Centro de Estudios Economicos

El Colegio de Mexico, A.C.

Serie documentos de trabajo

PRIVATIZATION AND ITS BENEFITS: THEORY AND EVIDENCE

Eytan Sheshinski and Luis F. Lopez-Calva

DOCUMENTO DE TRABAJO

NUum. 1V - 2000



The data shown there are corrected by the authors for macro and industry-specific
effects so the increase in profitability associated with changes in the macro environment are
controlled for. LaPorta and Lopez-De-Silanes (1998) also carry out a regression analysis. The aim of
such regressions is to identify the role of market power and deregulation in determining privatization
outcomes, measured by the performance indicators mentioned above. They use three deregulation
indicators: i) the existence of state-imposed price and quantity controls, ii) barriers to foreign trade,
and ii) restrictions to foreign ownership. In order to analyze the role of market structure the authors
use a dummy variable that takes the value of 1 if the "privatization prospectus” described the firm as
monopolistic or oligopolistic, and zero otherwise. According to the regression results, less regulated
markets facilitate the "catch-up” of privatized firms' performance indicators with respect to the market
benchmark. The data does not support the view that more concentrated markets induce the firms to
increase profitability by increasing prices and lowering quantities. The market power dummy turns

out non-significant to explain the change in performance indicators.

Smith, et. al (1996) show evidence for Slovenia. They use a country-wide database with
privatized firms from 1989-1992. The objective of the paper is to analyze the effect of different types
of ownership on performance. The exercise is different to the one discussed above because the
authors do not have data for the pre-privatization stage. The results, however, show a clearly positive
effect of private ownership on performance. When distinguishing the effects of different types of
ownership, foreign ownership has a significant positive effect on performance. Employee owned
firms perform well when they are small, but the effect of this type of ownership diminishes with size.

Employee-owned firms do better when foreign ownership is also present in the same firm.

Cross-country evidence. Starting with a pioneering work by Megginson, et.al. (1994), researchers
have used the data available for publicly traded companies that have been privatized to analyze
different performance indicators on a cross-country basis. Evidence shall be shown here from
Megginson, et. al. (1994), D'Souza and Megginson (1998), Boubakri and Cosset (1998), and, for the
case of Central and Eastern European Countries, Frydman, et. al. (1997, 1998), and Claessens and
Djankov (1998).

Megginson, et. al. (1994) analyze data for 61 companies from 18 countries and 32
industries that were privatized between 1961 and 1990 --privatized through public ~offerings.
D'Souza and Megginson (1998) compare pre and post-privatization performance of 78 companies

from 25 countries --including 10 LDCs-- that faced privatization between 1990 and 1994, also
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through public offering. Their sample included 14 firms from the banking industry, 21 utilities
and 10 from telecommunications. Boubakri and Cosset (1998) use data of 79 companies from 21
developing countries. These firms were privatized between 1980 and 1992 through public
offerings. The largest data set is that used in Claessens and Djankov (1998) which consists of
6,300 manufacturing firms in seven Central and Eastern European countries (Bulgaria, Czech

Republic, Hungary, Poland, Romania, Slovak Republic, and Slovenia).

The performance indicators that are analyzed in those papers are related to mean and
median levels of profitability, sales, operating efficiency, leverage, capital expenditures, and
employment. In most cases, there are controls for whether the markets are competitive or not,

regulated or unregulated, and partial vs. full privatization. The main results are shown in tables 4
through 6.

The evidence is robust in the direction of a clearly better performance of the firms after
privatization. Profitability increases significantly for different specifications, different periods of
time and groups of countries. An interesting result is that in both Boubakri and Cosset (1998) and
D'Souza and Megginson (1998) profitability increases more in regulated (or noncompetitive)
industries, whereas operating efficiency increases less in those cases. It is clear then that higher
profitability does not necessarily imply higher efficiency and the link between the two comes
from the market structure. The evidence supports the idea that there is a certain degree of market
power being exploited by those firms. Capital expenditure (investment) systematically increases
in all cases, reflecting both growth and the restructuring that takes place after the sale.*
Employment increases in all the cases, including developing countries. This evidence on
employment seems to be inconsistent with that in, for example, LaPorta and Lopez-De-Silanes
(1999). There are two answers to that inconsistency. First, the fact that the cross-country studies
analyzed here use only data for firms that were sold via public offerings generates a non-
negligible selection bias. One would expect those firms to be the ones with higher potential for
profitability. Second, the country-specific study includes data from three years before
privatization for all the firms, which could be capturing the elimination of labor redundancy
before the sale. In all the cases, fully privatized firms perform better than partially privatized

onges.

* The "adjusted" results in Boubakri and Cosset (1998) are precisely controlling for those macro and
sector-specific factors.
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TABLE 4

PERFORMANCE CHANGE IN PRIVATIZED FIRMS BETWEEN 1961-1990
(Megginson, et. al., 1994)

. Variables N | Meanchange | Median change | Significance | Competitive
I.. ' S : {af"te'r.-fl::-:c{ure (after - before | of Industries {¢)
| privatization) | privatization} Median VS, non-
change competifive
2 () {nc)
Profitability
Return on sales | 55 0.0249 0041 I e
Efficiency. '
. Sales 35 0.1064 0.1157 | AcAne
cificiency
Investment
Capital 13 0.0521 0.016 ' 5 Ac-Anc
expenditures/
Sales
Output 5
- Real sales 57 0,241 | 0.190 1 Ac=Anc
Emplovment = - |
U Toml 39 2,346 276 10 | AcAne
- employment
Levcra'f.-,'c 3
Debt 1o assets 53 00243 00234 5 [ Accdnc
Dividends i B
Dividends Lo 39 0.0172 0.0121 L  Ac<Anc
sales

Note: Ac/nc = mean performanbe change of firms in competitive/non-competitive industry (after S
privatization - before privatization). Median changes are consistent in that column except for employment

(in that case Ac<Anc).

For details on the data and methodology, see part 3 in text.
Source: Tables III and IV in Megginson, et. al. (1994).
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TABLE 5

PERFORMANCE CHANGE IN PRIVATIZED FIRMS DURING THE 1990s
(D'Souza and Megginson, 1998)

o J(Ehabvghiu mean | Change in ~ Significance of
: fg{ﬂ:?l" - before 1 ’Ch&i‘tﬂ-ﬂ in
i SR L E%}

4% | 0.01 0.02

30 | 006 0.04 |

34 (.01 .04 |

37 0.03 (.02 5

46 1.33 0.9% 1

28 232 2.1 1

35 1.95 2.29 1

35 1.59 0.87 I

i5 450 =685

26 94 -194

27 =290 -471

31 16 =810

34 1.23 (80 |

27 2.32 2.22 1

28 1.78 257 |

30 1.79 (.85 1

34 0.01 (.00

3l -0.02 0.02 W
EE -0.04 0.03 i

29 (.03 0.01

40 =003 306

30 =011 (1104 1 )
31 =006 -(1.08

34 -0.08 .13 =]

Note: "Cuntml" rel‘ers to firms that have been privatized by more than 50%,

For details on the data and methodology, see part 3 in text.

Saurce: D'Sonza and Megginson,

tables IV and VI
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TABLE 6

PERFORMANCE CHANGE OF PRIVATIZED COMPANIES IN DEVELOPING
COUNTRIES
(Boubakri and Cosset, 1998)

- Ertgmf icance of
i 'ﬂ?lﬁmgt: in
E&&{lim
(%)
41 ().1585 00,0193 | 5
37 0.0627 _ 0.0181 ' 5
30 | 0.0637 0.0145 ' 10
42 _l 0.0636 0.0191 1 1 |
42 02417 0.1930 ]
36 0.2662 0.1835 1
30 00,2105 0.1625 ~ 9
42 0.2995 0.2343 1 ]
26 | -80.92 117
3l | 3234 94 10 =
23 82,6521 88
30 303.36 3255 5
26 0.2834 0.2875 |
30 0.2171 0.2041 1
23 0.1731 | 0.2290 | |
29 0.3057 0.2456 | I
2 0.2138 00181 s
26 0.0632 0.0078
19 00957 0.0166 i I
25 01818 0.0192
42 0.0379 -0.0117 10
23 -(1.0745 -0.0205 1
20 0.0153 0.0062 N
39 -0.0793 -0 (1882 1

Note; Full.-’panml tell us whether the firms were privatized fully or there was just a partial sale of shares.
Source: Boubakri and Cosset (1998), tables 6 and 7.

23



144

"(8661) ‘Te 19 ‘Uosur3Sap UT 20UIPIAS Y} PuB (8661) eA[e)-2odoT ur uoIssnoasIp o) 39§ L

Spomsurery unuqimbs [exoudd € ur Afrerdadss ‘pedun sAnnquUIsIp oY) Jo suws) Ul papasu
ST YoIeasal QIO “sured snjdins se Jgo JO %G () B1Xd Ue ppe Pnod uone[nSal JUSIOHJo SeaIoym
‘ddD 30 %60 punoxe Jo sured 1ou smoys A[[eurSLo [apow Sy ynsar oy ur Jusuodwod Aoy & 9q
03} umoys st uone[n3ar Juotoyy vonezyeaud o) woxy ure§ samsod e sureqo uonngLISIp SWOdUT

ays yo yuswidos Aroag ‘samisod A[Sursudins ore synsa1 sy ‘ppowr g0 A Jo 9seo oy uy

'SUONIPUOD 3ANNLAWOO SSI] ALY 0} WIS JET) SI0I0S JO ISED A} UI PIJOSYJe JUO Iy} oIe
s1owmsuo)) “snjdms ur asearour ue 193 UL oY) JO SINANQ PUB SIONIOM ‘uonjezieaud woiy s1asoj
Tes[> Ou Moys SAIPMS-osed Sy, "BUNUSSIY JO ASED Sy I0f seumun jo uonezneaud oy sozAjeue
Auo 1 ySnoy {(gHD) 1opowr wnuqinbs [erouss o[qeinduiod e-- yromowrey wnuqynbs [erouss
© Ul pppaquid uiaq Jo SFejueApe U} Sey YIOM IO}E] SYI 'SUOISN[OUOD WIS oraI 01 sh mof[e

(BL661) 'Te 10 “Aresm) pue (p661) Te 1 ‘Teen yloq “Joedur SATINQLISIP 3y} JO SULSY Uf

"UOTJUSAISIUY
OJE}S JNOIM SUOISIOSp axew 0} WOP3ay Joy) pue sysu 3doooe o} ssouSim 197ea1s jo uonouny
€ are sorwedwos paziyeaud w synsar soueuopad oy jey) sisoqpodAy o1 unguos Aoy “pasowar
ST uOnuaAIouI dJe)s USYM SureS ASUSIOLYS Y} SOAUP JoiAeysq Termousidonud 18yl 20USPIAD
spuy ‘odomny renus)) 10y eyep ym ‘roded topey oy 'sao1oyd uonezneaud jo ApousSopus pue
SIOUSISHIP TeuonmnSUL 10§ JUIJOXUOD ‘UONUSAIONIT 2)e)S JNOYIM SULI) ur juowikorduo ss30%9
ur suononpar pue Apanonpoid 1030} €103 W sjuowdAoIdun eogugis spuy soded 1ouuoy oy
'synsar samisod oy suredxs uonusateur reonrod Jo remeIpmIM o) Ioqoym 9t ‘mara poytjod
S JO 1531 ' wr pajsaralur dre Aoy ‘Ajelerouo)) soSueyo ssoyy Swaup ore 1By} $9010F a3 onn
1001 (8661) UewpA1 pue (g661) Aoxuelq pue suossae[) yiog “Ajdde jou soop serq uonosyas oy
JO Sute) ur uonnes sy sased 35aYY U] "SINSLISIORIRYD JO FULI IPIM B YIM SULT 00£°9 sapnjour
s[dures oy} (3661) AONUEl( pue susssoe[) Jo 05> o uf “odomy wislseq pue [EXUS) U SWLI
Jo oydures o3ref ® wr saSueyo soueunoyrad samisod 1snqox odar (8661) Aojuel( pue Susssor[)
PUB (8661) T& '3 ‘UPWPAI] '9A0qe UMOYS S)NSAI Yl yuMm Jud)sisuod soueuopdd arerodios

ur Juswaaoxdurt oy paprodar (L66T) T 19 ‘UewIpAL] ‘SOTLIOU09S UONISURI) JO 3SBD Y} 10,

'SORSLISIORIEYO OSOY) YIIM SULIY JOJ S)NSII Sy} JO SSAUWISNQOI Sy} SJLUTWI]d
lou so0p “raAomoy ‘serq jey] . spoqewr uonezieaud Ioyio ysuory) ueqy siowr rey sSuusgo
o1qnd ySnoxyy pazueaud oq 0} pusy suuyy d]qegord srow pue 105re “uonoonp J|quioAry o
UL }NSa1 ) Soserq ey wdjqoid Uods[es & 9onpur Aeur SIYY “JoNIEW H00)S oy ur papen Aprqnd
ore pue s3uLgo orqnd ygnoryy pazneaud azom ey suuyg spnjow sojdures asoyy “Apousoutoy

pue AJjiqe[reAe eJep JO SUOSEOI IO SHNSOI 9SOy} O} eOARD juepodun suo st d1oy



3.2 Macroeconomic Evidence

As mentioned above, there is no strong evidence of the effects of privatization at the
macroeconomic level. It is possible, however, to give an overview of the trends observed in key
aggregate variables and relate those to the privatization programs that have been implemented. Along
with privatization, other structural reform measures were also put in place in most countries to a
certain extent. These policy measures include trade liberalization, fiscal adjustment and tax reform,
and weakening of controls to capital inflows, among others. Because of this, it is not possible to
attribute the observed patterns to one isolated policy, though we can argue --based on theoretical

arguments-- that they are related, given the implications stated in theoretical section.®

Graphs 1a and 1b show the decrease in the share of SOE activity as a proportion of GDP. The
highest proportion is observed in low-income countries, but also the biggest decline is in that group,
with a clear acceleration of the changes during the last four years. We call those "late reformers."
Middle-income countries show a level around 6%, about the same as high-income ones, after a period

of aggressive reform in which that proportion fell from 12 % (especially for lower middle income).
[See graphs la and 1b]

The data on SOE activity (graphs 2a and 2b) is consistent with the share of SOE employment
to GDP. In low-income countries that share fell from around 20% to 10%, in middle-income

economies is currently below 100%, after having reached more than 14%.
[See graphs 2a and 2b]

The evidence supporting the claim that privatization reduces the burden on public financing is
shown in graphs 3a, 3b, 4a, and 4b. After reform, both low and middle-income countries have
succeeded in eliminating net subsidies to public enterprises on average. In the case of middle income
countries, SOEs show a surplus in their operation, which can be the result not only of reforms of
management and introduction of competition, but also of the fact that the "best" firms are those that
have remained in the hands of the government. Examples of those are oil companies and natural

monopolies, like electric utilities.

[See graphs 3a, 3b, 4a, and 4b]

* For the discussion of different macroeconomic aspects of privatization and its effects, see Hachette and
Luders (1993); Larrain (1990); McLindon (1996); Rogozinski (1997, 1998); Serven, et. al (1994);
Demirguc and Levine (1994); and World Bank (1993). A model that integrates privatization into a
macroeconomic model to analyze the effects of the transition to a market economy --designed for transition
economies-- is Blanchard (1997).
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As shown in graphs 5a and 5b, the trend in fiscal deficit is favorable, though still negative,
and largely so for the late reformers. The most favorable trend is that of the deficit in upper middle
income economies in which the most aggressive reformers can be found, such as Argentina, Chile,

Mexico, and Malaysia.
[See graphs 5a and 5b]

One important effect observed in all income groups is that on the financial sector
development (see Demirguc and Levine (1994) and McLindon (1996)). Whereas in high-income
countries the capitalization of the stock market remains basically stable, for both low and middle-
income economies the reforms have had an impact on that indicator of capital market development
(graphs 6a and 6b). The trend is positive in all of them. Upper middle-income countries have reached
levels of capitalization similar to those in high-income economies (around 55% of GDP). Lower
middle-income economies are around 25%, and the low-income group is about 16%. This
mobilization of resources and the consistency of the reforms in many cases have attracted more
foreign direct investment. In graphs 7a and 7b, middle income countries show a positive trend in this
respect, whereas the low-income group shows an important increase during the later years, those in

which the reforms and privatization have been more aggressive.
[See graphs 6a, 6b, 7a and 7b]

Unemployment, however, shows a very erratic pattern across countries. Aggressive reformers
show an increase in the unemployment rate, but so do late and less aggressive reformers. Examples of
the former are Argentina and Poland, where the unemployment rate increased by 9 and 8 percentage
points, respectively, between 1990 and 1996. Among the latter, we have France and Hungary, where
unemployment grew 3.5 and 3%, respectively, during the same period. It is not possible to draw any
conclusion in terms of privatization on the overall unemployment rate. Unemployment has shown an

increasing trend in recent years in most countries around the world.

Thus, the evidence tells us that structural reform has in general induced positive changes in
key macroeconomic variables. Though not all these positive changes can be attributed to privatization
nor its specific contribution has been identified, we can conclude that both the public sector's
financial health and a better macroeconomic environment have been fueled by the reduction of SOE
activity around the world. This has also led to the creation of a better environment for private

investment and competition.

Two important caveats are pertinent at this point from a policy perspective. In general,

privatization proceeds should not be used in current expenditure or subsidies that require a permanent
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disbursement. Given that they are a once-and-for-all income for the government, they should be
applied to disbursements of equal nature (Rogozinski, 1998).*° Reduction of public debt, or
Investment in certain types of infrastructure, are recommended as reasonable alternatives. The
proceeds could also be linked to specific budgetary purposes in a transparent way, as was the case in

Bolivia in which the income was used to finance the reform of the pension funds.*

4. Privatization of Infrastructure

Though a detailed analysis of the privatization experience in infrastructure sectors would
deserve a special study, we will show here some pieces of evidence that support the idea that even in
thse sectors the benefits have been important. Infrastructure privatization involves issues related to
regulation, long-term growth possibilities of the economy, as well as equity considerations. In the
evidence shown above, the sectors regarded as non-competitive, as well those under regulation, are in

general in the infrastructure sectors.*!

There are different degrees of involvement of the private sector in infrastructure projects.
These options go from the usual contracting for supply and civil works under public ownership, all
the way to full private ownership through the so called “Build-Own-Operate” schemes (BOO).
Among those, the most widely used in practice, and the ones that have proven successful in different
countries are the ones termed “Lease-and-Operate” (also known as affermage contracts),
“Rehabilitate-Operate-Transfer”, and “Build-Operate-Transfer” schemes (BOT) (Guislain and Kerf
(1995)). Projects under BOT contracts imply the transfer of control without transfer of ownership and
are generally used for greenfield concessions. Those concession contracts are usually awarded to
private investors for a pre-determined period of time. > All these concession-type arrangements
involve a public entity (at the level of federal government, state, or municipality) that awards the right
and obligation to provide the service to a private investor. The conditions under which the service has
to be provided is fully specified in the contract. In the case of BOT schemes, for example, conditions
under which the assets will be transferred either to the public entity of to another private investor once
the concessions is over have to be spelled out in the contract. These contracts thus are complex and
involve regulatory aspects, distribution of commercial and political risks, public guarantees when

needed, investment requirements, and the so called “universal service obligations” (USO). The latter,

% The relevance of the long-run perspective that ought to be followed when deciding the use of
E)rivatization proceeds is also emphasized in Kelegama (1997).

9 See Lopez-Calva (1998) and Peirce (1998).
“! The infrastructure sector includes, for example, electricity, telecoms, airports, ports, water distribution,
natural gas distribution, and toll-roads.
* For a thorough review of BOT schemes and its advantages and disadvantages, see Klein (1998). The
basic contracting issues are discussed in Lépez-Calva (1998).
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USO, require the private company in charge of providing the service to give access to all groups in
the area of the concession, regardless the level of income. In the case of USO, the contract must also

specify pricing schemes (possibility of cross-subsidies) and mechanisms for public subsidies when

they are necessary.®

From a theoretical perspective, the implications mentioned in the theoretical discussion in
terms of the advantages of private ownership hold, provided the appropriate regulatory mechanisms
and enforcement. The weaker results in terms of efficiency that the evidence shows in n(;n-
competitive (infrastructure) sectors are precisely related to the differences in regulatory mechanisms
and regulatory capacity in different situations. Failures in privatization of infrastructure can be
explained fundamentally by two types of policy mistakes: first, poorly design of concessions --mainly
in the area of distribution of risks and public guarantees, and second, inappropriate regulatory

structure and/or weak enforcement by regulatory institutions.*

Despite all the difficulties infrastructure implies for privatization, important benefits have
been obtained during the last years. The experience shows by and large a positive effect of
privatization of infrastructure. Not only have the private investment flows in infrastructure increased,
but important efficiency gains have emerged. Some evidence has been shown in section 3 where, for
example, Chisari, et. al. (1997a) have estimated efficiency gains around 0.9% of GDP that are also
consistent with distributive improvements in Argentina. In addition, the evidence by sector in the
same country is shown in Tables 7, 8, and 9. Those tables show selected performance indicators of

privatized utilities, before and after privatization.

Finally, table 10 shows selected indicators of performance improvement and investment
carried out by the privatized telecommunications company in Mexico. This company, TELMEX, was
sold under strict investment and performance improvement goals and was awarded monopoly power
in local telephony for a pre-determined period of time. The price of the service in that case, however,

increased, and that explains the reduction in consumer surplus after privatization as estimated by

3 Access to the service, in the case of USO, does not necessarily involve access to the network itself, given
that there are alternative technologies for the provision of the service (Chisari, Estache, and Laffont
(1997)). .

* For an analysis of concession contracts, their design, and review of the “failures”, see Epgel,'et'. al. _
(1997), and Klein (1998). A discussion of the relevance of regulatory capacity and institutions is in Smith
(1997).
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Galal, et. al. (1993).* The evidence strongly supports the implication that, provided that th

appropriate regulation is in place, efficiency gains can be achieved though infrastructure privatization.

SELECTED PERFORMANCE INDICATORS, INFRASTRUCTURE
WATER CONCESSIONS IN BUENOS AIRES, ARGENTINA
(Crampes and Estache, 1996)

: Indicator

~ Change
{May 1993-December 1995)

Increase in Production capacity (%)

" Water pipes rehabilitated (kilometers) 550
| Sewers drained (kilometers) 4,800
| Decline in clogged drains (%) 97 7
Meters upgraded and installed 128,500
Staff reduction (%) 47
Residents with new water connections 642,000
Residents with new sewer connections 342.000

Source: Aguas Argentinas, as shown in Crampes and Estache (1996).

* In the case of public phones, for example, the price of a call before privatization in Mexico City was zero
pesos (calls in public phones were free). For a description of the sale of TELMEX, see Rogozinski (1998)

and Lopez-Calva (1998).



TABLE 8
SELECTED PERFORMANCE INDICATORS, INFRASTRUCTURE
POWER CONCESSIONS IN ARGENTINA
(Estache and Rodriguez, 1996)

Years . Geeaton,. Distribution [ Transmission
Spot price Thermal 5 Losses | Forced nutages
(S/MWh) availability | (%) i (hours)

1992 | 41 85 | 48,2 21 1.000

1993 32.12 59.8 20 900

1994 - 24.99 613 18 [ 650

1995 1 2230 69.9 2 300

Note: The generation data in 1992 are unweighted averages for October-December only (privatization took
place over the period between mid-1992 and mid-1993). Distribution data are from EDESUR (privatized in
September 1992). Transmission data are from Transener (privatized in July 1993). MWh is megawatt-hour.
Source: CAMMESA, ENRE, and company annual reports. Taken from Estache and Rodriguez (1996).
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TABLE 9

SELECTED PERFORMANCE INDICATORS, INFRASTRUCTURE

PORTS OF BUENOS AIRES, ARGENTINA

(Estache and Carbajo, 1996)

L __Indicator 1991 1995

:Cﬂr‘gﬂ ELiii

[t!musands <:|£ !m]s} 4.000 5,100
Containers

(thousands of “hﬁtnty-fwt i 300 540
cquivalent units”y e

Capacity e

{Thuus:mds of mntamm per 400 1,000
_}rce:f} ; :

Dpemtm:mi arca.

(hectares) 63 05
Pmdu_{:ﬁv_ity =
| {tons pei'warkar PT YEdrh s00 3,000
Average stmr far fu]l conlginers

{days) : 2.3 |5
' Cost for cunl,amer imports. ]

(U5‘$ T mn} e 450 120
 Port tariff for !’:xpurts'_: =

{I}S_$:1mr__1n_n}. i 6.7 30
Port tariff for fmaports

(US$perton) 2.1 15

Source: Adrmmstracxon Genereal de Puertos. Taken from Estache and Carbajo (1996).
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TABLE 10

PERFORMANCE INDICATORS OF THE MEXICAN TELECOMMUNICATIONS COMPANY
AFTER PRIVATIZATION

WogTT
7,990

16,541 |

19,360 |

207.170 |

24

Note: The privatization took place in 1990 (transfer of control).
a/ These data are for 1990 and 1993.

b/ That figure corresponds to 1993.

Source: Rogozinski (1997).

5. Conclusions

From the theoretical discussion, several empirical implications are proposed. Let us analyze
how the evidence from different studies supports them.
Implication 1: Publicly owned enterprises in competitive environments would not perform better than

privately owned companies in the same circumstances in terms of profitability, and could perform
worse.

The microeconomic evidence overwhelmingly supports this implication. Country specific
data and cross-country data show that privatized firms improve their profitability after the sale, even
controlling for macroeconomic and industry specific factors. This result is robust to different
definitions of the profitability indicator, and holds for different market structures. Deregulation
policies have been shown to speed up the convergence process of firms to industry standards. Partial
privatization has a lower effect on profitability when compared with full privatization. The evidence
for Central and Eastern European countries is also consistent with the proposition, and the political

view --that says that political intervention undermines firm performance-- seems to be confirmed by
the data.
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Implication 2: One should expect important efficiency gains from the change in ownership structure
In competitive sectors.

The micro evidence also confirms that the introduction of competition enhances productivity
gains. Firms in more concentrated and regulated markets, though they also go through an important
restructuring after the sale, show lower increases in productivity as compared to those that are under
the discipline of the market. Eliminating restrictions to foreign direct investment and trade barriers,

and government controls on prices and quantities fuels the catch-up of firms to competitive standards.

Implication 3: In general, increases in profitability are not equivalent to increases in efficiency. This
will only be true in a competitive environment.

Two facts support this proposition in the data. First, it is observed in cross-country studies
that profitability increases more and productivity less in regulated or less competitive sectors. This
shows that firms are exploiting, at least partially, their market power. Second, in the case studies we
observe that consumer surplus is affected by the degree of competition in the sector, even though total

welfare changes are positive.*

Implication 4. Fully privatized firms should perform better than firms that have been partially
privatized, under the same conditions.

Cross-country evidence for developing countries shows that firms that were partially

privatized realized lower profitability gains and productivity changes as compared to fully privatized

enterprises.

From the macroeconomic perspective, the evidence is much far less strong, and causality

cannot be assumed. Important aggregate trends, however, have been identified.
Implication 5. Privatization improves the public sector's financial health (lower deficits, lower debt).

The budget deficit shows a positive trend, i.e., it declines during the reform period. Low-
income countries, which are on average less aggressive privatizers during the period analyzed, still
have a significant deficit on average. Privatization has represented an important policy tool for fiscal

reform.

Implication 6: Privatization reduces the net transfer to SOE's in the aggegate. These transfers become

positive if the government actually starts collecting taxes from privatized firms.

“6 This is the case, for example, in telecommunications privatization in Mexico, where the consumer
surplus fell after the sale. The methodology, however, fails to capture dynamic efficiency gains introduced
by technological change and new investments as well as changes introduced to the regulatory framework.
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The net transfers to SOE's have declined and actually become negative for high-income and
middle-income countries. This shows that not only have the subsidies been reduced, but the
government has started to collect taxes from previously money-losing firms. This is also supported by
the micro evidence. It is only in the case of low-income countries that net subsidies have continued,
which is consistent with the fact the SOEs overall balance in those countries is negative. This shows

that there room to improve the performance of the late reformers.
Implication 7: Privatization has a positive impact on the development of the financial sector.

Stock market capitalization has shown a steady increase in all country groups between 1987
and 1997. In low-income countries this trend has been accelerated since the early 90s, when
privatization transactions started at a faster pace. This change has also responded to the liberalization
of the financial sector and opening to foreign investment, but privatization has played a fundamental

role in it.

Implication 8: Privatization has a negative effect on employment in the short-run, a positive effect in

the medium and long-run.

The effect on unemployment is ambiguous. Unemployment rates vary widely across
countries, regardless whether they have privatized or not. The macro instability introduced by the
Mexican crisis in 1995 and subsequent problems in East Asia can partly explained the different
patterns, as well the particular features of stabilization plans in different countries, like the strict
management of the exchange rate in Argentina. The microeconomic evidence is also mixed. For
country cases it is shown that employment in privatized firms on average decreased, while cross-

country evidence of publicly traded companies shows an increase in average employment.

Finally, it is important to mention the lack of detailed research in the area of the effect of
privatization on distribution and poverty. The CGE model discussed above, on the distributive effects
of utilities privatization in Argentina, shows a positive result. The case studies carried out by Galal,
et. al. (1993) also allow us to reach positive conclusions from the distributive point of view, though
they also highlight the relevance of the market structure for the outcome. Privatization of
infrastructure services, not reviewed here as a special case, might indeed be a candidate for careful

study to understand the role of market imperfections on efficiency and distributive outcomes.
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