. Since the demise
of communism in Europe in the early nineties, the countries from Eastern Europe have
often been referred to as transition economies, emphasising their transition from central
planning towards market based economies. In more recent years, the European Bank
for Restructuring and Development (EBRD) and some authors have descnibed these
countries as Central and Eastern European Countries and Baltic States, avoiding the
political connotation of the Eastern European block. Under this classification, Poland,
the Czech Republic, and Hungary are part of Central Europe and are sometimes referred
to as the ‘Visegrad group’ because of their historical background and geographical
proximity.” For the purpose of this study, the terms Central and East European
Countries, Eastern Europe, post-communist countries and transition economies are used

interchangeably.

We adopt the EBRD’s definition of the process of transition towards a market economy:
“ The transition is the movement towards a new system for the generation and
allocation of resources, and it involves changing and creating institutions particularly
private enterprises.” (EBRD, 1994; p3).* The process of transition towards a market
economy is, therefore, different from the processes of economic development and
macro-economic stabilisation. Economic development, defined as an advancement of

the standard of living of individuals, can be achieved without transition towards a

h

market economy. -~ In other words, although transition may contribute to economic

development, it 1s not a necessary part of economic development and could be an
ultimate objective in itself. Similarly, macroeconomics stabilisation programmes which
aim to stabilise macro-economic variables (e.g. prices, balance of payments), although
an important part of the transition, may be objectives for any government regardless of

the economic system in question.

To our knowledge, this is the first study to explicitly examine the privatisation

strategies, in the spirit of reviewed theoretical papers, and financial performance of

3 The Visegrad group also includes Slovakia.

‘ By a market economy we mean an economy with a co-ordination mechanism which relies on ‘Smith’s
invisible hand’ as opposed to bureaucratic co-ordination based on central planning.

5 We would not analyse how alternative economic systems contribute to the economic development.
Although economic theory still does not have a complete theoretical answer of why command economy
fails, we would accept a dominant view that a market economy 1s more efficient than a command system.
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privatised enterprises in transition economies. The empirical analysis of privatisation
strategies is based upon data on around 400 privatisation transactions in Poland, the
Czech Republic, and Hungary over the period 1988-1999. Since these countries
adopted different privatisation strategies we are able to test for the effect of various
privatisation strategies on the performance of newly privatised enterprises. The
financial performance of around 150 such companies was compared with the
performance of their private counterparts. The lack of a reasonable large sample of
privatised companies and/or the concentration of privatised companies in highly

regulated industries were the main reasons why much previous work on the
performance of privatised enterprises has been preliminary and has lacked formal
statistical inference. The use of Eastern European data provides us with a greater

number of observations and enables us to compare the financial performance of private

and state-owned enterprises in both regulated and competitive environments.

In terms of methodology our general orientation is empirical. We develop and
formulate hypotheses utilising the above-mentioned theoretical literature. Single

country or single industry studies tend to provide more detailed description of
institutional aspects and related data, but their statistical inferences seem to be rather
limited due to the data selection process. On the other hand, multi-national and/or
multi-industry studies should provide better statistical inferences but they normally
settle for lowest-common-denominator data that is universally available (Dewenter and
Malatesta 1997, Megginson et al. 1998a). In order to overcome this trade-off between
depth and breadth of coverage we start with country analysis and then combine
countries from the region into an international sample. However, biases are still

possible because of the limitations of privatisation data in general and more specifically
in the context of CEEC.

Firstly, data on privatisation is less precise than that for stock markets, due to the lack of

a central ‘clearing house’ for data in many countries and to the different types of
privatisation that exist (McLindon, 1996).° Secondly, enterprise level data in transition
economies should be treated with caution due partly to general problems with
quantitative performance data (e.g. inflation, method of aggregation, etc.) and partly to

features peculiar to transition economies. For example, accounting systems iIn

S A rare exception is the case of countries with mass privatisation programmes (e.g. The Czech Republic).
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communist countries were aimed not at providing information to potential investors but
at collecting data for central planners. Accounting function in transition economies,
therefore, is in embryonic stage and need to be developed both to act as an effective
provider of economic information to assist investor decisions, and to ensure reasonable
control through an audit process. Thirdly, there is a high degree of secrecy at all levels
due to the nigorous system of monitoring operated by the Communist party in the past
(Ellman,1989). Fourthly, managers in both the private and state sectors frequently

provide false data in order to preserve their controlling positions and/or to seek

government subsidies in various forms. Qualitative data from case studies and surveys
may serve to explain the patterns of adjustments, but it is often difficult to obtain due to
confidentiality 1ssues and/or lack of transparency. Even when available, the qualitative

data tends to come from managers who are less secretive and are willing to provide

information and are, therefore, less likely to distort data in first place (Carlin et al,,
1994). Finally, all CEEC countries are developing countries with emerging capital
markets.” The most important qualitative features of emerging markets are related to
areas such as stock market operational efficiency, quality of market regulation and
enforcement, and disclosure and transparency. The relative importance of these

features, however, varies across the markets.

Due to above mentioned limitations several methods of performance measurement are
used in our analysis, and whenever possible we checked the robustness of our results
applying alternative methods of analysis. For example, the long-term financial
performance of newly privatised enterprises was measured using cumulative abnormal

returns and market adjusted buy-and-hold returns for both domestic and international

investors. Nevertheless, one of the limitations of our analysis of financial performance

of enterprises, as in any other emerging market, may be related to the degree of the

T Throughout the thesis we use The World Bank definition of a developing country as a country where
Gross National Product (GNP) per capital i1s $8,625 per annum in 1993. According to the definition
Hungary is an upper middle income developing country and Poland and the Czech Republic are classified
as lower middle income developing countries. An emerging capital market is a phrase coined by the IFC
in 1981. At that time it categorised the stock markets of developing countries, though some of them have
existed for a hundred years. Although the current categorisation remains quite subjective, a stock market
is defined as emerging if it meets at least one of two criteria: 1) an emerging (developing) economy
criterion, and ii) an emerging (developing) stock market criterion. ‘Emerging’ refers to a potential to
economic development in the former and to a process of change with stock markets growing in size and
sophistication in the later case. CEEC countries satisfy both criteria and are, therefore, included in the
[FC Emerging Stock Market Indexes and in the IFC’s Emerging Stock Markets Factbook (IFC, February
1998:p3).
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market efficiency due to information disclosure problems and the dominance of

uninformed investors in these countries.

The thesis is organised as follows. Theoretical background for privatisation together
with a review of relevant literature on privatisation strategies and performance of
privatised enterprises 1s provided in chapter one. Privatisation strategies in Poland, the
Czech Republic, and Hungary are examined in the spint of the reviewed theories in
chapter two, and the short and long term performance of privatisation share issues is
analysed in chapters three and four, respectively. Finally, concluding remarks are set

out in chapter five.
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Chapter 1
FROM CENTRAL PLANNING TO A MARKET ECONOMY

1.1 Does ownership matter?

The key question addressed 1n the literature on property rights 1s whether ownership of
the means of production matters? In other words, how and when the possession of
residual rights of control and/or the power to allocate residual income influences

incentives within an organisation. The authors adopt different approaches, from
philosophical arguments to empirical analysis. Our main purpose in classifying these

contnbutions was to understand how they analyse the costs and benefits of integration

and the different forms of ownership. °

Demsetz (1967), for example, adopts a philosophical approach to property rights and
explains how the allocation of ownership may prevent abuse of various assets in society
(‘externality problem’). Externalities are defined as the costs and benefits associated
with social interdependencies. For example, all people hunting in a territory would
enjoy benefits and share some costs. However, each individual’s personal benefits and
costs may not be well specified, and eventually marginal costs may become higher than
marginal benefits. This may lead to over-hunting, and an abuse of the asset. According
to Demsetz, property rights are an instrument of society with a primary function to
guide incentives towards a greater internalisation of externalities. For example, an

allocation of property rnights (owners) to the hunting territory would specify who should

monitor the temtory and who must pay whom to modify certain actions.

The second group of studies focuses on ‘intermal incentive problems’ within an
enterprise. Alchian and Demsetz (1972), defined an enterprise as a team use of inputs
with a centralised position of a particular party (employer) based upon contractual
arrangements. Necessary conditions for the emergence of an enterprise are the
possibility of increasing productivity through team-oriented production and an
' Consequently, this classification of theoretical contributions differs from better known classifications

within the theory of the firm. For example, following the theory of the firm perspective, Jensen and
Meckling (1976) would be classified under agency theory, while Alchian and Demsetz (1972) and



economic estimate of marginal productivity by observing input behaviour. These
conditions are satisfied when better allocation of resources and more effective
monitoring of performance are more likely to be achieved within than outside an
enterprise. Managers are needed to examine the ways in which mputs are used and to
measure the marginal productivity of the team’s members. They would monitor other
workers, and receive residual rewards. The managers themselves would be monitored
by the owners. Hence, the allocation of residual income and property rights is important
for incentives within the enterprise and leads to better efficiency. Jensen and Meckling
(1976), extended this approach to relations with suppliers, investors and customers. ’
They developed the ‘nexus of contracts’ approach to the theory of the firm and
concluded that different forms of moral hazard affect various forms of outside finance

differently. Equity finance, for example, would be more affected than debt finance 1n

terms of the entrepreneur’s incentives, but debt would be more affected in respect of the

level of the project’s riskiness.

The third group emphasises the importance of ownership rights for the regulation of
‘opportunistic behaviour’ by enterprises. According to Williamson (1975), Grosman
and Hart (1986), and Dewatripont and Maskin (1990) ownership 1s important because of
the difficulties involved in writing complete contracts, which are either too costly, too
difficult to write, or in some cases non-verifiable.'” With complete contracts (i.e. when
all items are verifiable and penalties and rewards specified for all states of the world)
there will be no difference in efficiency between centralised and market economies. A
Pareto optimum 1n centralised economies would be achieved by central planning, and in

a market economy by trading in the market. With incomplete contracts, however,

opportunistic behaviour is possible due to unspecified contingencies.

Williamson (1975;1988) postulates that high transaction costs of operating in a market
may create an incentive for economic agents to come together and reduce costs. He
identified some relationship-specific investments (e.g. an electricity plant located in

between two mines), where at least one party makes investments which are specific to

Williamson (1975) would be classified under transaction costs theory. For an alternative classification
within the theory of the firm, see Hart (1989).
? The summary of this paper is based on Hellwig (1989).
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this particular contract. Since it 1s impossible to write a long-term contract that will
specify usage of every physical asset 1n each state of the world, and prevent possible
opportunistic behaviour of one of the mines, the plant may wish to settle between the
two mines. However, this problem could be solved if the plant merges with one of the

mines. In this case, ownership can solve the opportunistic behaviour problem."

Grossman and Hart (1986) offer an alternative approach to this issue. They assume
relation-specific investments by two enterprises which are more valuable within their
relationship than outside the relationship. Enterprises can observe each other’s

investment, but the investments are initially non-verifiable, so that it is impossible to

write a contract contingent upon the outcomes of the investments. After completion of
the initial investment, further enterprise-specific investments by two firms are needed.

These 1nvestments are ex-ante non-contractible, but once the outcome of the initial
Investments are known they become contractible. The authors demonstrate that when
initial investments are non-contractible and additional investments are contractible only
ex post, both parties will underinvest in the firm-specific investment, leading ultimately
to an inefficient outcome. However, an ex-post efficient solution can be achieved if
enterprises negotiate, indicating that different ownership structures might have an
impact where contracts are not complete. An allocation of residual rights of control can
thus cover unspecified contingencies.'? It was, therefore, suggested that ownership is

relevant and that complementary assets should be owned together.

1.2 Motives for Privatisation in Transition Economies

There are two distinct views 1n neo-classical economics as how to reform command

economies.” The first view emphasises the importance of competition for improvement

in efficiency and suggests that improvement in efficiency is possible without

' Non-verifiable in this context means that some elements cannot be verified in court. Consequently, the
contracts cannot be enforced.

'' Williamson explains the potential benefits of ownership, but does not deal with countervailing costs.
Furthermore, he does not consider why it is not efficient to concentrate all activities in one large firm.

'2 This involves an implicit assumption that residual rights of control incorporate residual income.
'> This classification is adopted from Earle (1991).



privatisation, providing that markets are competitive (Lange, 1964). This view was
supported by market socialist experiments in Yugoslavia, Hungary, and Poland during
which the state, in principle, withdrew from operational management, allowing the
transformation of SOEs into joint stock companies. The experiments failed, for states
continued to interfere iIn SOEs’ management through manipulation of the financial

system rather than direct orders from the planners (Estrin, 1991: p.5).

Under the second view, both privatisation and competition are necessary for efficient

capital markets without which a market economy cannot function (von Mises,
1922;1951). The hiterature that followed identified the main areas in which clearly
defined property nghts may contribute to the transition towards a market-based
economy such as soft budgeting, corporate governance, and the role of the state in the
economy.'* Together with the above-mentioned failure of market socialism, this
intellectual argument provided a platform for the reformers in CEECs in the early

nineties. In the discussion below we concentrate on the importance of privatisation in

the imposition of a hard budget constraint.

Contrary to the expectations of socialist classics, money circulation has never died away
in socialist countries. Classical socialism remained a semi-monetized system in which
financial, pricing and fiscal systems were aiming to attempting to accommodate central
plan directives.” SOEs repeatedly tended to receive various subsidies and to spend in
excess of their budget. The amount and form of subsidies were normally subject to
bargaining which resulted in either direct subsidies or ‘hidden’ subsidies, e.g. reduced
taxation, admunistrative pricing, and revolved bank loans. This phenomenon was

defined as a °soft budget constrant’ with the following forms: soft subsidy, soft

taxation, soft administrative pricing and soft credit, where softness refers to the

credibility of the commitment to the plan.'

'4 For other areas such as aims of the system, international trade, means of allocation of resources, labour,
and capital, see Estrin et al. (1991).

'3 Perotti (1994) for example, describes financial systems in command economies as ‘outside-money’
systems in which central bank refinancing dominates, as opposed to ‘inside-money’ systems where
decentralised credit decisions prevalil.

16 Kornai (1992).
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Continuous adjustments to the repeated overspending and confiscation of residual profit
by the state resulted in low efficiency and perverse incentives adopted by enterprises.

For example, they would try to maximise costs and reduce profits, otherwise they would
jeopardise future rents simply because the state might infer that cost savings are easy to

achieve. This perverse effect 1s known as the ‘ratchet effect’ and 1s well documented in

planned economies (Laffont and Tirole, 1993). Other perverse effects of the lack of
commitment documented in the literature are the reluctance of enterprises to invest
(Laffont and Tirole,1993), lack of innovation by enterprises (Qian and Xu, 1991), and

shortages of various products in planned economies (Qian, 1992)."” Echoing results
mentioned above on the lack of innovation in SOEs, Hart et al. (1997) show that private

ownership is preferred whenever innovation i1s important, reputation mechanisms and

competition are strong, and non-contractible costs are significant.

There are two interpretations of soft budgeting in the literature. The first adopts the
enterprise’s perspective (Gomulka, 1985), while the second refers to the credibility of
commitment of the state to stop persistent loss-making (Kornai, 1992; Schaffer, 1989;

Qian, 1992). Taking soft credit as an example, the first interpretation would emphasise
the collective expectations of external assistance by state-owned firms. The higher the

subjective probability of receiving refinancing as perceived by management, the softer

the budget constraint is. On the other hand, soft credit can be explained by the lack of
credible commtment on the part of the state to extend external assistance. According to
Komai the lack of commitment is a consequence of the state’s paternalistic behaviour

towards enterprises. Regardless of the interpretation, soft budgeting is deeply rooted in

the socialist system and leads to a lack of discipline in state enterprises and in efficiency

of the state sector.

Dewantripont and Maskin (1990) make a case for privatisation using an example of
centralisation in the financial system. They analyse a two-period credit market with
adverse selection in which unprofitable enterprises are able to survive. They contrast a

centralised financial system with a decentralised market economy. In a centralised

' For more on the ratchet effect and reluctance to invest in regulated industries and planned economies
see Laffont and Tirole (1993;chapters 9 and 10). For an explanation as how soft budgeting leads to
shortages and lack of innovation in socialist countries see Qian and Xu (1991) and Qian (1992)
respectively.
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socialist economy a State bank plays both the central bank’s role and the role of
commercial banks, while a decentralised financial system is one with many creditors,

each with only one unit of asset available for lending. The authors show that adverse
selection, due to the lack of an ex ante commitment not to refinance projects ex post,

may occur because creditors see previous capital contributions as sunk costs at the time
of the refinancing decision, so that ex post both creditor and entrepreneur can be better

off refinancing. Because of the dispersion of information, banks in decentralised credit
markets will have an informational disadvantage in the form of the rent that subsequent

creditors need to pay to the initial creditor. The informational disadvantage discourages
refinancing and serves as a commitment device to terminate unprofitable projects in
decentralised markets. Systems with diffused ownership, therefore, would have a built-
in commitment device towards the termination of poor projects, that would ensure hard
budget constraints. This conclusion contrasts sharply with arguments that central
planning can always mimic the functioning of a market economy (Lange, 1964). It also
suggests that a centralised system may suffer because of too much information. This is

a surprising result, because it was believed that a centralised system may experience
some problems in collecting and processing information (Hayek, 1945). In the paper,
centralised ownership is the only cause of soft budget constraint. The implication of

that may be that diffusion of ownership through privatisation may be a sufficient

condition for the elimination of soft credit.!®

Boycko et al. (1994) offer an alternative explanation of ill-defined incentives of
politicians and managers of SOEs which is applicable to Eastern European countries.
According to the authors, nomenclature (communist party appointees) control SOEs and
use them to provide economic benefits for their supporters through excessive
employment, allocation of investments, and favouring selected suppliers. In their
model, this is possible by bribing managers of SOEs by giving them promotions. The
only way to break the endogenous corruption and to make a distinction between the
revenues of the state and of enterprises 1s to privatise SOEs. By transferring the firms to
outside shareholders any subsidies would come directly from the treasury, making them
more costly and transparent (Boycko et al., 1996).

'* However, it is worthwhile mentioning that private ownership is not the only form of diffused
ownership. For example, Weitzman and Xu (1993), and Bolton (1995) discuss some alternatives to
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Frydman and Rapaczynski (1994) have proposed an interesting extension of
Williamson’s (1975) theory for transition economies. The high levels of both horizontal

and vertical integration limited opportunistic behaviour in socialist economies. With
market reforms, the same firms are encouraged to separate and to negotiate the terms of
their new relationship within a market environment. The authors postulate that the
transaction costs of their co-operation may become a serious obstacle to further

development. Bargaining costs may be particularly high in the presence of soft
budgeting. This would mean a reverse process from that which Williamson describes

for market economies, which would eventually result in the creation of inefficient
duopolies or a return to the undesirable previous position.  This suggests that

privatisation should be accompanied by better financial discipline in the form of hard

budget constraints and the creation of institutional arrangements between decision
agents and residual claimants to ensure the good performance of large privatised

enterprises.

Shleifer and Vishny (1997) explain the failure of state ownership, with concentrated
control in the hands of bureaucrats who have complete power over state firms but are
only indirectly concerned about profits, because profits flow into the government’s

budget. They see state ownership as an example of concentrated control with no cash

flow rights and with objectives that are very different from the social interest.

In socialist economies assets are theoretically owned by all the people, and controlled
by the state. In effect, the owner of enterprises was the communist party, which also
controlled the state (Estrin ,1998:p.5). The commitment problem in socialism is related
to state ownership and the state’s paternalistic behaviour towards enterprises. In spite of
some well-documented market failures, it is believed that a system based on a private
ownership provides better incentives for efficient decision-making than systems based
on central planning. It has, however, been noted that privatisations in the transition
economies are different from those in the OECD countries. Estrin (1991:p.7) observes
‘...Though there are parallels between the arguments for privatisation in West and East
the institutional context and economic history make the issues in the policy debate

rather different.’ Firstly, the size of privatisation programmes is much bigger. The scale

private ownership, such as communal ownership.
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of privatisations in Eastern Europe, started in the late eighties, 1s unparalleled in
economic history. The average percentage of the state sector’s contnibution to the gross
national product in these countries was around 81 percent (Milanovic, 1989; own

calculation). Poland, Hungary and the Czech Republic, for example, planned to
privatise about 30-60% of SOEs within a 3-5 year period.”  Secondly, privatisations
are to be offered simultaneously with the development of capital markets and effective
financial institutions. Finally, privatisations are seen as a part of wide political and
economic reform, with a changing role of the state in economic life. Mono-party
political systems and central planning are to be replaced by democratic, multi-party
systems and market mechanisms. Laban and Wolf (1993) explain the difference
between privatisation programmes in transition economies and the OECD by reference
to a ‘critical mass’ effect in transitional economies which is due to a positive spill-over
effect of mass privatisation. In other words, returns from individual sales are positively
correlated with the overall success of privatisation programmes. The effect of

privatisations, therefore, should be much stronger when they are quicker than gradual.

On the other hand, a gradualist approach might be less socially disruptive.

The situation descnibed above is different from a choice between public and private
provision of products 1n a limited number of cases or industrial sectors (mostly natural
monopolies) in the developed and some developing countries.”” The Western literature,
therefore, tends to analyse privatisation from a regulatory perspective (Vickers and
Yarrow, 1988; Lafont and Tirole,1993). Consequently, the experience of developed
countries with various privatisation methods and debates regarding policy alternatives to
market reforms and privatisation are of somewhat limited use in transition economies.
Partial or so-called ‘cosmetic’ reforms, without improving the allocation of property
rights and incentives, failed in all East European countries in the past. #* Due to the
social and economic damage inflicted by central planning the question in Eastern
Europe seems to be not whether or not to privatise but how to privatise within a

relatively short period of time and with which methods.

" In Britain, for a comparison, it took ten years for the privatisation of less than 10% of the economy.

20 The term ‘West’ will be used as a synonym for developed market economies.

*! For more on failures of partial reforms in CEEC see Kornai (1986) and Estrin (1994). For more recent
evidence of problems related to partial reforms of SOEs in China see Lin et al. (1988).
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1.3 Design of privatisation programmes and choice of privatisation methods:

theory and empirical evidence

The theories reviewed in section 1.1 provide a theoretical justification for privatisation

both in developed market economies and in economies in transition. This section
contains a summary of major theoretical and empirical contributions on privatisation
strategies and the choice of privatisation methods in transition economies. Brada (1996)
gives a taxonomy of privatisation methods in the context of transition economies. He
lists four privatisation methods: privatisation through restitution, privatisation through
sale of state property via direct sales and/or share issues, voucher prnivatisation and
privatisation initiated by employees (privatisation from below). The first method was of
limited use, mostly for agricultural lands. Privatisation from below was inevitable in
Eastern Europe 1n order to get support from workers, but was always seen as a
supplementary method. The main debate was about which was going to be the main
method of privatisation, voucher privatisation or privatisation through sale of state
property. The choice seems to be mostly influenced by two issues: what is the optimal
sequencing of sales, and should prionity be given to long term improvement in

efficiency or to short term maximisation in privatisation proceeds.

1.3.1 Optimal sequencing of sales

The main argument in favour of mass give-away privatisation programmes seems to be
its speed and fairness (Lipton and Sachs, 1990; Blanchard et al.,, 1991). No market
economy can function without private ownership and quick mass privatisation 1is
necessary to get firms responding to market signals. In addition, a quick mass
privatisation programme would remove the state from further intervention in enterprise
activities. According to the authors large scale privatisations are inevitably slow and
characterised by low prices due to lack of private wealth and the valuation problems in
the absence of capital markets regardless of the privatisation method adopted. As a

result speed of privatisation should be the main criterion in the choice of privatisation
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method. Sachs (1992) argues that in Russia authorities should commercialise larger
firms by transforming them into joint-stock companies prior to giving shares away to
workers and outsiders. Small shops should be auctioned off and for medium size firms

insider buy-outs should be allowed. Sachs feels that banks should be privatised first so

that they can play a monitoring role and impose financial discipline.

A gradual approach was advocated by Dewatripont and Roland (1992a;1992b), and
Roland (1994) who argue that a quick privatisation may lead to ‘premature’
restructuring and partial re-nationalisation, which could ultimately lead to a

continuation of soft budget constraints. Carlin and Mayer (1992) argue that a
privatisation strategy of piece meal sales is superior to other methods in identifying
better managerial teams to manage productive assets in economies in transition. In
addition, voucher schemes may lead to either diffused ownership or the concentration of
shares in the hands of insiders which may further create problems with corporate

governance In privatised enterprises. This view was echoed in Boycko et al.

(1994;1996) and Frydman and Rapaczynski (1994) who argue that both cash flow rights
and control rights should be passed to private hands for privatisation to be a success.
Bolton and Roland (1992) argue that privatisations through sales have been dismissed
too soon in some of economies in transition. They propose a policy of auctioning off
state assets In exchange for cash and non-cash bids. This policy would enable the
transfer of control into private hands much faster than auctions with cash-bids only. At

the same time 1t would be much more effective in matching managerial teams with

productive assets than give-away privatisation schemes.

Katz and Owen (1993;1995) offer a theoretical model for the maximisation of sale
proceeds by sequencing sales of state property by government and they denve a lower
bound of a buyer’s ownership share as a function of the offered percentage of
ownership, the required payment, and the number of individual firms the government

wishes to create in the industry.

Comelli and Lie (1997) suggest that long-run oriented investors wish to purchase as
many shares as possible, while short-run onented investors try to obtamn only the

minimum number of shares required to control the firm. The policy implication of the



From Central Planning to a Market Economy 16

model is that a government should not commit itself to the sale of a fixed number of

shares. Instead a larger ownership stake should be given to the winning bidder who

wants to obtain as many shares as possible.

Fluck et al (1995) make a distinction between partial and gradual privatisation. Some

governments, for example, see partial privatisation as the final stage of privatisation

2

programmes.” The authors characterised this as ‘hesitation’ and argue that these

privatisation programmes should not be assisted by international financial institutions.

Other governments want to fully privatise the economy but may choose to do this
gradually.  According to the authors this approach can be charactenised as

‘experimentation’ and deserves the help of international financial institutions.

Opinions about whether microeconomic restructuring or privatisation should come first
are divided. Nellis and Kiken (1989), Kiken et al. (1992) are of the opinion that
governments should restructure SOEs prior to sales. Price liberalisation and free trade

are often mentioned as ways to motivate microeconomic restructuring before
privatisation. Once the restructuring is initiated and the stock of domestic saving
increased, auction-based privatisations would lead to both the efficient allocation of
state assets and the maximisation of revenues. On the other hand, Estrin (1994),
Frydman and Rapaczynski (1994), Boycko et al. (1996), and Barberis et al. (1996)
question a benevolent government attitude towards restructuring prior to privatisation
and suggest that privatisation and the replacement of incumbent managers are more
likely to induce genuine restructuring and ultimately to improve efficiency.” Rapid
privatisation, therefore, was the only way to prevent a return to state domination. This
view, together with failures of previous attempts to restructure without privatisation,
won the argument and ‘depoliticisation’ of the enterprise sector became the most

significant motivation for rapid and mass privatisations in CEEC (Estrin, 1998: p.76).**

2 China for example, sees SOEs as the backbone of their economy and total privatisations are not the
final objective.

2 Barberis et al. (1996) surveyed 452 Russian shops sold during the early nineties. They did not find
evidence that equity incentives improve performance. However, they did find that new human capital
seems to be of crucial importance in restructuring.

# By depoliticization we mean the development of a politically independent and market-oriented
enterprises sector (Estrin, 1998,p.83).
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1.3.2 Long run efficiency vs. maximisation of privatisation proceeds

Apart from improvement In efficiency suggested by the property rights theory, other
objectives of privatisation suggested in the literature on transition economies are
maximisation of sale proceeds by the government, fair distnibution of wealth, reduction
of government interference in the economy, enhancement of competition, exposure of
SOEs to market discipline and promotion of national capital markets.” Megginson et
al. (1998b) and Moore (1992) emphasise the ‘educational’ role of prnivatisation in
educating citizens about the virtues of capitalism in countries where ‘socialism has a
deeply ingrained history’. Rapaczynski (1996) emphasises the role of repeated fair
1ssues and related market transactions in the establishment of well-defined property
rights and national stock markets in transition economies.”® There is, however, no
agreement as to what should be the most important objective of privatisation, whether

long term tmprovement in efficiency or maximisation of privatisation proceeds.

Maskin (1992) and Kornai (1993) both see maximisation of efficiency as the ultimate
goal of pnvatisation. Conversely, Bolton and Roland (1992) favour revenue
maximisation because of budgetary problems in transition economies. An additional
factor in favour of revenue maximisation is public opinion, which is normally, against

selling assets abroad. The government must, therefore, insist on revenue maximisation

in order to do well 1n public polls (Comnelli, 1993).

Cornelli and L1 (1997) see ‘revenue’ and ‘efficiency’ objectives as mutually exclusive

because of large private benefits of control obtained by large foreign shareholders,

which cannot be shared by domestic shareholders. These benefits are a consequence of
the imperfect market environment in transition economies. For example, strategic

benefits from an early entry may be the only motive for investments by foreign

investors. In extreme cases, foreign investors may buy a potential future competitor just

2* The similarity between the objectives of privatisation put forward in different countries is striking. For
example, the above-mentioned objectives were listed as objectives for privatisation in the Federal
Republic of Germany in the early sixties and British privatisation in the late nineties (Price Waterhouse
1989, as cited in Megginson 1998: p.§) and in most transition economies. For some other privatisation
objectives see Vickers and Yarrow (1988), and Giarraputo, (1994).

* This is consistent with the findings of LaPorta et al. (1997) who demonstrated a strong link between

legal protection and the growth of financial investments in general. Although logical, it is not clear how
this prediction can be tested empincally.
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to close it down.?” Governments normally address this problem by requiring a certain
level of future investment in privatised companies by foreign investors. However, once
they have taken control over the domestic company the foreign investors can find
excuses and ‘dilute’ previously made commitments. Because of these problems,
governments must try to find the nght balance between ‘revenue’ and ‘efficiency’
objectives by screening potential buyers with different plans. The authors develop a
scheme 1n which the government does not commit to the sale of a fixed number of
shares of the firm. Instead, it grants a greater number of shares to the highest bidder.
An ‘efficient’ oriented investor is planning to maximise the future value of shares by
means of the transfer of technology, managerial skills, and access to product and
financial markets in developed economies and, therefore, would seek to obtain as many

shares as possible. A ‘revenue’ oriented investor is interested in private benefits of

control and would prefer only the minimum number of shares required to control the
firm. A testable hypothesis is that enterprises in which foreign investors obtained the

higher percentage of shares should have higher efficiency and better financial

performance than firms in which foreign investors obtained just a limited number of

shares.

Bulow and Kemperer (1996) and Schmidt and Schnitzer (1997) examine the revenue

impact of the pricing decisions of SOE directs sales at a theoretical level. Bulow and
Kemperer are in favour of maximising the number of bidders in an open auction as
against a structured direct negotiation with a bidder, while Schmidt and Schnitzer focus

on the properties of various types of auctions in differing environments finding that
when there are more than two senious bidders, English auctions are more efficient and

yield higher revenues than bargaining with a pre-selected buyer. However, in some

circumstances the auctions may not always lead to an efficient allocation of property

nights.

Branco and Mello (1991), Perotti and Guney (1993), and Perotti (1995) model

government’s dual role as regulator and seller of SOEs as an asymmetric information

problem 1n which investors are not sure about government’s real intentions. In the

7 An attempt by an American brewer to obtain control of the Czech state brewer Budvar and to close it
down afterwards is a popular example.
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privatisation signalling model there are two types of governments: one committed to
privatisation and a populist government which views privatisation as a revenue
generating activity and is likely to reverse its policy in the future. The authors show

that a committed government may seek to signal its identity by choosing to privatise

gradually over time via partial sales. However, partial sales alone may not be sufficient
to reduce the uncertainty regarding a government’s commitment to privatisation. Partial
sales may be seen by some investors as an indication of the government’s intention to
retain control after the sale. In this case, the government may signal its commitment by
underpricing PIPOs, indicating that improvement in efficiency is preferred to short run
revenue maximisation. The remaining shares can subsequently be sold at a higher price
after the government has revealed its commitment. The higher sale proceeds for the
remaining shares would provide compensation for the signalling costs (underpricing).
On the other hand, populist governments are short run oriented and prefer complete and
rapid sales since they are expected to extract rents from private shareholders by
changing its policies after the sale. These policy changes might be changes in taxation,
price regulation, or even re-nationalisations. By changing its policies the government
will reveal its lack of commitment and, would not be able to sell the remaining tranches
of shares at higher prices. This explains their reluctance to use underpricing as a
signalling device. Consequently, committed governments should have higher average
underpricing than populist governments. This hypothesis could be tested by an
examination of the relationship between underpricing and the percentage sold. As the
percentage of shares sold increases, the likelihood that a government uses underpricing
to signal its commitment to the privatisation decreases. A negative and statistically
significant relationship between underpricing and percentage sold would, therefore,

imply rejection of ‘signalling’ hypothesis (Menyah et al. 1995).

Vickers and Yarrow (1998) and Perotti (1995) also favour partial sales. Vickers and
Yarrow argue that partial sales can help governments in reducing the risk of mispricing

which 1s common to all PIPOs. Small initial sales, according to the authors, can provide
a test valuation by establishing traded security prices. Perotti proposes a reputation

building hypothesis according to which governments may initially underprice

deliberately in order to attract investors to subsequent sales.
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Biais and Perotti (1997) examine what should be an optimal level of underpricing for a
market-oriented government. They argue that the political value of shares should be
taken into account when designing an optimal privatisation strategy, and that such a
strategy requires sufficient underpricing to attract median class voters as bidders in
fixed-price offerings. This strategy would reduce the likelihood of re-nationalisation
policy reversal and increase the populanty of the government. Countries with higher

income inequality, however, must underprice to a greater extent and allocate more

shares to the median class voters. Evidence that governments recognise the political
value of underpricing has been found in the UK, where the government intentionally
underpriced and allocated shares to as many voters as possible during privatisation

campaign in the eighties. Consequently the number of shareholders 1n Britain increased

from 3 million in 1979 to 11 million in 1990 (Ibbotson and Ritter, 1995).%°

1.3.3 Empirical studies on the design of privatisation programmes

Perotti and Guney (1993) examine the structure of privatisation plans in the UK, France,
Spain, Chile, Nigena, Turkey, Malaysia, Poland, Hungary, and the Czech Republic.
They document the following characteristics: a predominance of partial sales,
underpricing greater in privatisation sales than in IPOs of private firms, firms in policy
sensitive sectors tend to be privatised with smaller initial sales and larger underpricing,
manufacturing companies in competitive markets are more likely to be 100% sales,
stakes in several firms are often sold simultaneously, privatisation proceeds increase

over time, and, as policy credibility increases, larger initial sales become more frequent.

Jones at al. (1999) examine the pricing and share and control allocation decisions made
by governments with respect to the privatisation of SOEs using a sample of 630 firms
from 59 countries over the period 1977 to 1997. The authors find strong support for key
predictions of the Perotti (1995) and Biais and Perotti (1997) models: PIPOs are

significantly underpriced, governments rely on fixed price offerings more than on any

** Sometimes, however, the underpricing was used to increase the private wealth of politicians. In the
[PO of Recruit Cosmos in Japan in 1989, for example, many of the shares were allocated to politicians.

These irregularities lead to a change in regulations and the resignation of several politicians (Ibbotson
and Ritter, 1995).
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other method, governments allocate shares in a politically inspired manner favouring
employees, and a majority of governments give up day-to-day control of the SOEs, but
retain some form of effective veto power. Furthermore, the results of regression
analysis show that underpricing is significantly positively related to the percentage of
shares sold and to the degree of income inequality, thus supporting the predictions of

Biais and Perotti.?’

Megginson et al. (1998b) analysed data on 1389 privatisations from 80 countries
including countries from Eastern Europe. They find that PIPOs are substantially larger
transactions than asset sales and that governments, on average, privatise smaller
proportions in PIPOs than in direct sales.”® They explain the higher average percentage
sold via sales by government’s willingness to sell more when they can select the new
owner. The higher percentage may also be a result of the immense size of some PIPOs,
which may preclude a larger sale. They also show that PIPOs are more likely 1n
countries with a more developed stock market and for larger firms, whereas countries
with lower per capita national income and higher budget deficit prefer asset sales.
There are also some industry differences; for example, telecommunications companies

are more likely to be privatised through share issues.

There is a paucity of comparative empirical research on the characteristics of
privatisation programmes and the initial valuation of privatisation share issues. Some
empirical studies on privatisation in the UK show that the risk of mispricing might be
reduced by gradual sales which would establish traded security prices (Jenkinson and
Mayer, 1988; Menyah and Paudyal, 1996). These findings were confirmed by a House
of Commons Public Accounts Committee report on the UK privatisation programme
giving evidence that selling shares in government-owned businesses in stages has
achieved much better prices than a 100 % disposal. Consequently, the report concludes
that sales should be made in stages to ensure the taxpayer receives full value for money.
Other recommendations based on the UK experience were that firms should always be

valued ahead of sales negotiations and that the government should consider a clawback

® Gini coefficient was used as a proxy for the income inequality in a country.

*® The average percentage sold for PIPOs was 44%, whereas the average percentage sold for direct sales
was 71%.
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arrangement 1s case the profits from the newly privatised firms proved much higher than

expected. *!

Lopez-de-Silanes (1997) gives evidence that open auctions are the best way to
maximise revenues using data on Mexican privatisations. Hingorani et al. (1997) find
that the level of demand for shares 1 the Czech mass privatisation programme was a

good predictor of the actual level of stock prices in the secondary market. They also
document that share demand is positively related to the level of past enterprise
profitability, the level of msider shareholdings, the extent of foreign ownership in a

company, and inversely related to the company’s market risk. This finding is echoed in

Svejnar and Singer (1994), who also report that when the pattern of the demand for

shares In the Czech voucher privatisation became apparent this replaced background

financial information as the principal determinant of demand.

> Getting Value for Money in Privatisations, 61st report of the PAC Session 1997-98, The Stationary
Office, 1998 as cited in Financial Times, 3 September 1998.
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1.4 Relative performance of state-owned and privatised enterprises: theory and

empirical evidence

1.4.1 Theory and empirical evidence on the operating performance of newly

privatised enterprises

The debate on a desirable role of the state in a national economy and on the choice of
industrial sectors to be privatised 1s very extensive. Not all authors are convinced of
the supremacy of private enterprises (PEs) over state ownership and the necessity to
privatise SOEs. The main opposition to privatisation seems to be concentrated either
around dissatisfaction with the ngour of theoretical arguments put forward by property
rights theory or around the inconclusiveness of empirical results relating to the relative
performance of state-owned and privately owned enterprises. At the theoretical level,
the major criticism of property nights theory is provided by Grossman and Hart (1980)
who refer to the take-over market’s role in reducing managerial inefficiency. In a take-

over bid, according to the authors, a rise in the share price can be anticipated and
shareholders may be reluctant to sell their shares. Due to this ‘free riding’ on the value
created by the take-over activity, take-overs may not deter non-profit-maximising
behaviour by managers in privately owned firms as predicted by property rights theory.
Frech (1980) questions the extent to which attenuated property rights create perverse
incentives for managers of SOEs. He argues that the attenuation of property rights
increases nonpecuniary benefits but also reduces the income of the managers. The net
effect of the attenuated property nghts on efficiency, therefore, will depend on both
income and substitution effects. Sappington and Stiglitz (1987) conclude that there is
no unambiguously superior form of ownership. According to the authors, the
government’s promise not to intervene is less credible under state ownership, but
government intervention is more costly under private ownership. Laffont and Tirole

(1993) utilising an agency theory approach demonstrate that state ownership in certain

industrial sectors might be more desirable than private ownership.

The studies on operating performance focus on stakeholders and measure performance
utilising accounting data such as profitability, sales, operating efficiency, and leverage,

and certain additional indicators such as employment, dividends and level of
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investments. Results of early empirical studies on the relative efficiency of SOEs and
PEs are inconclusive and provide weak support for the expected supremacy of PEs in
terms of efficiency and profitability that would be expected according to property rights

theory. Results in Neuberg (1977), Bruggink (1982), Wortzel and Wortzel (1989)
suggest better performance of SOEs relative to PEs, while De Aless1 (1977), Stevens

(1978), Frech (1980) and Davies (1981) report higher efficiency in PEs. Finally, Fare et
al. (1985), Becker and Sloan (1985) and Lewin (1982) find no substantial difference in

the relative efficiency of SOEs and PEs.** However, most early studies are based on

North American enterprises which have either a natural monopoly, or operate as a

regulated duopoly, or whose output is not priced by market (competitive) forces
(Boardman and Vining, 1989, p:1).

Results of early empinical studies on privatisation in Great Britain (Yarrow, 1986;
Vickers and Yarrow, 1988) suggest that privatisation i1s more successful when
accompanied by deregulation and other competition-enhancing measures. It was
therefore concluded that 1t is deregulation rather than change in ownership, which
improves efficiency. This, however, has been challenged at both the theoretical and the
empirical level. At the theoretical level it was argued that privatisation works better
than liberalisation (Fridman, 1997), and that privatisation in itself increases competition
(Euromoney, March 1999) while at the empirical level, it was shown that efficiency

gains require private ownership, and that even partial privatisations improve efficiency

(Vining and Boardman 1992).

Examples of successful enterprises with mixed ownership and enterprises with
collective ownership were also discussed in the debate.”” These enterprises cannot be

classified as either state or privately owned and they therefore pose problems for

property nights theory. While there 1s a paucity of theoretical work on mixed and
collectively owned enterprises, empirical evidence suggests that these enterprises

perform less well than PEs but better than SOEs. For example, Boardman and Vining

(1989) analyse a sample of the 500 largest non-US industrial firms to demonstrate, that
PEs outperform both SOEs and mixed enterpnises. They explain this result by the

*2 This summary is based on Boardman and Vining (1989).
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conflict between private and public shareholders in mixed enterprises, which inhibits the
monitoring of management. Consequently, partial pnivatisations where government

retains some percentage of ownership may be less efficient than either continued state

ownership or complete privatisation.

The common denominator in all of the above-mentioned studies 1s that they seem to

focus on questions related to which industrial sectors should be regulated and which

should be privatised. None of the authors seem to suggest that state ownership of the
means of production should be the predominant form of ownership or that market
mechanisms should be replaced by central planning. On the contrary, at both the
practical and the theoretical level, pnivatisation has gained a strong support during the
past decade.’® Recent empirical studies provide mounting evidence in favour of
privately-owned firms (Kiken et al.1992; Megginson et al., 1994), and the support for

privatisation 1s particularly evident in the growing literature on developing countries,

and market reforms in economies in transition. 33

In Table 1.1 we summarise results of recent empirical studies on the operating
performance of newly privatised enterprises in developing countries. Megginson et al.
(1994) examined six developing countries within their international sample of 61
privatisations from 18 countries and 32 industries during the period from 1961 to 1990.
The study shows an improvement in profitability, operating efficiency, increase in sales
and investment spendings in real terms, and reduction in gearing ratios after

privatisation. A surprising result was an increase in employment after the privatisations.

Table 1.1 about here

Boubakri and Cosset (1998) analyse 79 pnivatisations from 21 developing countries
during the period 1980 to 1992. They consider both unadjusted and market-adjusted

accounting performance measures. They reveal a decline in leverage and an increase in

*} Chinese township and village enterprises (TVEs) are an example of collectively owned enterprises. See
also Weitzman and Xu (1993) and Bolton (1995).

* Nowadays, privatisation is a global phenomenon and almost every government plans to contract out
and sell some ‘traditional’ state operations. In 1997 proceeds from selling stgs=ow
worldwide hit a record $162 billion (Euromoney, March 1999; p.36).

3 For an excellent survey of the most recent studies see Megginson (1998).
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profitability, operating efficiency, capital investment spending, real sales, employment
level, and dividends. Greater benefits from privatisation were found in companies
operating in countries with high income per capita and for privatisations where

government relinquished both ownership and control to the private sector.

LaPorta and Lopez-de-Silanes (1997) examine a sample of 218 Mexican privatised
companies. They find an increase in ﬁroﬁtability but a reduction in employment by half
of the pre-privatisation levels. They estimated that 52% of the profitability gains were
due to higher productivity and 28% to lower employment costs. The rest of the gains

were linked to the removal of price and quantity controls and trade barriers.

Galal et al. (1994) examine 12 privatisations from Chile, Malaysia, Mexico and the
United Kingdom using an approach which considers costs and benefits not only for
stakeholders in enterprises but also for consumers.’® The results indicate that
privatisation improved performance in both competitive and non-competitive industries,

while the benefits in the form of higher investment, higher productivity, and more

efficient prices, outweigh costs both in the cases of partial sales (Malaysia) and
complete sales (Chile, Mexico, UK).”

Empirical studies, which explicitly examine whether the change in ownership has
improved the operating performance of newly privatised enterprises in transition
economies, are rapidly growing (Table 1.2). Belka et al. (1994) analyse the performance
of four types of Polish enterprises: traditional state-owned, de novo private enterprises,
commercialised state-owned enterprises, and privatised enterprises. The study shows
higher investment and profitability in de novo private firms, and finds little difference in
profitability between privatised and commercialised enterprises. Similarly, there is little

evidence I excess employment between privatised and state-owned enterprises.
Overall, the performance of privatised firms seems to lie between de novo private and
state-owned enterprises. The authors also find very little difference in terms of
restructuring between privatised, state-owned, and commercialised enterprises. A

possible explanation for this similar behaviour is that tough budget constraint was a

* The welfare approach adopted in this study is developed in Jones et al. (1990).
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dominant factor that affected the whole former state sector, whether privatised or not

(Estrin, 1998: p.92).

Table 1.2 about here

Estrin et al. (1995) study the performance of 15 firms in Poland, Hungary, and
Czechoslovakia during 1990-92 period. The enterprises are of similar size, industry and
market competitiveness. Changes mn employment, product lines, and quality, together
with some other indicators, were used to evaluate the extent of restructuring. It was
found that 40 percent of enterprises reacted actively whereas only 17 percent responded
passively to changed economic conditions. They also find a strong relationship between

viability and privatisation. Almost all viable enterprises were privatised and these

received far more restructuring than other enterprises.

Earle and Estrin (1996) use the same data on Polish enterprises as in Belka et al. (1994)

but they categorise enterprises according to the dominant owner. They again find no
evidence that privatisation encourages restructuring. Employee owners, however,
perform much better than outside owners, which is rather different from the empirical

evidence from Western economies. The authors explain this by institutional

arrangements that favour insiders who could have chosen to buy only viable enterprises.

Another explanation could be the lack of outsiders’ control over decision-making in

these enterprises.

Barberis et al. (1996) examine the performance of 452 Russian retail shops privatised in
the early nineties. They find that restructuring is more likely in the presence of new
owners and managers. Surprsingly, employees’ share incentives do not increase the
likelihood of restructuring. Pohl et al. (1997) compare the achievements in restructuring

of 6,300 pnivatised and state-owned firms in seven Eastern European countries. The
results suggest that privatised firms outperformed comparable SOEs in terms of
productivity during 1992-95. The method of privatisation seems to have little effect on

performance, though financing method and ownership play a significant role with

*’ The sample consists of 4 enterprises in telecommunications, 4 in the airline industry, 2 in the electricity
sector, a trucking enterprise, a port and a lottery enterprise.
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regard to restructuring. Frydman et al. (1997) examine the operating performance of a
sample of about 150 Czech, Hunganan, and Polish privatised compantes during 1990-
93. They report that privatised firms increased revenue and productivity and reduced

costs by comparison with 93 SOEs 1n these countries and laid off fewer workers than

their SOEs counterparts. Among private firms, outsider-owned firms out-performed

those owned by insiders and employee-owned firms did not perform better than SOEs.

Hingorani et al. (1997) report that the equity values of Czech firms, privatised via a
voucher scheme, are positively and significantly related to the size of insider and
foreign ownership. In addition, the size of insider and foreign ownership are also
positively related. Further evidence 1s provided by Claessens et al. (1997), who
examine the profitability and market valuation of 706 Czech privatised firms during
1992-95. They find a positive relationship between ownership concentration and a

firm’s performance, particularly in firms with strategic investors and bank-sponsored
funds as large stakeholders. These results suggest that voucher schemes, which allow
the creation of block holders and give an ownership stake to insiders, may lead to the

mitigation of agency problems in privatised enterprises.

Anderson et al. (1997) study foreign participation in the Czech mass privatisation
programme and find that foreigners prefer profitable firms in which they can obtain
major shareholdings and can have undisputed control. The authors suggest that this can

be explained by lower agency costs and better control of political risks.

Frydman et al. (1996) and Pistor and Spicer (1996) link the relatively poor performance
of mass privatisation programmes in Russia and the Czech Republic to insider control,
arguing that insider control of privatised firms was the most important obstacle to
effective restructuring. In both countries the best companies fell under insider control,
while citizens become owners of the worst performing companies. Blanchard and
Aghion (1996) analyse whether the allocation of property rights to insiders could lead to
increased efficiency. The main argument in favour of insider privatisation seems to be

the alignment of control and property nights, while the arguments against are related to
the dominance of insiders and the trade-off between the private value of the firm to

insiders and its value to outside investors.
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Overall, the results of studies on transition economies seem to accord with those of
similar studies on developed countries which investigate the performance improvements

as a result of privatisation (Eckel, et al. 1997; LaPorta and Lopez-de-Silanes, 1997;
Ramamurti, 1997; Dewenter and Malatesta, 1997).

1.4.2 Theory and empirical evidence on the short run financial performance of
PIPOs

Studies on the financial performance of privately and state-owned enterprises measure

the benefits of pnivatisations and performance of newly privatised enterprises by
utilising data on share prices. The extensive literature on the short run performance of
private sector imtial public offerings (IPOs) reveals short term excess returns
internationally (Rutter, 1991; Tinic, 1988; Aggarwal et al.,, 1993; Levis, 1993).
Theoretical explanations for the observed initial premiums mostly concentrate on the

information asymmetry between the various parties involved with IPOs (e.g., the
winner’s curse hypothesis, the signalling hypothesis, the cascade hypothesis, costly
information acquisition, and the investment banker’s monopsony power hypothesis),
regulatory 1ssues (e.g. the lawsuit avoidance hypothesis, the regulatory constraint
hypothesis) ownership 1ssues (e.g. the ownership dispersion hypothesis), and market-

related issues (e.g. the stabilisation hypothesis, incompleteness market hypothesis).*

Rock (1986) explains the documented underpricing in IPOs in the context of the
‘winner’s curse’ model, in which ‘bad’ issues are more likely to be subscribed by
uninformed 1nvestors only whereas ‘good’ issues are subscribed by both informed and
uninformed investors. A testable hypothesis is that riskier issues should be more
heavily underpriced (Beaty and Ritter, 1986). Welch (1992) argues that issuers
underprice 1 order to induce a cascade in which the majority of investors would follow

the first investors. Similarly, underpricing could be used to attract investors to

subsequent 1ssues by signalling companies’ high intrinsic value (Allen and Faulhaber,

1989; Welch, 1989; Gninblatt and Hwang, 1989).
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According to the costly information acquisition hypothesis, investment bankers use
underpricing to induce informed investors to reveal information during the pre-selling
period. It is conjectured that those IPOs for which favourable information is revealed
will be underpriced more than those for which unfavourable information 1s revealed.
The underpricing is therefore the price companies are paying for a more accurate
valuation (Benveniste and Spindt, 1989). Another explanation hypothesises that
investment bankers have superior knowledge (power) which enables them to underprice

in order to reduce their effort and costs in marketing the issue (Baron and Holmstrom,

1980).

The regulatory constraint and the lawsuit avoidance hypotheses regard underpricing as a
response to regulatory pressure and/or the danger of a lawsuit 1n regard to the accuracy
of information in prospectuses (Tinic, 1988). Ownership issues and underpricing are
discussed by Booth and Chua (1995) and Brennan and Franks (1995), who argue that
managers of firms may want to underprice in order to achieve diffuse ownership. This,
however, may weaken monitoring by shareholders and may not be in the shareholders’

best 1nterest.

The market incompleteness hypothesis assumes segmentation between the market for
IPOs and other segments of the capital market. Maur and Senbet (1992) show how
underpricing compensates investors for the IPO’s ‘market incompleteness’. Finally,

Ruud (1993) suggests that initial returns are overstated due to price stabilisation by

investment bankers during a short period after listing.

The pricing of PIPOs has been researched to a lesser extent than that of other IPOs but
evidence on underpricing seems to be conclusive (Vickers and Yarrow, 1988; Jenkinson

and Mayer, 1988; Husson and Jacquillat, 1989; Levis 1993;1995; Aggarwal et al. 1993).
In one of the most comprehensive international studies on PIPOs, Jones et al. (1999)

find significantly positive initial PIPO returns which are much higher in countries with

9

governments committed to privatisation.”” The authors report a positive correlation

between PIPOs initial returns and foreign allocation, but find that issue size does not

*® Our survey of IPO literature is based on Ibbotson and Ritter (1995).
*? The level of government’s spending as a fraction of GDP is used as a proxy of how socialistic it is.
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significantly affect underpricing. The negative correlation between initial retums and
the size is interpreted as an indication that initial returns for PIPOs are not affected by
asymmetric information between 1ssuers and investors with regard to firm asset quality
and growth prospects.” The study also shows that underpricing in PIPOs is
significantly positively related to the percentage of shares sold and to the degree of

income inequality in a country.*!

Comparnsons of PIPOs and IPOs of privately owned companies are scarce (Table 1.3).
Early studies (Vickers and Yarrow, 1988; Jenkinson and Mayer, 1988; Perotti and
Guney, 1993; and Levis, 1993) suggest higher returns for PIPOs in several countries
including the UK, France, Spain, Turkey, Malaysia and Nigeria. Results of more recent
studies are inconclusive. Menyah and Paudyal (1996) report an average underpricing of
38.7 percent for PIPOs as compared to 3.48 percent for private IPOs in the UK, while
Dewenter and Malatesta (1997) suggest significantly lower returns for PIPOs in Canada
and Malaysia than for their private company counterparts. For the UK, however, they
report the opposite. They found no evidence to suggest that governments underprice
IPOs more than private 1ssuers, controlling for size and length of time between setting
the offer price and the offer date. Paudyal et al. (1998) report average premiums of
103.5 and 52.5 percent for Malaysian PIPOs and other IPOs respectively.

Table 1.3 about here

Ma (1998) uses Dewenter and Malatesta’s data and reports positive and significant

initial returns for PIPOs in the UK, France, Poland, Malaysia, Thailand and Taiwan,

with only Canadian PIPOs showing negative average initial returns. These returns are

significantly higher than those for private IPOs after controlling for relevant factors.
However, no difference was found between PIPOs and private IPOs in either
uncertainty or information asymmetry. The initial returns for PIPOs are primarily

determined by market pressure and the signal that investors observed from special

classes of investors.

 Larger companies are better known to investors and tend to spend more on disclosure of relevant
information.
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1.4.3 Theory and empirical evidence on the long run financial performance of

PIPOs

Empincal studies suggest that negative long run returns on private companies IPOs are
a world-wide phenomenon (Ritter, 1991; Levis, 1993; Loughran et al. 1994; Aggarwal
et al, 1993; Lee et al. 1996; etc.) (Table 1.4). Theoretical explanations concentrate on
irrational strategies by buyers and information asymmetry. For example, the
divergence of opinion and impresario hypotheses imply that the initial premiums should

be followed by negative long-term returns for IPOs. According to the divergence of
opinion hypothesis initial differences between optimists and pessimists would disappear
with the release of more timely information about the company. Eventually this would
lead to a drop in market price and IPOs underperformance in the long-run (Miller, 1977;
Levis, 1993). The impresario hypothesis has been introduced by Shiller (1990) who
suggests that underwriters (acting as impresarios) deliberately underprice offerings in
order to create excess demand. Consequently, when the excess demand is absorbed, the
market price will be reduced and the companies with the biggest underpricing would
have the lowest long-run returns. Ritter (1991) presents the ‘windows of opportunities’
hypothesis according to which large cycles in volume (hot periods) indicate companies’
attempts to ‘time’ their IPOs. The hypothesis predicts low long-run returns for IPOs
and seasoned 1ssues. Finally, signalling theories see initial underpricing as a signalling
device which serves to maximise the offer price of subsequent issues (Welch 1989).
Signalling costs (underpricing) will be prohibitively high for low quality firms. A
testable implication of the Welch model is that firms with higher underpricing will have

higher market value, and will make subsequent issues more quickly.

Table 1.4 about here

There are fewer studies on the long term than on the short term performance of PIPOs
and evidence based on single country data seems to be inconclusive (Table 1.4). Levis
(1993), Menyah et al. (1995), Menyah and Paudyal (1996), and Huang (1997) find that
PIPOs yield statistically significant positive long-run returns to UK investors, while
Davidson and Rosgen (1996), Davidson et al. (1997), and Davidson (1998) find

*! The Gini coefficient was used as a proxy for a country’s income inequality.
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negative one year net returns for France and Italy but positive returns for Austria and the

UK during 1990-96.# Positive long-term returns are also reported for German PIPOs

(Huang, 1997). Finally, Aggarwal et al. (1993) show negative one year returns for
Chilean PIPO:s.

Boardman and Laurin (1998) and Dewenter and Malatesta (1997) present positive and

statistically significant long-run returns for their intemational samples of 87 and 102
PIPOs respectively,” while Huang (1997) finds positive returns for PIPOs from most of
the nine countries in his sample, though only German, Turkish, Singapore, and Bntish
PIPOs have significant returns. Megginson et al. (1998a), examine the long-run buy-
and-hold returns for 264 share issue privatisations from 36 countries during the period
1981-1997. They compute one, three, and five-year local currency and US dollar
returns using domestic, international, and US market indices as benchmarks. They also
calculate wealth relatives with respect to companies in matching samples, controlling

for currency, size, and 1industry and find strong evidence for positive long term returns

regardless of the benchmark used for computation. Also, abnormal returns of
companies in the sample are on average higher than the returns for the firms in the
matching sample (between 61 and 74 percent of all the PIPOs sample outperform the
matching firm samples). Huibers and Perotti (1998) suggest that the positive long-term

returns may reflect ‘a period of resolution of policy risk in emerging markets during the

late eighties and early nineties’.

Megginson et al. (1998a) identify differences between private companies IPOs and
PIPOs which may help explain the difference in their performance. Firstly, PIPOs are
offerings where the proceeds do not usually go to the firm. Consequently, the

information conveyed in the issue 1s likely to be different from that conveyed in other
[POs. Secondly, PIPOs inevitably lead to a change in the ownership, financial
objectives and operating philosophy of the firms concerned. This particularly holds true

in transition economies where freedom 1s given to managers to respond to market

signals rather than to follow targets set by central planners. The shift from the targets

based on quotas to maximisation of shareholders wealth requires significant changes in

2 They do however, find positive one-year returns for the majority of European countries after March
1996, as cited in Megginson (1998).
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all aspects of management. Finally, managers in private companies IPOs might have
different performance objectives from PIPOs. For example, govemments would prefer
privatised firms to have positive long term returns in order to attract investors to further

issues, while the managers of private sector companies may be less concerned about

whether investors would earn abnormally high positive long-term returns by investing
in their company’s shares. According to Myers and Majluf (1984), managers may not
be willing to sell shares if this would lead to abnormal returns to new investors. This 1s

supported by empirical evidence which suggests that managers appear to time 1ssues

after temporarily abnormally large stock price increases (Ritter, 1991).

1.5 Conclusions

The reviewed literature is classified into three different levels (Figure 1.1). The starting
point is the theoretical literature that defines terms such as property rights and the
commitment problem. The property rights theory of the firm suggests that PEs should be
more efficient and more profitable than SOEs. According to the theory, the main
advantage of private ownership seems to be transferability of ownership, which enables
specialisation in ownership, leading to better owner incentives to monitor managerial

behaviour. * In transition economies, privatisation is seen as a necessary ingredient of

market and political reforms.

Figure 1.1 about here

The second level comprises theoretical and empirical literature on the operating and
financial performance of privatised enterprises and privatisation strategies in transition
economies. Early empirical evidence on the relative operating performance of privately
and state-owned enterprises in developed countries up to 1989, was inconclusive.

During the past decade, however, the empirical evidence has been moving in favour of

9 As cited in Megginson (1998).
“ De Alessi (1980).
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privately owned enterprises, particularly in the case of developing countries. The
empirical evidence on financial performance, based on country and multi-national data,
suggests positive short and long-term performance of PIPOs in the majonty of
developed and developing countnes. The empirical evidence on the relative
performance of PIPOs and private companies IPOs, and choice between various
privatisation methods seem to be inconclusive. In addition, data on transition
economies in the above mentioned studies is imited. Overall, the literature available in

the late eighties and early nineties seems to offer little guidance to Eastern European

countries on design of privatisation strategies.

Finally, the third level comprises empirical research on operating performance of newly
privatised enterprises in transition economies. At this level, we 1dentify two research
areas with a paucity of research: a comparative analysis of privatisation strategies in
the spirit of reviewed theoretical models, and the financial performance of newly

privatised enterprises 1n the transition economies. These two areas will be examined in

chapters two, three, and four.

In the next chapter, we focus on the choice of privatisation methods and the structure of
privatisation plans in Poland, the Czech Republic, and Hungary. These countries were
selected for two reasons. Firstly, their privatisation programmes are different which
provides an opportunity to examine the underlying factors that determined their success
or failure. Secondly, relevant data is available in these countries since they started their

programmes 1n the early 1990s and are often described as the most advanced with

respect to market reforms among all Eastern European countries.
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Chapter 2

PRIVATISATION STRATEGIES AND THE CHOICE OF PRIVATISATION
METHODS IN POLAND, THE CZECH REPUBLIC AND HUNGARY

Privatisations in developing countries are usually incorporated into development

programmes and are often required by international financial institutions as a part of a

structural adjustment programme.®

Embryonic financial markets, weak regulatory
capacity, lack of domestic savings, and incompetent managers seem to be the main
factors that operate against privatisation in such countries (Boubakrn and Cosset, 1998
and Vernon-Wortzel and Wortzel, 1989). On the other hand, their economic potentials
and fast rate of economic growth make them attractive to foreign investors and
contribute to the success of their privatisation programmes (Galal et al., 1994). Because
of the limited capital market capacity, partial direct sales seems to be the predominant

privatisation method. Sader (1994), for example, reports that direct sales accounted for

58% of value and 80% by the number of transactions in developing countries.

Poland, the Czech Republic, and Hungary are all developing countries and they face
similar factors that work In favour and against privatisation in other developing
countries. They are also countries in transition from command to a market type
economy, and require swift privatisation of a significant part of their economies.
Urgency and scale of privatisation, however, separates these countries from other
developing countries and calls for an analysis of their privatisation strategies and choice
of privatisation methods. An additional reason to study privatisation strategies in these
countries 1s that they have chosen very different privatisation strategies and methods. A
voucher scheme was the first and most important privatisation method in the Czech
Republic. Poland started with public offers and sales and introduced a voucher scheme
much later. Hungary opted for case by case privatisation with the emphasis on sales to
strategic partners. This contradicts sharply to similar macroeconomics’ policies these
countries adopted in early nineties and enable us to compare success of different

privatisation strategies and methods.

> For an excellent survey of empirical studies on performance of privatised companies in developing
countries see Megginson (1998) and Boubakr and Cosset (1998).
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2.1  Legal framework and strategies

2.1.1 Polish privatisation, 1990-98

The Privatisation law of 1990 provided a legal framework for privatisation in Poland.
The law was a compromise between various conflicting groups, which is probably why
none of the privatisation methods was strongly favoured.*® The Polish authorities
allowed for a variety of privatisation methods such as: privatisation through liquidation
(also called ‘direct’ method), privatisation through commercialisation (also called
‘capital’ or ‘indirect’” method), share issue privatisations (PIPOs), restitution (re-
privatisation), and small-scale pnivatisation. The government has also pursued a mass
privatisation programme for small and medium companies since 1995. Restitution,
small-scale privatisation and so-called ‘spontaneous privatisation’, which includes
setting up new private enterprises and selling and leasing out parts of state enterprises’

assets, although very important are not analysed in this thesis.” We focus on the

privatisation of state-owned enterprises controlled by the government.

The liquidation method, applied for small and medium size enterprises, has taken one of
three forms: asset sale, joint venture, or employee buyout. Asset sales have been

organised as public auctions where investors choose to purchase any part of the

enterprise.”® Under the joint venture method, the enterprise became part of a new

foreign company and the State became a shareholder in the new company with a stake

equal to the going concern of the liquidated enterprise. The state stake could than be

sold to employees and/or other investors. Finally, employee buyouts have involved the

‘ The debate was complicated by the fact that approximately 20 percent of Polish enterprises were
managed by workers’ councils (Milanovic, 1990). For example, the Solidarity movement strongly
objected to privatisation through commercialisation (Bolton and Roland, 1992:p.13).

‘" The Polish government, for example, has been concerned with the fairmess of the privatisation
programme and has also tried to compensate those citizens who suffered loss of property or persecution
under the communist regime between 1944 and 1962. Under the Law of Compensation, compensation
vouchers are distributed to individuals with valid claims. The vouchers can then be exchanged for shares
In state-owned enterprises, which are reserved for these purposes according to the Resolution of the
Council of Ministers, No 86 of October 4, 1993. The number of reserved shares is equivalent to a stake
of 5% of shares in the share capital of all companies offered for sale. Some 200,000 people qualified,
receiving vouchers worth US$ 2.3 billion (Privatisation International Yearbook 1997:p.98).

** The title ‘privatisation through liquidation’ is misleading because majority SOEs privatised in this way
were 1n a relatively sound financial position (Gomulka and Jasinski, 1993:p.4, as cited in Jermakowicz,
1995: p.79). In cases of enterprises in financial distress and when it is believed that enterprises will be
better managed after privatisation this method actually led to liquidation through bankruptcy.
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purchase or lease of the assets by the employees. Because of its preferential treatment of

> Privatisation

employees, the leasing method has proved to be the most popular.’
through the liquidation of small and medium businesses had a successful start in the
early nineties, with about 556 privatisations of small businesses through liquidation by
the end of August 1991.° The trend continued throughout the nineties, and the
liquidation method has proven to be very successful. By the end of 1996, 1,243

enterprises had been privatised via this method.*

Privatisation through commercialisation has been applied to larger and more valuable
enterprises. It is carried out in two stages. First the enterprise would be transformed
into a joint stock (or a limited liability) company, and then the shares would be sold
through competitive public tenders, direct sales, initial public offerings, or mass
privatisation. Strategic investors would normally be required to give commitments
regarding further investments in the company and in preserving employment.’* For
example, some of the commitments most often made by investors were to preserve
employment in the first 3 years, to spend more on environmental protection, to reinvest
profits in the first 3 years, to provide new technology, to preserve existing social

facilities, etc.

Privatisation of larger enterprises through commercialisation started rather slowly due to

the more complicated nature and higher value of these transactions. Privatisation of
some of the biggest companies was delayed because of problems with valuation. For

example, managers In some enterprises tried to reduce the value of a company just
before privatisation in order to obtain shares at a lower price.”> An additional problem

was a lack of co-ordination between various parts of central and local governments

involved in the privatisation programme. For example, the Privatisation Ministry was

“ Employees had better access to assets and had an option to eventually purchase the leased asset
(Jarmekowicz, 1995:p.81).

%0278 of them were leased to employees, 241 involved the direct sale of assets, 12 have been included in
joint stock companies and the remaining businesses adopted a combination of the three procedures.
Dynamica Prywatyzacji, no.1, 1991, as cited in Bolton and Roland (1992: p.14).

*! This equates to a 94% completion rate; Privatisation International Yearbook (1998: p.93).

*2 Some authors see these and other similar commitments as a way to reduce investors® private benefits
(Comnelli and L1, 1997). During the first three years of the privatisation programme the future investment
commitments exceeded all revenues from direct sales (Jermakowiz, 1995:p.72).
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in charge of privatisation, the Ministry of Industry was iIn charge of enterpnises, while
provincial and municipal bodies owned some of the enterprises to be privatised. This
situation sometimes created confusion among potential investors, resulting in delay in
privatisation of some of the biggest companies. These problems were tackled by
reinforcing the roles of the Ministry of Privatisation and the State Agency for Foreign
Investment (PAIZ) and by introducing strict regulation of the prnivatisation process and
related transactions at the stock exchange. By the end of 1996 there were 184 completed
capital privatisation projects involving medium and large enterprises which require the
organisation of competitive public tenders and PIPOs (Privatisation Yearbook, 1998:
p.93).

A well-regulated stock market soon provided the government with a medium for PIPOs,
a transparent way of privatising state assets and raising funds for the treasury without
raising taxes.>* PIPOs also increased the attractiveness of privatisation to workers and
managers who would normally get shares in their companies free of charge or on
preferential terms. Prices at Warsaw Stock Exchange (WSE), in dollar terms, soared by

more than 700 percent in 1993. The surge continued in 1994, when P/E ratios for
Polish companies averaged in the thirties. This was mostly due to limited supply and a
high demand for Polish PIPOs. In 1994 Poles were literally queuing to buy shares in

some of the numerous PIPOs which raised § 600 million, with the majority of sales

coming from the trading and banking sectors.

The populanty of the PIPOs helped the government with the re-activation of a
controversial mass privatisation programme. The programme was originally prepared

in 1991 as result of the slow pace of privatisation and a mounting government budget
deficit at that time.” Initially, the programme involved 400 enterprises to be allocated
to one of 5 to 20 “national investment funds”(NIFs). The funds would normally

receive 60% of the enterprises’ shares, 10% would go to workers and the remaining

% This, however, is not an exclusive feature of Polish privatisation. For example, similar cases have been
reported in the UK; See Getting Value for Money in Privatisations, 61st report of the PAC Session 1997-
98, The Stationary Office (1998), as cited in Financial Times, 3 September 1998.

* For example, the government organised a joint flotation of Tonsil, Krosno, Prochnik, Exbud, and
Silesian Cable in 1990.

** The deficit of 20 trillion zloty was attributed partly to the shortfall of 14 trillion zlotys expected from
the sale of state enterprises (Slay, 1991, as cited in Bolton and Roland, 1992:p.14).
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30% would remain with the state. The funds were to be managed by Western fund
managers and each of them would have a controlling interest in some of the enterprises.
Following criticism of the programme in Parliament it was postponed for mid 1993.
During 1991-94 Poland had five governments and five ministers of privatisation,
although one of them held the job in two different governments.”® During that time the
mass privatisation programme was abandoned and reinstated several times. Finally, in
December 1994, the pnivatisation munister signed legislation to create fifteen NIFs
designed to privatise 512 small and medium sized state enterprises.”’ According to the
legislation, each of the funds would manage controlling stakes (33%) in over 30

companies and about 2% 1in others. Companies were to be allocated to funds

randomly.”® Employees of privatised companies were entitled to 15% of the shares in
their companies and were not allowed to trade them on the WSE. The funds were
obliged to keep their holdings for at least three years and would also be paid running
costs, and would receive the cash equivalent of 1% of the value of their portfolios
annually during a ten year period, and 6% at the end of the tenth year. The fund
managers who run the funds were to be monitored by supervisory boards who were

drawn from the Polish population.” The programme actually started in November

1995. Under the programme, each adult Pole could buy one unit for PZ 20 ($6.79) and
exchange it for 15 shares, one in each of the 15 NIFs. Almost 95% of eligible Poles
actually exercised their option and bought the units which resulted in $100 million
profit for the Polish Treasury. The units (NIF certificates of Mass Privatisation
Programme vouchers) started trading on the WSE on 1 July 1996, fetching a price of PZ

140 each. Since 12 August 1996 they have been traded in both single price and

continuous trading systems, and NIF shares have been listed on the WSE since July
1997.

*® This is in sharp contrast with the situation in the Czech Republic, where Vaclav Klaus provided strong
political leadership and ensured the continuity of reforms. In addition, neither Hungary, nor the Czech
Republic had an equivalent to the Solidarity movement and a transition of workers representation.
Privatisation has often been delayed because of a need to involve the workforce.

°" The companies were estimated to be worth $2.8 billion and accounted for 8% of total industrial output
in 1994. Euromoney, April, 1995:p.101.

*® The allocation is based on the system used to arrange matches in the US football league.

* Advertisements for the boards of the 15 supervisory boards were placed in the Polish press, the
Financial Times and the Wall Street Journal. According to the rules of the programme the supervisory
boards can sack the fund managers after 180 day’s notice.
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Despite some problems and delays with the mass pnivatisation programme, the Polish
privatisation programme achieved good results. EBRD describes Poland as the success
story of the transition economies.” In contrast to most other CEECs, there has been a
continuity of the reform effort under shifting coalitions and the privatisation revenue
flow has been more than § 600m a year since privatisation started in early 1991. A
significant change in ownership structure has occurred, resulting in the private sector’s
share of GDP reaching 65% in 1997. As a result of the privatisation programme,
foreign direct investment in Poland amounted to $8,442m representing, 13.8% of
cumulative foreign direct investment in all Eastern European and Baltic countries in
1989-97.%" The government finalised the majority of planned sales of the trading,
tobacco, cement, paper, banking and brewing sectors.®” The sale of a 25% stake in
Telekomunikacija Polska, in spite of a downturn of WSE due to a crisis in Russia, was
one of the biggest IPOs 1n Europe in 1998. Almost a quarter of the 1998 privatisation
proceeds will be directed to financing pension reforms, and another PZ8 bn will be paid
to pensioners and public employees as compensation for past benefit cuts, found by
courts to have been unjustified.”> In 1999 Poland plans to privatise assets worth PZ15
billion ($ 3.9 bn) and PZ75 bn ($20.9bn) by 2001.* This should be achieved through
flotation or sales to strategic investors of 70 companies from the steel, distilleries, sugar

refineries and coal-mining sectors.

% EBRD, Transition Report (1998).

°" Only Hungary attracted more investment amongst CEECs during the same period; Financial Times,
Supplement: Investing in Central and Eastern Europe, 8 May 1998.

%2 About 90% of the retail sector is privately owned.

® Financial Times, 20 August 1998.

* Financial Times, Beginning to feel the pinch, 16 October 1998; Expected income from privatisations
for 1999 was revised to $ 3.9billion (Euromoney, April 1999: p.4).
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2.1.2  Czech Privatisation programme, 1990-98

The Czech Republic did not have a long history of structural and/or ownership changes
and had a much larger percentage of state ownership in GDP than Poland and Hungary.
Changes in legislation (e.g. a legal code and bankruptcy law) also lagged behind similar

changes in Poland and Hungary in the late eighties and early nineties.

The main methods of privatisation in the Czech Republic have been: mass privatisation

via a voucher scheme, direct sales, auctions for small companies, and transfers at no

charge to local authorities. The direct sale and voucher scheme are, according to the

Law of April 1991, parts of the so-called "large" privatisation, whereas other methods

comprise the so-called "small" privatisation. The voucher scheme 1s a distinctive

feature of Czech privatisation and has attracted the most attention in the literature.®

In 1992, 943 Czech and about 700 Slovak joint-stock companies were selected to
prepare privatisation plans in which one of the following privatisation methods should
be proposed: voucher method, direct sale, auction, or tender. The structure of the plans
was laid down, and included a business plan, valuation of the property to be privatised,
and other relevant information about the business activities. There were on average
more than 2 plans per enterprise from which the ministries had to choose one.*”® The
assets of the enterprises were than transferred to the Czech and Slovak National
Property Funds. All Czech citizens over 18 were eligible to buy a booklet of vouchers
and subsequently to participate in the bidding process, either directly or indirectly by
selling vouchers to investment privatisation funds (IPFs). The latter method proved to
be the most popular and investment funds ended up with about 73% of vouchers after
the first mass prnivatisation round. The remainder of the vouchers, 30%, was owned by

other investors (Euromoney, 1997: p.4). ¢’

> The following description of the voucher scheme is based on Voucher Privatisation in Facts and
Figures, Centre for Voucher Privatisation, the Czech Ministry of Finance, Majstrik, (1995) and Hingorani
et al. (1997).

% According to some sources there were, on average, three competing projects in addition to the projects
proposed by the enterprise management during the first privatisation wave (Jermakowitz, 1995: p.44).

7 The resulting distribution of share ownership among various categories of share owners after the first
wave is given as the mean ownership for the sample of 988 firms: 7% government, 4% direct sales to
insiders, 2% sales to foreign investors, 1.5% direct sales to banks, 33.5% small investors participated in
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The participation of employees, foreigners, and the government in ownership was pre-
determined. For example, the government claimed 3% of the equity of the firm as a
contribution to restitution payments to the original owners whose property had been
nationalised. Ownership by employees was limited to 5% of the equity and stakes
previously obtained by foreigners were recognised in the privatisation plaﬁs. * The
relatively low percentage allocated to employees compared to the percentages in Poland
and Hungary was a result of the absence of worker’s councils in the Czech Republic
after 1990. In addition, the Czech government consciously discouraged equity
ownership by managers (who were usually former Communist officials) and foreigners

on the grounds that both groups would ‘cannibalise’ companies with valuable assets

(Hingorani, 1997:p.367). The final argument against ‘internal privatisation’ related to
equality, on which the Czech government insisted from the very start of the programme,
for the workers and managers 1n profitable enterprises would gain from privatisation

while employees in loss-making enterprises or in non-manufacturing sectors (e.g.

education, health care) would not.

The rules for foreign investors were not dissimilar to those applying to domestic
investors. Nonetheless, foreigners had to undergo a long procedure if they wished to
offer a privatisation plan in the mass privatisation programme. The procedure involved

negotiations on at least four levels including management, branch and privatisation

Ministries, and the government’s Economic Council. %

The bidding process for shares 1n privatised enterprises in the first round of privatisation
was charactenised by oversubscription. For example, the biggest oversubscription (88.2
percent) took place in the third round in which the government lowered rates for some

enterprises in order to increase the demand for cheaper shares. ™

the voucher scheme, 41% investment funds participated in the voucher scheme, 8.4% unsold (Hingorani,
1997:p.360).

°% A small proportion of shares was sometimes given free of charge to townships or municipalities.

% Anecdotal evidence suggests that foreign investors decided to wait until shares were distributed to the
new owners rather than attempting to buy in.

" The rates for some companies were lowered by the government by up to 97 shares for 100 points

(Czech Ministry of Finance, 1995:p.14). For a description of the bidding process and changes in patterns
of demand see Hingorani et al. (1997).
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The second wave, conducted separately by the Czech and Slovak Republics, was
launched in February 1994 and included 676 newly founded joint-stock companies from
various sectors including telephone utility, gas distribution, pharmaceuticals, agriculture
etc.” In the second wave, the Czech Ministry of Privatisation changed the approach
towards direct sales which were often cnticised because of unfaimess and lack of
transparency. Consequently, direct sales were only encouraged for smaller firms.” In
all other cases, auctions and tenders had pnionty over direct sales. Another important
change was that voucher holders reduced the percentage of vouchers they invested via
investment funds.” Individual voucher holders focused their attention on ‘cheap’ shares
even more than in the first wave. On average individual voucher holders bought 34
one-thousand-crown shares for 1,000 investment points, whereas IPFs bought only 19.

Consequently, individual voucher holders bought more shares than IPFs, despite the fact

that they had only one third of the investment points available.

The capital stock of all companies involved in the two waves of voucher privatisation

totalled CZK 690 billion,”™ out of which 50% was privatised via vouchers, 20% by
‘standard’ privatisation methods (direct sales and PIPOs), and 10% remained with the

National Property Fund. The largest percentage of privatisation proposals came from
outside investors (about 40%) and managers (about 30%).” The privatised companies

were directly introduced to and began to trade on, the Prague Stock Exchange (PSE) in
March 1993. In 1998, about 80% of the economy was in private hands, compared to

about 2% at the beginning of the privatisation process.”

' An additional 185 joint-stock companies previously in existence but not included in the first wave were
included in the second wave of privatisation (Czech Ministry of Finance, 1995: p.19).

72 Smaller enterprises are those with a book value under 50 million CK, $1.7 m (Majstrik, 1995:p.62).

P Consequently, the percentage of investment points invested by the funds dropped to 64% (Czech
Ministry of Finance, 1995:p.19).

™ This is an estimate based on book values. Market valuation was required only for sales to foreigners.

3 Czech Ministry of Finance, (1995: p.19).
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2.1.3 Hungarian privatisation, 1988-98

Structural and other changes in ownership of Hungarian enterprises began 1n the early
eighties resulting in some components of a Western legal code, a few commercial banks
and a more vibrant private sector than in other command economies. Large SOEs were
broken into smaller units and a ‘self-management’ system was introduced during the
period 1980-86. Under the self-management system, workers would elect directors and
workers’ councils would be involved in making strategic business decisions. In
addition, workers were allowed to use enterprises’ assets for their own purposes after
normal working hours. After 1989 SOEs were encouraged by tax incentives to
transform into joint-stock companies. Although it contributed to important
organisational and structural changes, the bottom-up approach to reform and changes 1n
ownership was not an overall success, for the collusion of workers and managers, and
lack of control of the transformation process enabled managérs to stnip valuable assets

and leave behind an empty shell. This ‘spontaneous’, often called ‘wild’, privatisation
continued until March 1990 when the government decided to centralise privatisation by

establishing the State Privatisation Agency (SPA).”

Give-away privatisation schemes were rejected by Hungarian authorities at the outset
and Hungary opted for case by case privatisation with the emphasis on sales to strategic
partners.”  The government took the view that this would provide the know-how,
management capability and corporate governance that could not be achieved with a
voucher privatisation programme. In addition, sales were preferred to a give-away
scheme because of mounting government debt and pressure to increase government

revenues. Associations with a foreign or a domestic partner, direct sales, and initial

public offerings have been dominant privatisation methods of the privatisation process

76 This may be an exaggeration since the state still holds a significant stake in privatised companies via
the National Property Fund. In addition it still not clear to what extent the government is continuing to
provide subsidies to state-owned companies.

™ For numerous examples of corruption and cases where serious valuation problems arose during
‘spontaneous privatisation’ see Lipton and Sachs (1990), Grosfeld and Hare (1991), and Valentiny et al.
(1992).

® The only free distribution of shares was to the Social Security fund and local councils. In addition,
workers were able to buy about 10 percent of shares in relevant firms at reduced prices.
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since the creation of the SPA.” Under the first privatisation programme, Hungary was
expected to privatise about 50-60 percent of state owned assets over a 3-5 year period.

The programme recognised two types of privatisation: ‘privatisation from above’ and
‘privatisation from below’. Privatisations in which the initiative for transformation
comes from the SPA are called ‘privatisations from above’. These include prnivatisation
programmes for large firms as well as pre-privatisations of small family businesses.
About 500-600 large firms were supposed to be privatised by 1993. The main

privatisation method for the most successful firms in this group were PIPOs. The list of

the first 20 companies to be privatised via share issues was announced 1n September

1990.

In ‘privatisations from below’ transformation of state-owned firms into joint stock
companies was initiated by enterprises and the SPA only approved and supervised
subsequent sales to private partners. This privatisation method involved about 300-400
small and medium-sized firms with strategic foreign investors. ‘Privatisation from
below’ proved to be much more successful than ‘privatisation from above’ in the first
two years of the programme. Sugar refining, tobacco, paper and other processing
industries were particularly successful in attracting foreign capital and Hungary received

more than 50% of the total foreign direct investment in the whole of Eastern Europe 1n
1991.%

In 1992 the government introduced a new privatisation programme, which marked a
shift of emphasis from revenue maximisation towards speed, improvement in efficiency,
and greater participation by domestic buyers. Two new institutions were founded: the
Hungarian State Holding Company (AVRt) and the State Property Agency (AVU).
According to the programme, the state was to retain permanent stakes in 184
strategically important companies. The State Holding Company would be responsible

for day-to-day management decisions and for carrying through government
recommendations regarding privatisation in these firms. In order to increase the pace of
privatisation of the largest firms the government introduced additional privatisation
methods. These were privatisation through leasing arrangements and privatisation

P SPA was given responsibility for supervision and initiation of ownership transformation in nearly
1,850 firms.
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through partial private shareholdings. Employees were allowed to buy up to 25 percent
of shares offered at preferential terms. The government also became more sympathetic
to the role of management in leading buy-outs.”’ In addition, managers were given the
choice to sell assets in small and medium enterprises without state involvement, the

only condition being that firms, prior to the sale, should choose an SPA-approved

consultant to value the assets.®

The new privatisation methods and institutional changes contributed to hard-currency
sales of $500 million in 1992 and $1.3 billion in 1993, but they dropped to less than
$100 million in 1994, as a consequence of tensions over the direction of reform within
the ruling Socialist-Liberal coalition resulting in a delay in the Privatisation bill.* The
financial cnisis in Mexico, and other emerging markets, caused additional problems for
the programme.** Some high-profile privatisations were cancelled and the privatisation

minister was sacked. Durning the first six months of the new government privatisation

ground to a near-halt.

Privatisation accelerated after the merger of AVRt and AVU and creation of a single
agency, APV Rt, 1n the second half of 1995. Its objective was to speed up the sale of
some 1,000 state-owned or partially privatised companies which would increase the
share of the private sector in the economy to more than 80%.% It was also planned that

the state would continue to hold minimum 25% stakes in some major companies for a
further 20 years 1n order to steer them gradually towards privatisation. Sluggish

domestic consumption 1in 1995 and 1996 contributed to a low domestic demand for
shares, so that foreign institutional investors dominated the BSE.* According to the

Law on Investment, foreigners were given the right to own up to 100 percent of
enterprises with favourable rules for the repatriation of profit. Foreign investment

accounted for about 85 and 70 percent in 1991 and 1992, respectively, but dropped to

*0 Bolton and Roland (1992:p. 9).
'! After the wild privatisation there was a strong resistance to the leading role of managers in the
privatisation process. The management was able to participate actively in privatisation only as a

complement to employee buy-outs (Karsai and Wright, 1994).
%2 Bolton and Roland (1992: p.11).

¥ Euromoney (1995: p.79).
* The Mexico crisis knocked about 20% off the Budapest Stock Exchange (BSE) in early 1995.
'> The private sector’s share of the economy was 55-60% in June 1995; Euromoney (1996).
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about 50% 1n 1995. In the same year, domestic institutional investors, insurance
companies and households accounted for not more than 5% of total market
capitalisation. To encourage about two million small domestic investors the
government allowed eligible investors to buy up to $970 worth of shares through
interest free loans repayable in instalments over five years. The loans were either given
directly by the National Bank of Hungary or extended by commercial banks and then
refinanced by the National Bank of Hungary. ®

In 1997 the Hunganian Parliament passed an amendment to the Privatisation Law which
changed the state’s sharcholdings in the telecommunication company Matav and the
leading commercial bank OTP from 25% plus one vote to a single golden share. This

enabled APV Rt to proceed with privatisation share issues for these two significant
Hunganan companies. The state would also retain a golden share in another 27
companies from various industries and would retain a long-term ownership stake in 116

enterprises. For all these companies plans were made for future public offerings.®

Privatisation of the gas, o1l and electricity sectors was mostly complete by the end of
1997 and in line for privatisation during 1998 and 1999 were pharmaceutical firms,
banks and some agricultural enterprises. With regard to banking sector, the agency was
planning to permit the sale of a stake of at least 25% plus one vote to a strategic
investor, who would be expected to acquire the stake through the purchase of shares or
via re-capitalisation of the relevant bank.” The economic outlook is very good, and
earnings for Hungarian listed companies are forecast to rise more than 60% in the 12

months to October 1999 (more than 6 times the growth rate predicted for Poland), and

the GDP is expected to continue rising at 5%.%

* Tough austerity measures to deal with the rising deficits in the budget and the balance of payments,
were one of the main causes of to the sluggish domestic demand.

* For example, investors in Danubius hotels could borrow up to 50% from banks with ten percent of the
balance to be paid immediately, and another 40 percent after 6 months; Emerging Stock Markets
Factbook (1995:p.149), The Times, 21 June 1995, and Financial Times, 7 January, 1993; Apart from the
credit facilities the Small Entrepreneur’s’ Guarantee Fund and the Credit Guarantee Corporation were
founded to help small investors borrowing through extended guarantees (Bakos, 1995:p.100).

8 EBRD (1998).

* The plan was not always welcomed by the existing managers reluctant to cede full control to foreign
mnvestors. However, twenty-six out of forty-four banks were privately owned by the end of 1995.

Twenty-two of the privately owned banks are majority foreign controlled. Financial Times, 16 December
1996.

® Financial Times, Central and Eastern Europe Look Up, 7 December 1998.
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The Hungarian government has tried to use the privatisation programme to compensate
individuals who had lost property under the communist regime. Applicants with valid
claims have received compensation coupons, which are similar to convertible bond in
that they have a face value and have accumulated interest to the end of 1994, and can be
exchanged at redemption value for shares in state-owned enterprises. The supply of
shares in state-owned enterprises has been rather low and consequently coupons were

traded at huge discounts on the secondary market.”’

Commentators agree that Hungary is leading the way in bank privatisation and the
development of a capital market among CEECs, and it has the highest private sector

share of GDP of any CEEC at around 80 percent.”* SPA and AVRt accounted for FT 97
billion and FT 205 billion 1n sales to foreign investors respectively, and they privatised
660 and 26 enterprises during the 1990-95 period, respectively.” During 1989-97
foreign investors invested about $15,403 million of direct investment into Hungary
representing 25.2% of the total cumulative foreign direct investments in CEECs and
Baltic countries during the same period, far more than in any other country.”* It is

estimated that about half of the investment has come from participation in Hungary’s

privatisation programme with the largest stakes resulting from the privatisation of the

electricity and telecommunications utilities.

! During 1996 and 1997, however, the supply of the shares increased, resulting in the exchange of
around 75% of the coupons; Privatisation Yearbook (1997: p.79).

72 ¢ ..The Budapest stock exchange has set the standards for others, with big, liquid issues, a political
commitment to the reform and privatisation process that has not wavered despite changes of government,
and a market watchdog firmly on the side of the investor.’ ; Financial Times, 8 May 1998.

 Exchange rates varied between FT 75 and FT 110 to the US dollar during the period; Euromoney,
(1995: p.80).

* EBRD (1998a).
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2.2 Summary of conjectures on privatisation plans and choice of privatisation

methods

Table 2.1, summarnises the most popular methods of privatisations used 1n transition

economies. Each of the methods has some political or other implication for
implications for efficiency, revenues, restructuring, and corporate governance. The
biggest advantage of voucher schemes, for example, seems to be their speed and

political popularity. Their advantages, however, could be outweighed by a diffuse

ownership structure and related problems with corporate governance. Direct sales to
foreigners are almost exactly opposite to the voucher schemes. They tend to bring in a
new capital and corporate governance but they seem to be rather slow and are often
politically unpopular. PIPOs and sales to management and employees are both
politically popular. The biggest advantage of PIPOs is that they contribute to
development of a stock market. The main disadvantages, however, are underpricing and

their slow pace due to limited market capacity. Sales to management and employees are
a relatively quick way to privatise state assets in a popular manner, but they may result

in a diffuse ownership structure dominated by insiders who may resist restructuring.

Table 2.1 about here

Conjectures formulated in the literature on privatisation plans and the choice of
privatisation methods summarised in section 1.3., however, have not yet been explicitly
tested in the context of transition economies. We, therefore, examine the following

conjectures regarding the structure of privatisation plans and the choice of privatisation

methods, utilising a sample of large Polish, Czech, and Hungarian non-financial

companies.
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I Conjectures on privatisation plans
C:2.1 Privatisations (regardless of method) are predominantly partial (Perotti and

Guney, 1993; Perotti, 1995; Biais and Perotti, 1997).

C:2.2 Privatisation proceeds and percentage sold increase over time (Perotti and

Guney, 1993, Perotti, 199)).

C:2.3 Manufacturing enterprises in competitive markets tend to be privatised with

relatively larger initial sales than enterprises in politically sensitive sectors,

such as. utilities and other regulated industries (Perotti and Guney, 1993).

C:2.4 Governments allocate shares in a politically motivated manner favouring

employees (Perotti, 1995; Biais and Perotti, 1997; Jones et al., 1999).

C:2.5 Governments tend to give up day-to-day control, but retain some form of

effective veto power (Jones et al., 1999).

C:2.6 Stakes in several enterprises are often sold simultaneously (Perotti and Guney,

1993).

IT Conjectures on the choice of privatisation methods

C:2.7 Governments favour direct sales to PIPOs (Megginson et al., 1998b; Jones et
al., 1999).

C:2.8 The average percentage of shares sold is higher in direct sales than in PIPOs
(Megginson et al., 1998b).

C:2.9 PIPOs are, on average, larger transactions than direct sales (Megginson et al.,

1998b).

C:2.10 Enterprises in some industries (e.g. telecommunications) are more likely to be

privatised by PIPOs (Megginson et al., 1998b).
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2.3 Data description

Although data on ‘mass privatisation’ programmes tends to be centralised, privatisation
data varies, depending on the source, and is sometimes incomplete. This 1s particularly
the case with direct sales, where enterprises often choose not to disclose all details.
Sometimes reasons are related to government statistics and political interests. For
example, some privatisations are recorded in the year when the process started and the
others in year of completion. There are, however, some examples of ‘window dressing’
and more fundamental problems with privatisation data. Given the high political
sensitivity of privatisation in CEECs i1t 1s not difficult to understand government’s
temptation to meet a revenue target at all costs. The Polish Ministry of Pnivatisation,
for example, intentionally used the remaining number of non-privatised enterprises from
the last period instead of the total number of enterprises supposed to be privatised when
privatisation started for the calculation of the percentage of completed privatisations in a
specific year (Jermakowicz, 1995). Bakos (1995) gives an example where the
Hungarian State Property Agency’s data differs from that given by the Hungarian
National Bank. The difference in estimated total revenue from privatisation between
these two sources was about FT 5 billion 1in 1992. Finally, Karsai and Wright (1994)
suggest that Hungarian SPA’s annual revenue targets and lack of manpower to monitor

the privatisation revenue streams affected not only the accuracy of privatisation data but

the valuation of some privatisation buy-outs as well.

Sources of data on privatisations in this study include various issues of Privatisation
Yearbooks, data used 1n previous research on privatisation (Perotti and Guney, 1993 and
Dewenter and Malatesta, 1997), the financial press, Ministries of Finance in respective
countries, and other sources as cited in the text. While not underestimating the
importance of small-scale privatisations and the emergence of the ‘de novo’ private
sector, in our empirical analysis of privatisation strategies and methods we address only
privatisations of large enterprises in Poland, the Czech Republic and Hungary.” Where
forced with differences in aggregate data on privatisation we give the most conservative
estimates of representativeness of our sample. Even with conservative estimates our data

seems to be more comprehensive than similar data in previous studies.
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2.3.1 Poland

There were 1,243 ‘liquidation’ and 512 ‘mass-privatisation’ projects for small and
medium enterprises, and 184 ‘capital’ privatisation projects for large enterprises
completed in Poland by the end of 1996.°° In order to obtain comparative data with that
used in previous studies, we concentrate only on ‘capital’ privatisation projects for large

non-financial enterprises which involved direct sales and PIPOs.

We examined 211 privatisation transactions during the 1990-99 period which 1s around
80% of the population for ‘capital’ privatisations (Appendix 3).” The data on
privatisation proceeds, percentage of shares sold, industry, and the privatisation method
was collected by an extensive press search and from various issues of Privatisation

Yearbook, Dynamika Prywatyzacji, and Dow Jones Newswires. Some data on proceeds

and percentage of shares sold was obtained from an unpublished appendix 1n Dewenter

and Malatesta (1997), and various tables in Jermakowitz (1995), and Perotti and Guney
(1993).

2.3.2 Czech Republic

Our sample for the Czech Republic consists of about 26% of the total number of
companies privatised in two privatisation waves by standard methods (Appendix 4).”
The data on proceeds, percentage sold, industry, and the privatisation method for large
non-financial enterprises was collected from Privatisation Yearbooks (various issues),

an unpublished appendix in Dewenter and Malatesta (1997), and from an extensive

press search (mainly the Financial Times and Euromoney). Data for some early

privatisations is from the Financial Times, as cited in Perotti and Guney (1993).

Finally, data on planned privatisations has been obtained from government sources.”

% For more on de novo companies in CEECs see : Lane (1995) and Gibb (1993).

% Privatisation Yearbook (1998:p.93).

7 We also considered privatisations planned for 1999.

% This percentage would have been much bigger had we used for our calculations only transactions
involving large companies. We, however, do not know the proportion of larger companies in the total
number of companies privatised by standard methods.

# The Czech Republic Ministry of Finance (1999).
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2.3.3  Hungary

We examined 123 privatisations of the largest Hungarian enterprises over the period
1988-1999, which is about 50% of the all privatisation transactions involving large
enterprises duning the period (Appendix 5). The data on proceeds, percentage of shares
sold, industry, and privatisation method for large non-financial enterprises was collected
from Privatisation Yearbooks (various issues), an unpublished appendix in Dewenter
and Malatesta (1997), from an extensive press search (mainly the Financial Times and

Euromoney), Dow Jones Newswires, Perotti and Guney (1993), and various Budapest

Stock Exchange (BSE) sources.

2.4 Privatisation strategies and choice of privatisation methods

2.4.1 Assessment of Polish privatisation strategy and choice of privatisation

methods

The Polish approach to privatisation was gradual. The majority of assets were
dispossessed 1n stages, with smaller disposals preceding subsequent sales. The average
percentage of shares sold in PIPOs and direct sales was 66% and 80%, respectively
(Table 2.2; Panel B).'® The Polish government began with high percentage sales in
competitive industries such as food, breweries, and confectioneries in the early nineties.
Privatisations in banking and other politically sensitive industries followed.!"” Heavy
industry 1s the sector that has attracted interest from foreign investors only recently.

The steel industry 1s leading privatisations in this sector with 11 out of 25 state-owned
mills already sold and a further four in preparation for privatisation.'” In the coal

industry the government postponed privatisation and developed a radical five-year

restructuring plan.

'®% Dewenter and Malatesta (1997) reported an average of 89.3% for 19 Polish PIPOs in an unpublished
appendix.

191 Privatisation in banking started in 1993-1994 with the help of EBRD.

12 Financial Times 26 March 1997.
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According to our data, during 1990-93 the average percentage sold per company was
around 76 percent. During 1994-98 the average, however, dropped to about 46 percent
(Table 2.2; Panel A). The Polish government has preferred direct sales to PIPOs by a
2.8 to 1 margin. (Table 2.2; Panel B). This 1s higher than the 1.8 to 1 margin for 113
Polish privatisations reported in Megginson et al (1988b). The margin is, however,
lower than the 3 to 1 margin reported for East European countries in Megginson et al.
(1998b).'” Seventeen companies in our sample combined direct sales with PIPOs.
About 33 percent of total proceeds raised by enterprises were raised via share issue
privatisations.'” Average capital raised per transaction for PIPOs and direct sales was
about $47m and 3$42m, respectively. PIPOs are, on average, bigger transactions. The

percentage of shares sold, however, 1s bigger in direct sales than in PIPOs (80%

compared to 66%).'*

Table 2.2 about here

Around 35 percent of privatisations in our sample are with some foreign participation
(Table 2.2;Panel B).'® Direct sales have higher percentage than PIPOs (the average for
direct sales is around 41%). Exact data on the block held by foreigners is available for

46 privatisations. The average block held by foreigners is high at about 62.5 percent.

A distinctive charactenistic of the Polish privatisation programme is the preferential
treatment of employees. On average, more than 21 % of shares has been allocated to
employees and the shares are sold at a significant discount.'”” One of the reasons for a
preferential treatment of employees in Poland is the government objective to reduce
labour’s control over enterprises. This was intended to be achieved by making workers

shareholders in the company, and by abolishing the powerful workers’ councils which

kept enterprises tied to union requirements over pay and employment. Under Article 36

of the Law on Commercialisation and Privatisation of State-Owned Enterprises of

%> Megginson et al. (1998b) sample comprises Poland, Hungary, Czech Republic, Bulgaria, Romania,
Slovakia, and Croatia. Except for Hungary, the above mentioned countries have had only a few PIPO:s.
'* The Megginson et al. (1998b) report 37% for a sample of 113 privatisations in Poland. In their sample
PIPOs were 35% of all privatisations.

'> Dewenter and Maltesta (1997) report average proceeds of $12.6m for 19 Polish PIPOs in an
unpublished appendix.

1% Foreign participation includes EBRD shareholdings.

197 Detailed data was available for 21 companies.
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August 30 1996, employees are offered a stake of up to 15% of shares in the share

capital of the company free of charge.'™

2.4.2 Assessment of Czech privatisation strategy and choice of privatisation

methods

The Czech government has clearly chosen a mass privatisation programme dominated
by a novel voucher privatisation method, placing emphasis on the speed and fairness of
the privatisation process. More than 1,000 enterprises were privatised in two
privatisation waves dominated by voucher privatisations, whereas direct sales and
PIPOs have played only a marginal role (Table 2.3). The results of our analysis on 59

privatisations via direct sales and PIPOs presented in Table 2.3, therefore, should be

treated cautiously and imn the context of the overall privatisation programme. For
example, the direct sales to PIPO ratio 1s almost 1 to 6, which is very much different
then the ratios in Poland and Hungary. A clear majority of sales were concentrated in

two privatisation waves and the Czech government has relied on PIPOs to a lesser
extent then governments in other CEEC. The second notable difference between the
results for Czech Republic from those for Poland and Hungary is the lower average

percentage sharcholdings owned by foreigners (47% compared to just above 60% in
Poland and Hungary). Other results for standard privatisation methods, however, are

similar to those reported for Poland.

Table 2.3 about here

The massive and complicated privatisation programme has created numerous problems
at both government and enterprise levels. At the government level, changes in

regulation were numerous and not always synchronised with the privatisation process

itself. For example, the new commercial code was not reflected in privatisation projects
because it came only after privatisation started (Majestrik, 1995). There were cases

where industry ministries had quite different views on a privatisation from privatisation

198 “The need to buy off union opposition is the main reason why the privatisation of highly unionised
state companies provides for 15% of the stock of the newly privatised company to be distributed free to
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ministries. Anecdotal evidence suggests that the privatisation ministry was often biased

in favour of existing management.

At the enterprise level, the evaluation of numerous privatisation projects created major
problems. The business plans were rather weak, often proposing break-ups even when
they were not technologically feasible.'” Among teams with the competing projects a
team supported or led by the existing management of the enterprise would normally
have a huge advantage due to management’s information monopoly.''® The
management was also 1n a position to delay privatisation by refusing to disclose relevant
information, or by signing long-term rental agreements for assets in their control. There
were also examples of asset stripping by management, either directly or via parallel

companies using transfer prices. Such behaviour prompted changes in the Privatisation

Law in 1992.

A number of problems became acute only after the completion of the mass privatisation

programme in 1995, mainly in the area of corporate governance. About 265 investment
privatisation funds registered in the Czech Republic have, without any doubt, facilitated

the speed of the prnivatisation programme. They attracted about 60% of vouchers in the

first privatisation wave, which resulted in control of about 29 % of all outstanding

111

shares in privatised companies.”” The funds were, however, allowed to acquire up to

20% percent of shares in a company.''? Due to this limitation they were not able to

acquire enough shares to become the majority shareholder in the privatised

13

companies.'” Some of the funds have retained shares in more than 100 companies

making it practically impossible to perform any active role in their monitoring and
restructuring.''* The funds seem to be caught between becoming portfolio investors and

strategic shareholders in the companies. Sluggish domestic demand for shares of

the workforce”, Financial Times, 26 March 1997.

1 On average, each privatisation project led to the creation of two new business units (Majestrik,1995:
p.53).

"9 This has also been documented for Hungarian privatisation where management in some companies
submitted buy-outs proposals to the SPA only to waive the competition requirement (Karsai and Wright,

1994). Similar problems were documented in management buy-out literature on developed countries (see
Thompson et al.,1990).

11 Czech Ministry of Finance (1995: p.13).

"2 In addition, the funds were allowed to invest up to 10 % of its own assets in a single company.
113 A 34% stake gives the right of veto in the boardroom.
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privatised companies and an illiquid stock market have made changes in this area even

more difficult.

The concentration of power and lack of involvement in corporate restructuring are not
the only problems related to the investment privatisation funds. Of the 13 biggest funds
only one is not owned by banks.'”® On the other hand, the State Property Agency owns
about 40-45 percent of shares in the banks. The privatisation law, in spint, ruled out

such cross-ownership, but the government responded passively in order to gain support

of the major banks in the distribution of voucher books to eligible citizens.''® During the
privatisation process Czech enterprises have significantly increased bank borrowing.
The reasons for the higher borrowing were twofold. Firstly, the privatisation process

was rather long, often lasting for a whole year. During this period bank loans were the
only source of financing. Markets for corporate bonds and equity were not functioning

and there was neither market nor government monitoring to prevent excessive

borrowing by managers. Availability of foreign loans to enterprises was also limited by
government regulation."!” Secondly, a significant number of buy-ins and buy-outs were

financed almost entirely through bank loans. ''* Anecdotal evidence suggests that banks
use influence on enterprise boards through investment fund representatives to safeguard

their loans to the enterprises, and sometimes to endorse asset stripping by funds. This
cross-ownership also leads to a conflict of interest between banks’ commercial and

investment activities and jeopardises the interests of minority shareholders’ in both

funds and privatised companies.'"

"4 For example, the Komercni Fund (controlled by Komercni Banka) has retained stakes in 265
companies. Gavin Gray, Czech Republic’s Invisible Revolution, Euromoney, April 1995.

'3 The top 13 biggest funds control about 56% of the vouchers and the 20 top funds control 90 percent of
the vouchers (Financial Times, 2 June 1995).

''¢ Fries (1995).

"7 The government required that interest on the loans more than four times a firm’s capital stock were not
tax-deductible (Majestrik, 1995 p:60).

118 This resulted in much higher gearing ratios than in other transition economies. Our own calculations
based on accounting data from the Amadeus database suggest much lower gearing ratios than in OECD
countries. For example, total debt/total assets ratio for the Czech Republic, Poland and Hungary were
21%, 12%, and 16% respectively in 1995. The average gearing ratios for non-financial companies in
transition economies, however, are surprisingly low. For example, the average comparable ratio for the
UK, France, Germany, and Italy was 24% in the same year (Own calculations based on results reported in
Rajan and Zingales, 1995).

'' This expropriation of companies’ assets by banks via investment funds in the Czech context is called
‘tunnelling.’
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The government is admitting the failure of the voucher privatisation programme to
create strong majority owners who could bring new capital and promote restructuring.
The programme lacked a mechanism for ensuring the emergence of a ‘stable core’ of
owners and the rapid marketability of shares so that holdings could become more
concentrated.”” In a recent government study on the operating performance of newly
privatised Czech enterprises, results show that enterprises privatised under the mass
voucher programme underperform those privatised by ‘standard’ methods in terms of
profitability and productivity, while enterprises controlled by foreigners outperform
other enterprises in all categories. ' A surprising result was that, in terms of value-

added per employee, state enterprises performed better than the pnivatised enterprises

(except those controlled by foreign investors). The Czech government seems to have

succeeded in privatising fast and transferring ownership to new economic agents, but to

have failed in creating incentives for companies restructure and improve efficiency.'*

In order to correct some of these irregularities, the government has been trying to
change the ownership structure of privatised companies. Changes have already been
made with regard to previous limits to the maximum concentration of ownership in

investment privatisation funds. These have now been reduced, with a view to creating a

better marketability of shares. The government is hoping that this will lead to higher

concentration of shares in the hands of ‘active’ owners. The government is also
encouraging direct sales of shares held by the funds to potential strategic partners via
so-called derivative privatisations (Appendix 4, Panel B). Derivative privatisation is a
method whereby funds pool their interests in a company and market them together. The

new privatisation method aims to attract potential strategic partners, and to enable funds

to concentrate their holdings in certain companies or industries.

The government has recently selected about 30 companies for further privatisation

through direct sales. These companies are mostly regional power plants (see Appendix

'*0 For more on the French-style ‘stable core’ policy see Estrin (1991: p.8) and Lipton and Sachs (1990).
| The study analyses the performance of manufacturing companies excluding the electricity, gas, and
mining sectors; Zprava Vlady CR o Stavu Ceske Spolecnosti, as cited in Hospodarske Noviny, 15
February, 1999.

'22 “The aim of privatisation was not corporate restructuring but to introduce a new economic agent...if
you judge it by this aim, it (privatisation) has been an unequivocal success.’ Nigel Williams, Chairman of
Creditanstalt Investment Company in an interview to Euromoney, Czech Republic’s Invisible
Revolution, Supplement on Privatisation, April, 1995.
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4, Panel B). The government is planning to sell its complete remaining stake in these
companies (on average 47%) exclusively to strategic partners and/or investors who

already hold considerable stakes in the companies.

Finally, the government has taken an extreme measure by practically re-nationalising
about 30 financially distressed privatised enterprises. The re-nationalisation was
performed through debt-equity swaps in April 1999.'> The enterprises’ loans are to be
transferred to a new Development Agency that guarantees the enterprises’ working

capital and will install new management. The objective of re-nationalisation is to
prepare the enterprises for a new privatisation by direct sales to strategic partners. The
government has argued that the re-nationalisations do not indicate a shift in government

policy towards privatisation, but an attempt to correct failures of the previous

programme.'**

2.4.3 Assessment of the Hungarian privatisation strategy and choice of

privatisation method

Hungary is one of the rare CEECs not to embark on a mass privatisation programme.'”
Its privatisation has been gradual and dominated by partial sales. The average

percentage of shares sold, during 1988-98, is 54%, as shown in Panel A of Table 2.4.

The percentage increased up to 1993, with percentages of 47, 50, 56, 60, and 73 percent
in 1989,1990, 1991, 1992, and 1993, respectively.'*

Table 2.4 about here

123 Among the companies are some well known large enterprises such as Chemapol, Skoda Plzen, and
CKD (Financial Times 14 April 1999).

124 A similar case of re-nationalisation has recently happened in Jamaica where the government re-
nationalised three sugar mills. Re-nationalisation has also been advocated for Russian gas and oil sectors
by Jeffrey Sachs, one of the most prominent supporters of privatisation, who acted as an adviser to many
Eastern European countries. In these companies shares were surrendered to banks as a collateral for
loans. The banks are, however, dominated by powerful insiders who prefer the ‘status quo’ and resist
any restructuring (Euromoney, March 1999).

123 Other countries are Azerbaijan, Turkmenistan, Uzbekistan, former Yugoslav republics of Croatia,
Macedonia, Bosnia and Herzegovina, and FR Yugoslavia (Estrin, 1998).

126 We ignore 1988 for which we have data for one company only.
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The average percentage of shares sold, however, dropped from 57% dunng 1989-93 to
about 32% in 1994. In 1997 the percentage was about 35%."*’ The drop in 1994 can be
explained by the political tensions, after which the new government opted for a more
gradual approach and decided to retain at least 25 percent of ownership in some key
companies for up to 20 years. Furthermore, since 1994 the government has increased
the number of PIPOs, which normally reduces the percentages sold. Proceeds from
sales increased from an average of $58.2 million per sale in the early nineties to about $

166.25m per sale during 1994-97, with an average for the whole period of $116 million,

which gives some support for conjecture 2.

The percentage sold in companies in highly competitive industries (e.g. food, electrical
appliances, soft drinks, confectionery and tobacco) was much higher than the percentage
sold in enterprises from regulated industries. Lack of more detailed data and the big

difference in size between the two groups of companies, however, prevents us from

drawing any conclusion as to whether this was a result of government policy or not.'*

The average percentage sold to employees (excluding management) was around 6%
which is lower percentage than that in Poland (21%).'” Karsai and Wright (1994)
report the aggregate ownership proportion held by employees within firms managed or
wholly or partially sold by the SPA of only 3.4% in the beginning of 1993."*° 1t is
important to stress, however, that employees and management participation was much
higher in privatisations of small and medium enterprises. Karsai and Wrnight (1994) for

example, report an average ownership and management participation in 17 Hungarnan

privatisation buy-outs of about 75 percent.

The result of employees participation in the privatisation of large companies may be
attributable to the much weaker position of workers’ unions in Hungary than in Poland.

It can also be explained by the lack of a free distribution of shares and the sluggish

127 We do not have detailed data on the percentage of shares sold in 1998 and 1999.

¥ Small enterprises may have sold a higher percentage of shares simply because it is easier for investors
to accurnulate enough wealth to acquire a significant level of ownership in a company (Demsetz, 1992).
'2 The percentage, including managers would probably be much higher. Earle and Estrin (1996), for
example, report a 42% employee (workers and managers) ownership resulted from the Hungarian self-
privatisation programme.

130 The authors, however, report a rapid growth in employees’ participation during 1993.
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domestic demand for shares in Hungary. A further factor may be the very favourable
Law on Investments for foreigners, under which foreigners are given the right to own up

to 100 percent of enterprises with favourable rules for repatriation of profit.

Stakes in several firms were sometimes sold simultaneously, creating considerable
government risk-sharing across industries and a number of companies have had more
than one sale which confirms the government’s intention to sell off gradually over a few
years. Direct sales are usually followed by PIPOs, especially in the case of larger
companies (e.g. MVM, Ibusz, Primagaz, Pannonia Hotels, Raba, Scala-Coop) and

banks. In about 30 cases the government has retained special or golden shares.""

Initial sales to a strategic foreign partner are seen by the government as a good way to

promote restructuring and to increase revenues in subsequent PIPOs. About one-half of

companies in our survey involve some foreign participation. Exact data on the blocks
held by foreigners 1s available for 51 companies, and the average shareholding of
foreigners is about 61%."*? Some larger companies have opted for international issues
and are listed both 1n Budapest and on foreign markets. For example, Novotrade is
listed on the Budapest, Vienna, Stuttgart, and Munich Stock Exchanges. Ibusz is listed
in Budapest and Vienna, Matav in Budapest and New York, and Mol in Budapest and
Luxembourg. Among foreign stock exchanges German stock exchanges are the most
popular among Hunganan companies. By March 1999 about 50% of companies listed

on the BSE have obtained listing on one of German stock exchanges (Pistor,

1999:p.57). "

Overall, the Hunganan government has preferred asset sales by a 2 to 1 margin (Table

2.4; Panel B)."** Between 1988-93 the margin was almost 4 to 1, but since 1994, the

! Good examples are Pick Szeged, Matav, OTP Bank, Mol, and regional gas and electricity distribution
companies.

12 Valentiny et al. (1992) report an average foreign participation of 49% for 20 early Hungarian
privatisations. Dewenter and Malatesta (1997) report average foreign holdings of 18 % and an average
allocation to employees of 2.7% for ten Hungarian PIPOs.

'*> The reported percentages for the Czech Republic and Poland are 19% and 6%, respectively.

1% Megginson et al (1998b) reported a 2.6 to 1 margin for Hungarian privatisations, and a 3 to 1 margin
for his sample of all East European countries..
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government has increasingly relied on PIPOs."

Consequently, there were about an
equal number of direct sales and PIPOs during 1994-98."° The percentage of shares
sold in PIPOs is lower than that in direct sales. The average for direct sales 1s about

58%, whereas that in PIPOs is about 34%."’ Companies from competitive industries

are more likely to be 100% sold than companies from other industries.

Despite the differences in the average proportion sold, average proceeds in PIPOs and

direct sales are very similar ($90 and $93 million respectively). This indicates that

PIPOs involve, on average, larger companies than direct sales. The percentage of total
dollars received from PIPOs, however, is around 30%. The remaining proceeds are
raised via direct sales (Table 2.4;Panel B)."*® The government has tried to spread risk by

simultaneously selling stakes in several firms from different industnes.

The Hungarian government has relied on case-by-case direct sales and PIPOs and has

adopted a gradualistic approach towards privatisation. It seems that a major objective of
direct sales has been to find a strategic partner (often with a majority stake) whereas the

main objective of PIPOs was to increase government revenues and to promote a
shareholder democracy. With the development of the capital market the government has
increasingly been relying on share issue privatisations and initial direct sales to strategic

partners are normally followed by PIPOs. "*° Subsequent sales of shares confirm the

government’s intention to sell its retained stakes.

B5 The small number of PIPOs during this period was a consequence of relatively low domestic
purchasing power and the fact that the country’s capital market was in an embryonic stage.

136 Megginson et al. (1998b) sample comprises 48 Hungarian privatisations (28% of which were PIPOs
and 72% direct sales). Apart from Poland and Hungary, their sample for East European countries
includes privatisations from the Czech Republic, Bulgaria, Romania, Slovakia, and Croatia.

137 Dewenter and Malatesta (1997), in an unpublished appendix, report an average percentage of shares
sold of 32%, and average proceeds of $ 11.7 mullion, for the early Hungarian PIPO:s.

18 Megginson et al. (1998b) report 28% for the proportion of PIPOs in all privatisation, and 19% for the
vroportion of dollars received from all privatisations.

13 For example, the proportion of privatisation cash proceeds raised through capital market transactions
increased from one-third in 1996 to over 85% 1n 1997; Faiz (1998: p.68).
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2.5 Conclusions

A summary of the main features of privatisation programmes in CEEC 1s given in Table
2.5. Poland, the Czech Republic, and Hungary began their privatisation programmes
with somewhat different goals and targets. Hungary emphasised efficiency, the Czech
Republic speed, while Poland was trying to achieve both goals simultaneously. The
Czech Republic set the most ambitious target, planning to privatise 60% of assets of the
state enterprises over a five year period, while Poland and Hungary set lower targets of
about 50 percent for the same period. The targets were ambitious and they reflected the
great desire and enthusiasm for market reforms in these countries in the early nineties.
The goals and targets predetermined the choice of the main privatisation methods and
design of the privatisation programmes: the Czech government chosen a mass voucher
privatisation programme, the Hungarian government relied on sales and PIPOs and the

Polish government combined standard methods with a mass voucher privatisation

programme.

Due to legislative bottlenecks and political fights surrounding the privatisation
programmes none of the countries actually achieved the targets set in terms of
percentage of assets to be privatised."® But this does not mean that the countries
actually failed in their privatisation programmes. By mid 1995 private sector share in
the gross domestic product in Hungary, Poland, and the Czech Republic was 60%, 60%,
and 85%, respectively.

Table 2.5 about here

Partial sales were predominant in CEEC, and the countries seem to prefer direct sales to
PIPOs (conjectures 1 and 7 in Table 2.6.). PIPOs in Poland and Hungary, though, have
played an important role both in the privatisation programmes and in the development
of stock exchanges. These two countries relied on PIPOs more than any other country
from Eastern Europe. The average percentage of shares sold was higher in direct sales

then in PIPOs, whereas PIPOs achieved higher average proceeds (except in Hungary;

140 Regardless of the method all countries suffered from a high level of legal instability. Changes in
legislation were frequent and sometimes chaotic. Typical examples were delays in passing Commercial
law in the Czech Republic, delays in passing the Privatisation Law for the mass privatisation programme
in Poland, and delays in the Hungarian Privatisation bill.



Privatisation Strategies and Choice of Privatisation Methods 65

conjectures 8 and 9 in Table 2.6.). The average percentage of shares sold was the

highest in Poland (about 70%) and lowest in the Czech Republic (about 43%).

In Poland and Hungary the average percentage of shares sold was increasing during the
early years of the programmes (up to 1994) but the trend was reversed due to political
tensions, caused by opposition to foreign domination. There is, however, evidence that
average proceeds from privatisations have increased over time (conjecture 2 1n Table
2.6). For example, to buy a Polish confectionery company investors had to pay 40
percent of the value of its sales in 1992, but more than 80% in 1997. '

Polish, Czech and Hungarian governments gave up day-to-day control in great majority

of privatised enterprises. Surprisingly, CEEC govermnments have not very often

exercised an option to retain some form of veto power (e.g. golden share). The

Hungarian government has retained a golden share in about 30 cases whereas the Czech

government has exercised this option only in a dozen cases.'?

The Polish government
insisted more on various investment and employment commitments by foreign investors
than on retaining shares with preferential rights. We have also found not many examples

43

of clawback mechanism and performance contingent pricing.'*” This is a surprising

result given the long history of state control and the difficulties with valuation of

Eastern European companies.

Hungarian and Polish companies have made some organisational changes prior to
restructuring whereas Czech companies tend to postpone changes until after
privatisation.'® Hungary and Poland, also, selected the best companies for their
privatisation programmes, and higher than average profitability was one of the

requirements for companies to be included in the privatisation programme. The Czech

"l Much remains to be done, Financial Times 26 March 1997.

142 The option to retain a golden share seems to be exercised more often in developed countries than in
CEEC:s (see Dewenter and Malatesta, 1997; unpublished appendix).

143 Clawback mechanisms are arrangements by which the vendor will receive a predetermined proportion
of capital gains when the entity itself is either floated or sold to a third party or where some of its assets
are sold. These performance-contingent prices involve establishing a range of prices within which the
eventual prices to be paid will fall and will depend on future profits or market capitalisation on flotation
or sale to a third party (Wright et al., 1989).

144 Exceptions are companies in steel, mining, and telecommunications.
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government included a large number of companies in the privatisation programme

regardless of their profitability.

Table 2.6 about here

In all CEEC governments allocated shares in a politically motivated manner favouring
employees (conjecture 4 in Table 2.6.). The Czech government focused on the
allocation of shares to citizens whereas the Polish and the Hungarian governments have

preferred to allocate shares and make concessions to insiders (workers and managers).

Workers received discounts in Poland and Hungary. Polish workers received the
biggest allocations in CEEC (about 20%). The high employees’ tranches are not an
exclusive feature of Polish privatisation programme. Jones et al. (1999), report that
90% of governments allocated a significant proportion of shares to employees, with
small investors being the second most favoured group. Perotti and Guney (1993) and
Menyah and Paudyal (1996) explain this as an “insurance policy” against subsequent
denationalisation. Managers played an important role in privatisations regardless of the
privatisation method. This sometimes resulted in asset stripping and other irregulanties.
Governments in transition economies, however, have little choice but to involve

existing managers in the preparation of privatisation plans and the choice of

privatisation methods.

Earle and Estrin (1996) use the World Bank data and Central European University
Privatisation Project to provide some evidence on the employee ownership, which

resulted from privatisation. Average percentages held by employees (including

managers) in all enterprises in the Czech Republic, Hungary, and Poland were 4.4, 42.0,

145

and 50.8 percent respectively.”” Although the percentages reported In our study

exclude management ownership they do indicate similar patterns to those reported 1n
Earle and Eastrin (1996): insider ownership 1s important in Poland and Hungary and of

little importance in the Czech Republic. To some extent these results can be explained

145 The author acknowledges the limitations of the data set: the Czech data includes only enterprises from
the first wave of voucher privatisation where more than 50 percent of shares were distributed to
employees, the Hungarian data includes only the self-privatisation programme, and the Polish data
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by an absence of workers councils and the fact that the mass coupon privatisation
programme effectively discouraged employees and foreign ownership in the Czech

Republic.

Governments often sold stakes in several companies simultaneously (conjecture 6 in
Table 2.6.). This has been motivated by the desire to encourage trading in stock
exchanges (Poland and Hungary) rather than to diversify nisk. Our analysis also shows
some cross-sectional differences in the choice of privatisation methods. For example,
companies in the retail and food sectors are more likely to be privatised with larger
initial (even with complete) sales than companies in other industries (particularly

utilities). Telecommunication companies in all countries are privatised via PIPOs

(conjecture 10 1n Table 2.6).

Foreign investors have played an important role in privatisation programmes in selected
countries. They participated in about one half of privatisations in the Czech Republic
and Hungary, and in about one third of those in Poland. The foreign investors prefer to
hold a significant proportion of shares in privatised companies. The average block
shareholdings owned by foreign investors is about 60% in Poland and Hungary and
about 47% in the Czech Republic. The lower percentage in the Czech Republic shows

the government’s desire to retain control in certain sectors (e.g. banking). Hungary has

attracted the highest foreign direct investment in the region.

Both in Poland and the Czech Republic shares in the mass privatisation programmes

"$ This is different from other countries that embarked on mass

were 1ssued in waves.
privatisation programmes. For example, in mass privatisation programmes in Russia,

Romania, Ukraine, and Slovenia shares were sold continuously (Estrin 1998.p79). The

vouchers, however, were tradable in the Polish mass programme but not in the Czech.

Finally, the role of investment funds in the mass privatisation programmes was

compulsory in Poland but not in the Czech Republic.

consists of 21 enterprises in the liquidation programme from a total of 1,999 enterprises included in the
Polish privatisation since 1991

146 Estrin (1998:p.78) defines waves as the simultaneous offers of 25% or more of enterprises eligible for
privatisation.
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Restitutions were an important feature in all privatisation programmes but Poland and
Hungary seem to be making slower progress than the Czech Republic. After some
experiences with a de-centralised approach towards privatisation (notably in Hungary)
the privatisation programmes were run centrally by separate Ministries of Privatisation

(or State Privatisation Agency in Hungary).'¥’ The Ministry was separated from the
state treasury in Hungary and the Czech Republic, but not in Poland.

Overall, our results provide support for the conjectures on privatisation plans and the

choice of privatisation methods with the exception of conjectures two and five, In
Poland and Hungary, for example, the trend in increase in average percentage of shares
sold in the early nineties was reversed in mid nineties due to political strife surrounding
the privatisation programmes. Privatisations are innately political in all countries, and it
should not be a surprise that privatisation programmes in transition economies have
been dominated by politics. Frequent and sometimes chaotic changes in legislation
were a consequence of political tensions and compromises between various political
parties.'® It is, however, a surprising result that the governments in transition
economies have not insisted on retaining golden shares, and on making clawback

agreements more often.

147 Polish authorities allowed a decentralised approach only for privatisation through liquidation.
Hungarian authorities also allowed a decentralised approach for small companies since 1993.

148 For examples of legislative bottlenecks and political strife surrounding the Polish privatisation
programme see Jermakowitz (1995:p.84).
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Chapter 3

SHORT RUN FINANCIAL PERFORMANCE OF PIPOs IN TRANSITION
ECONOMIES

The importance of stock market has been widely recognised in economic development
literature (McKinnon, 1973; Demirguc-Kunt and Levine, 1993; Singh, 1995). This has
also been echoed in economics of transition literature which emphasises importance of

reforms in financial sector for development of mechanisms for corporate finance and

governance in CEECs (Stiglitz, 1992; Frydman and Rapaczynski, 1994).

Hungary, Poland, and the Czech Republic have made considerable progress and are

leading countries in development of stock markets in the region.'” Privatisation

programmes in these countries have been the main contributor to a rapid growth 1n

terms of both number of listed companies and market capitalisation.

This chapter provides 1nsights into the development of stock markets in Poland, the
Czech Republic, and Hungary and evaluates the short run financial performance of
PIPOs in these countries. Results of our analysis on financial performance of PIPOs in
CEEC:s contribute to both economics of transition and IPO literature. Within economics
in transition literature, the results provide an additional measure of success of various
privatisation programmes. Within IPO literature, numerous PIPOs from wide range of

industries provide an opportunity to test for various theories on valuation of new issues

as well as to examine relative performance of PIPOs and private sector IPOs.

149 Apart from Hungary, Poland, and the Czech Republic, the only countries in Eastern Europe with
reasonable developed markets are Estonia and Slovenia (EBRD, 1998).
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3.1 Institutional aspects of CEEC stock markets
3.1.1 The Warsaw Stock Exchange (WSE)™

The Warsaw Stock Exchange (WSE) opened on 16 Apnil 1991 with only five
companies listed."”! By the end of the year market capitalisation reached $1bn. 1998
was a record year with 57 new companies coming on to the market and there was a total
of a 165 companies listed on the main market by the end of the year (Table 3.1), with a
market capitalisation of around US$20 billion which is equivalent to around 15% of

GDP. The leading sector is telecommunications due to the flotation of Telecomunikacija

Polska (TPSA) with an estimated market capitalisation of US$7.7 billion. '** The next
is the financial sector accounting for about 20% of market capitalisation, followed by
industrial and trade stocks representing 17% and 9% of market capitalisation,

respectively. The 15 NIFs account for 5% of the entire market capitalisation. '**

Table 3.1 about here

The substantial growth of the WSE can, to a large extent, be explained by eight
successive years of economic transformation. The country’s GDP began to grow in
1992 and the real annual growth rate exceeded 5% during the period from 1994 to 1998.
Another major contributing factor is the successful privatisation programme with PIPOs
as an important privatisation method, and many incentives for investors. For example,
personal income from stock investments is tax exempt. Furthermore, small investors

are able to exchange government discount bonds for privatisation shares at a 20 percent

price discount to the offer price and employees are able to buy up to 10 percent of their
company’s shares at half of the regular offer price.'””* These incentives have contributed

to a very popular equity culture in Poland. Domestic investors, for example, own some

1%% The description of the WSE is based on The 1997 Guide to Poland, Euromoney, December 1996, and

The 1998 Guide to Central and Eastern European Equities, Euromoney, February 1998, and various
issues of Financial Times.

'*I The government organised the joint flotation of Tonsil, Krosno, Prochnik, Exbud, and Silesian Cable.
132 The flotation of Telekomunikacija Polska (TPSA), in late 1998, pushed the market capitalisation from
$13billion to $20 billion. TPSA is the single largest equity traded in Central Europe ( Euromoney, April
1999: p.6).

133 Own calculations based on end of 1998 data from Datastream.

'3 Reuters, 1 April, 1993, as cited in Dewenter and Malatesta (1997; Unpublished appendix A).
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62% of Polish equities and the percentage of the adult population holding shares in
1994 was 4.1 percent which was higher than that in Austria in the same year.'” This is
in sharp contrast to Hungary where domestic investors own only about 30 percent of

equities. A launch of private pension funds in April 1999 has given a further impetus to
development of the WSE.

Trading in securities in the WSE is exclusively conducted through stockbrokers. There
are about 1.2m registered brokerage accounts in Poland, the majonty of which are held

by private investors. Until 1996, trading was conducted five times per week under a
single quotation system (modified form of the French Bourse ‘par casier’ system) with
a 10% limit on daily share movements and with no short selling.”® A fully computerised

system has been installed and the exchange has operated a single price market system

(order driven) since 1996, with a limited number of securities traded under a continuous
quotation system since 1997. The daily turnover of the WSE was about $30m in late
1998 and the main index i1s the capitalisation-based, total return, WIG index established
on 16 April 1991."" Trading in WSE index futures started in January 1998.'*
According to the IFC classification of emerging markets, Poland is considered to be 100

percent open to foreigners.'”’

One of the main charactenstics of the WSE is a rather strict and detailed regulatory
system designed to increase transparency and to provide security of trading. Despite
some complaints about the extensive disclosure requirements, the regulation of the

WSE is judged to be the best in Central Europe.'® The most important piece of

133 Jermakowitz (1995) report that 55.4% of shares went to domestic private investors, 13.6% to strategic
investors, 21.9% to workers, 7.2% to managers and 8.9% to foreign investors, during 1990-93. In 1994,
19% of Poles said that they are interested in buying shares; Financial Times, Supplement on Poland, 28
March 1995S.

' Trading was one day per week during 1991, two days per week during 1992, three days per week in
1993, and five days per week since 1994.

157 The maximum participation of one company, however, is limited to 10% The index started with a
base value of 1,000 points and is reset quarterly.

138 Zloty-US dollar futures and zloty-euro futures began in late 1998.

1% The IFC’s criteria for openness are the extent to which foreign institutions can buy and sell shares on
local exchanges and mechanism they can use to repatriate capital, capital gains, and dividend income
without undue constraint; IFC (1998:p.28).

'® Commentators often suggest that Poles took the philosophy that everything that is not allowed is
forbidden, whereas the Czechs followed the line that everything that is not forbidden is allowed,
reflecting the laissez-faire principles of Vaclav Klaus’s government. The Asian Wall Street Joumnal,
Thursday, March 6, 1997.
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regulation is the Act on Public Trading in Securities and Trust Funds of 22 March
1991,'! according to which all transactions in traded securities must be reported in the
WSE, and all securities are registered and held with the National Depository of
Securities (NDS). ' A Guaranteed Fund was established to provide insurance against
civil liability for defaulted transactions. Companies must publish financial reports
monthly and quarterly, as well as semi-annually (reviewed by auditors) and annually

(fully audited). In addition, any other information that may affect stock prices 1s

required to be announced by companies.

Threshold requirements for listings on the main market are high, which prevents a flood
of small and possibly speculative companies. Subsequent to the approval of a listing
prospectus by the Polish Securities Commission (PSC) companies sign the underwnting
agreement and may launch the public offer. The information in the prospectuses 1s
strictly regulated and is more detailed than in other countries in the region.'*® An offer
price could be fixed or based upon a book-building process. Offers with a fixed price
were often conducted on a first come, first-served basis, so that there are no reliable

measures of the extent of over-subscription.'®® Other popular methods of share
distribution are simple subscription and distribution through the WSE. Domestic banks
such as Polski Bank Razwoju, Bank Handlowy and Powszechny Bank Gospodarczy

dominate the underwriting market.'®’

1 A new law regulating public securities trading came into force in 1998.

162 Shares have been also traded on parallel and free (OTC) markets. Market capitalisation on the parallel
market was $1.8 bn in 1997. Eighteen companies were listed in the OTC market in 1997; Euromoney,
April, 1999.

163 Euromoney, April 1999.

64 Dewenter and Malatesta (1997, unpublished Appendix A).

165 polski Bank Razwoju underwrote 12 issues, Bank Handlowy 8 issues, and Powszechny Bank
Gospodarczy 8 issues during 1991-96 period.
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3.1.2 The Prague Stock Exchange (PSE)

The bidding process in the first wave of mass privatisation was concluded in December
1992. It took, however, six months before the shares were transferred to the new
owners. Soon after, three trading options became available to the new owners: a)
Registranci Misto System (RMS), b) Secunity Depository Centre, and ¢) The Prague
Stock Exchange (PSE). The privatisation programme contributed to the flotation of

practically all companies, and 1n that respect the Czech capital market i1s unlike any

other.'®

The RMS organised eleven periodical auctions from July 1993 to December 1994. The

prices were determined by a continuous, on line, order-matching system which excluded

the transactions of market makers. The RMS proved to be the most liquid market
during 1993. Trading through the Security Depository Centre was not available to all

investors. Due to an absence of disclosure requirements, prices and volumes of trades

on this market were not available until recently.

The number of shares traded on PSE has grown rapidly since 1993, and current total
turnover accounts for almost 90% of the turnover of all organised markets in the Czech
Republic (Table 3.2). The main index of the PSE is the value-weighted, price-based, PX
50 index established 1n 1995. According to the traditional indicators the PSE was the
biggest stock exchange in Central and Eastern Europe in 1997. The indicators are,
however, affected by a number of functional problems and they exaggerate the extent of
the PSE development. For example, number of traded companies and turnover are
affected by double counting, and most of the shares are not actively traded. In addition,

new cash issues are aggregated with non-cash introductions to the market.'”’

During 1997, the PSE de-listed about 1,300 stocks, which had not traded actively or did
not satisfy the new stricter critena. At the beginning of 1998, there were 323 listed
companies on the main, the second and the free market. Only ten were listed on the

main market, 92 on the second market, and 221 on the free market.

16 After separation, however, the Slovak capital market shares the same characteristics.
167 Examples of functional problems are adopted from World Bank (1999: p.11).
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Table 3.2 about here

The PSE consists of three markets, the main, the second, and the free market. The
criteria for flotation on the different markets are issue size, liquidity and reporting
requirements. Measured by market capitalisation, the leading sectors are energy

utilities, transport and communications, investment funds, financial services, chemicals,

168

pharmaceutical and rubber producers.”™ The market 1s very concentrated, in that SPT

Telecom, EEZ, Komercni Banka, Tabak and Unipetrol together account for about 50%

of the total market capitalisation. The major market participants on demand side are the

state owned National Property Fund (NPF), Privatisation funds and foreign investors
holding 37%, 13% and 25% of the market capitalisation respectively.

Czech companies, however, have been very slow in raising equity capital. The main
problem seem to be a low liquidity and a poor reputation of the PSE which is regarded
as a way of gaiming control rather than raising capital. Many shareholders in companies

privatised through voucher privatisation in 1992 and 1994 have been worried about
losing control. When some companies do decide to issue equity demand 1s rather low.

The domestic population has been given shares for free and it is unlikely that Czech
retail investors would want to pay for more equity.'” Consequently, the Czech market
seems to be illiquid to support new flotations. Recent surveys found that only one third

of private companies intended to seek a listing and that the market can handle only IPOs
between $25m-20m. '"

Another problem for PSE has been lack of market discipline and transparency, with

numerous cases of failing to honour a trade. Finally, a high volume of trading takes

171

place outside the organised markets.”” In order to improve overall trading volume and

transparency, the PSE imposed stricter requirements on its members in September 1997.

188 Although market capitalisation changes on a daily basis our own estimates suggest that energy and
transport sectors together count for about 40% of the total market capitalisation. Financial services and
investment funds follow with about 10% each of the total market capitalisation.

' Euromoney, April 1995: p.96.

17 Financial Times, Czech Groups Cast Their Net Abroad in Search of Funds 26 May 1998.

‘! In 1995 the estimates were that off-market trades accounted for between 50 and 80 percent of all
market activity. In 1997, estimates were around 50%.
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All companies and funds listed on the main and second markets are now required to
publish financial statements, and other relevant information on a quarterly basis. A
Czech Secunties and Exchange Commission (SEC) was founded and the SEC Bill was
recently signed into law. In addition, Bank Law amendments were made in order to
limit the influence of banks upon non-financial companies. Finally, the law on
Investment companies and funds 1s to be changed, introducing the voluntary opening of

investment funds, and lowering the holdings of any company by a single fund from 20%
to 11%.'"

In its 1998 survey, however, the Securities Commission found that more than 40% of
issuers had failed to disclose required information. New listing requirements are on the
way and they will force managers of 100 leading publicly quoted companies to disclose
their active shareholdings and to declare the contracts and transactions between their

companies and private companies owned by themselves and that of their family

members.'”

According to the IFC classification for emerging markets, the Czech market, except for
banks, 1s generally considered 100 percent open to foreigners. Trading in Czech bank
stocks by foreign investors 1s subject to the prior approval of the Czech National Bank.

Due to the lengthy procedures, however, Czech bank stocks are practically unavailable

to foreign portfolio investors.'™

' Investment funds control 18 of the top 60 Czech companies. New legislation forces investment funds
to change to open-ended funds (from quoted closed end funds) if they trade at a 40% discount or more to
their net asset value over a three month period. Also, the amendments to the banking act passed in
November 1997, by the lower house of parliament stops banks from holding more than 50% in non-
financial companies.

'" The fines for a failure in disclosure duties will be increased up to 60 times from current levels
(Financial Times, 16 June 1999).
" IFC (1998:p.56).
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3.1.3 The Budapest Stock Exchange (BSE)

The BSE was opened in June 1990 with only six traded stocks and 1t was the first stock
market to re-open in CEEC.'” As shown in Table 3.3, the BSE has exhibited steady
erowth during the 1990s and by the end of 1997, the number of traded stocks had grown
to 49, with market capitalisation reaching 16% of GDP. Around 95% of the market

capitalisation is represented by fully or partially privatised state-owned enterprises.

Table 3.3 about here

The largest and the most important flotation on the BSE has been that of the

telecommunication company Matav, which was the first global offering of a
telecommunication company from Eastern Europe. With a gross value of US$1.3
billion the flotation increased the BSE market capitalisation by almost 50%.'" It was a
global share offer and consisted of a US offer, an international offer, and a Hunganan
retail offer.!” The Hungarian state sold just under 20%, and the major strategic partner
MagyarCom offered 8% of Matav’ share capital. The domestic retail offering generated

huge interest and some 168,000 applications were received resulting in the issue being

oversubscribed three times. Consequently, the size of the issue to domestic retail
investors was increased from 2% to 5.9% of the company’s share capital. Although the
flotation coincided with a period of turbulent conditions in the world equity markets and
the Asian crisis in November 1997, the transition was completed successfully without

any changes to the offer size, giving a boost to the government’s privatisation

programme, and the BSE.

Listed stocks are divided into “A” and “B” sections. “A” is the more transparent

section, where companies release financial statements on a quarterly basis. These are

17> The Budapest Commodity and Stock Exchange was opened for the first time in 1864 and was active
until 1948 when it was closed by the communist regime. A market for corporate bonds (Hungarian
Securities Market) was opened in 1988 and replaced by BSE 1n 1990.

‘76 The description of the offering is based on Faiz (1998) and EBRD (1998).

‘77 The US offer consisted of a private placement to a group of Canadian investors and offers to the US

public. The international offer was a private placement to Hungarian and international investors outside
the US and Canada.
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also more stringent requirements regarding the liquidity of stocks, while trading is daily
and there are no limits on price movements.'” The BSE Market Index started in 1991,
and was replaced with the BSE BUX Index in January 1995. The BUX Index is a
capitalisation-based, total returns index. The BSE was the first market in the CEEC to

commence trading in financial derivatives.'”

The comparatively small number of traded stocks compared with other markets in the
CEEC:s reflects the absence of a mass voucher privatisation programme in Hungary.
Liquidity, however, measured by the tumover/capitalisation ratio, seems to be much
higher than in the Czech Republic (26.6% vs. 15.5% in 1995). In late 1998, daily
turnover in Budapest and Warsaw was about $30m, compared with $15m for the Czech
Republic.'® In December same year value traded in BSE was twice as much as in WSE
and three times as much as PSE (Table 3.3). The BSE was one of the world’s best
performing stock markets from 1996 to the end of 1997."* According to the IFC

classification for Emerging Markets, the Hungarian market is considered to be 100

percent open to foreign portfolio investors.

3.2 Summary of conjectures on short run financial performance of

privatisation share issues

As discussed 1n Chapter 1, the results of empirical studies which actually compare the
performance of PIPOs with that of other IPOs is scarce and inconclusive. Perotti and
Guney (1993) report higher initial returns for PIPOs in several countries. However,
Dewenter and Malatesta (1997) found no general tendency for privatisations to be
underpriced to a greater degree then private company IPOs using data from eight
countries. In addition, the various hypotheses on reasons for PIPO’s underpricing, and
differences between PIPO and IPO underpricing have not yet been tested in the context

of transition economies.

'" Faiz (1998: p.73).

' On 31 March 1995, trading started in futures for T-bills, Budapest Stock Index, and currency futures
for USS and Deutsche marks.

'% Financial Times 7 December 1998.



78

The political value of shares in privatised companies in a transition economy is
significant. First, capital market 1s completely new and dominated by PIPOs which play
promotional, as well as an educational role for citizens (Moore, 1992). Second,
privatisation of large state owned enterprises, which served as symbols in socialist era,
is the strongest signal of governments commitment to market reforms and virtues of
capitalism. Governments committed to market reforms may seek to signal its identity by

choosing to pnivatised gradually and by selling at discount (Branco and Mello, 1991;

Perotti, 1995). The privatisations are real test not only for governments but also for an
entire programme of market reforms in these countries. The governments are, therefore,
likely to choose a privatisation strategy with sufficient underpricing in order to attract
median class voters as bidders in fixed-price offerings. This strategy would reduce the

likelihood of re-nationalisation policy reversal and<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>