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The Financial and Operating Performance
of Newly Privatized Firms:

Evidence from Developing Countries

NARJESS BOUBAKRI and JEAN-CLAUDE COSSET*

ABSTRACT

This paper examines the change in the financial and operating performance of 79
companies from 21 developing countries that experienced full or partial privatiza-
tion during the period from 1980 to 1992. We use accounting performance mea-
sures adjusted for market effects in addition to unadjusted accounting performance
measures. Both unadjusted and market-adjusted results show significant in-
creases in profitabihty, operating efficiency, capital investment spending, output,
employment level, and dividends. We also find a decline in leverage following pri-
vatization but this change is significant only for unadjusted leverage ratios. Our
results are generally robust when we partition our data into various subsamples.

PRIVATIZATION HAS TURNED INTO a major worldwide phenomenon, in both de-
veloped and developing countries. Over the last decade, privatization of state-
owned enterprises (SOEs) has been occurring at an increasing rate, particularly
in developing countries. The share of these countries in global privatization
revenues has actually risen from 17 percent in 1990 to 22 percent in 1996
{The Economist, March 22, 1997). This paper examines how privatization in
developing countries affects the financial and operating performance of the
former SOEs. This issue is important because developed and developing coun-
tries are not equally endowed with those factors likely to influence the suc-
cess of a privatization program. Indeed, the privatization efforts of most
developing countries are inhibited by embryonic financial markets, a weak
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regulatory capacity, and a public sector that accounts for a large share of the
GDP.i Moreover, many of these countries, particularly those with relatively
low per capita income, lack some of the main ingredients for a successful
privatization, such as competent managers, entrepreneurs, and capital (Vemon-
Wortzel and Wortzel (1989)). On the other hand, some of these countries
have large markets and a fast rate of economic growth, which makes the
success of government divestiture more likely (Galal et al. (1994)). Analysis
of the privatization phenomenon in a wide set of developing countries should
allow us to determine whether privatization is beneficial in the economic
environments and the institutional settings specific to these countries.

Few empirical studies have examined the privatization phenomenon in
developing countries. The existing empirical literature has focused on the
experience of developed countries with the notable exceptions of Galal et al.
(1994) and Megginson, Nash, and van Randenborgh (1994; henceforth MNR).̂
In a World Bank study, Galal et al. (1994) assess the welfare gains or losses
resulting from the privatization of 12 companies operating mostly in non-
competitive markets and in four countries: Chile, Malaysia, Mexico, and the
United Kingdom. The authors report net welfare gains in 11 of the 12 cases,
finding no cases in which workers show an overall loss from privatization.
However, as pointed out by the authors, their sample is small and unrepre-
sentative of the universe of privatized firms in developing countries, and
any generalization of their evidence should be avoided.

A major study by MNR compares the pre- and postprivatization financial
and operating performance of 61 firms from 18 countries (12 industrialized
and 6 developing) and 32 industries for the period from 1961 to 1990. The
authors present strong evidence that, following privatization, their sample
firms become more profitable, increase their real sales and investment spend-
ing, and improve their operating efficiency. Furthermore, these companies
significantly lower their debt levels and increase dividend pajonents. Per-
haps more surprisingly, they find that employment levels increase after pri-
vatization. Their results are generally unchanged when they partition the
data into smaller subsamples. As impressive as MNR's sample of privatized
firms is, it includes only a small number of firms headquartered in devel-
oping countries (from 3 to 12, depending on the financial and operating per-
formance measure). Therefore, the sample size is too small to be considered as
indicative of the actual experience of privatizations in developing countries.

^ Although the total privatization proceeds in developing countries increased from $2.6 bil-
lion in 1988 to $24.5 billion in 1993, note that the percentage share of SOEs in GDP for these
countries has remained constant at around 11 percent since 1978 (The World Bank, 1995).

^ We limit our review of the empirical hterature to these two important studies because they
are not restricted to a single country. A discussion of the early empirical literature on the
relative performance of state-owned versus privately owned firms appears in Boardman and
Vining (1989) and Vickers and Yarrow (1991). More recent single-country studies appear in
Menyah and Paudyal (1996) for the United Kingdom and in La Porta and López-de-Silanes
(1997) for Mexico. Readers are also referred to Dewenter and Malatesta (1997) and Jones et al.
(1996) for recent studies of the determinants of privatization initial returns.
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The terms of share issue privatizations (SIPs) in developing countries have
a few features that distinguish them from the terms of SIPs discussed in
MNR. First, as capital markets in developing countries have limited absorp-
tive capacity, the traditional public offering of shares is often not feasible,
and private sales of SOEs thereby become the predominant method of di-
vestiture. Second, although SIPs in developed countries are typically pure
secondary sales, most SIPs in our sample are at least partially primary sales
that bring capital flows into the firms. Third, gradual sales are a dominant
characteristic of privatization in our sample.s Finally, in addition to the ob-
jectives of privatization discussed by MNR, developing countries face other
goals. For example, under the pressure of international agencies such as the
World Bank and the IMF, privatization in developing countries is generally
implemented as an integral part of a structural adjustment program, which
includes measures such as liberalization of trade and payment systems. Pri-
vatization can also serve the government's objectives to control certain eco-
nomically strong groups, including ethnic (Chinese Malays, Indian Africans),
geographic (urban elites), and concentrated power groups (economic dynasties).

Our study builds on the previous contributions made in the area but dif-
fers in several aspects. First, we consider a large set of newly privatized
firms (79) headquartered in 21 developing countries that experience full or
partial privatization during the period from 1980 to 1992. The sample covers
a wide range of developing countries in terms of development level and cap-
ital market sizes. Thus, according to the World Bank classification appear-
ing in the 1987 World Development Report (based on the country level of
Gross National Product per capita), our sample includes countries identified
as low-income economies (Bangladesh, India, Pakistan), lower-middle-
income economies (Chile, Jamaica, Nigeria, Philippines, Thailand, Tunisia,
Turkey), and upper-middle-income economies (Argentina, Brazil, Greece, Ma-
laysia, Mexico, Portugal, Singapore, South Korea, Taiwan, Trinidad and To-
bago, and Venezuela). The sample also includes firms operating in competitive
and noncompetitive markets. Second, in addition to companies privatized
through public share issues considered by MNR, our sample also includes com-
panies privatized through direct sales to one or several investors, and those
privatized with a combination of both techniques. Direct sales accounted for
the vast majority of privatizations in developing countries from 1988 to 1993,
58 percent by value and 80 percent by the number of transactions (Sader (1994)).
Third, some of the differences between pre-privatization and postprivatiza-
tion performance could be due to economy-wide factors. To take account of this
possibility and to isolate the effect of privatization from the impact of macro-
economic changes on the financial and operating performance of SOEs, we use
both raw and market-adjusted accounting performance measures.

For both unadjusted and market-adjusted accounting performance mea-
sures, we find that newly privatized firms exhibit significant increases in

3 Perotti (1995) derives a model which establishes that privatization sales should be gradual
to mELximize investors' confidence over government policy risk.



1084 The Journal of Finance

profitability, operating efficiency, capital investment spending, real sales,
employment level, and dividends. We also note a decline in leverage follow-
ing privatization but this change is significant only for unadjusted leverage
ratios. Additionally, our results are generally robust when we partition our
data into various subsamples. However, our evidence suggests that privat-
ization yields greater benefits for companies operating in developing coun-
tries with high income per capita and for companies whose governments
surrender voting control.

The remainder of the paper is organized as follows. Section I describes the
data and the sample selection and Section II presents the methodology. In
Section III, we present and discuss our results and in Section IV, we sum-
marize our results.

I. Data and Sample Collection

We started collecting our data in the spring of 1994 by identifying newly
privatized firms in developing countries. To avoid any potential bias in the
generated sample, great care was taken to gather as many firms as possible
so that information would not reflect only the most successful privatiza-
tions. The initial source used was the World Bank survey of privatization
programs (Candoy-Sekse and Ruig Palmer (1988)). For more recent privat-
izations, that survey was supplemented with other publications such as the
special issue of The Columbia Journal of World Business of Spring 1993,
World Debt Tables 1994-1995, and studies such as those by Perotti and
Guney (1993) and Sader (1993). Further sources included local govern-
mental agencies in charge of privatization programs—for example, those
of Brazil, Malaysia, Philippines, Portugal, and Turkey. Using these differ-
ent sources, the initial sample numbered 203 companies from 26 developing
countries.

Once we obtained the companies' addresses, we sent them a questionnaire
and a request for their privatization sale prospectus as well as their pre- and
postprivatization annual reports (three years before through three years af-
ter privatization). In some cases, local securities regulatory boards provided
us with the privatization sale prospectuses. Answers to the questionnaires
provided information on possible changes in the accounting and fiscal en'vi-
ronments of the firm, the method of sale used, ownership structures of the
firm, constraints imposed on the management of the firm after the privat-
ization (for example, on output and employment levels and on pricing poli-
cy), and government subsidies before and after privatization. In several cases,
we supplemented financial statements sent to us with data from secondary
sources, namely, the Disclosure databases, Moody's International, and the
Pacific Basin Capital Markets database. For Mexico, Turkey, and Venezuela
we obtained the financial statements of some companies from the Bolsa Mex-
icana de Valores, the Istanbul Stock Exchange, and the Fondo de Inver-
siones de Venezuela, respectively. In some cases, we included a company by
relying on secondary sources exclusively.
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Of the 203 newly privatized companies, many could not be included for the
following reasons: they were privatized after 1992 and no postprivatization
data were available (23 companies); the pre- and postdivestment data for
some companies privatized through direct sale to another company were not
comparable because only consolidated financial statements were available
for the postprivatization period (2 companies); data were missing for at least
one year of the (-2, -1-2) window (68 companies); finally, failure to comply
with our request for annual reports (31 companies).

Our final sample consists of 79 newly privatized firms from 21 countries
that are among the most active privatizers in the developing world. Of these
79 companies, 34 answered our questionnaire. For the remaining 45 firms,
we gathered as much information as possible from annual reports, prospec-
tuses, and secondary sources. The Appendix provides the following descrip-
tive information on these companies: the type of industry in which each firm
operates, the date of government sale, the number of employees in the year
of privatization, the value of each issue in U.S. dollars, and the government
shareholdings before and after privatization. The sample is well diversified,
exhibiting a wide geographical dispersion and different levels of country de-
velopment. The firms also belong to different types of industries and market
structures (competitive and noncompetitive) and vary in size.

II. Methodology

The analysis conducted in this paper seeks to determine whether the pri-
vatization of SOEs in developing countries is truly desirable and lives up to
the expectations of governments and development agencies for the perfor-
mance of newly privatized firms. In particular, the study tries to determine
whether, following privatization, the firms increase (1) their profitability, (2)
their operating efficiency, (3) their capital expenditures, and (4) their out-
put. We also examine the impact of privatization on employment levels, cap-
ital structure, and dividend policies.

We use the same ratios as in MNR to allow a constructive comparison be-
tween their sample of mostly developed countries and our sample of devel-
oping countries. We first compute empirical proxies for each company for a
seven-year period (from three years before to three years after privatization).
We then compute means of each variable for the preprivatization (years - 3
to -1) and postprivatization (years +1 to +3) periods. However, it is important
to note that we included companies in our sample as long as we had observa-
tions from at least year - 2 to year +2. Furthermore, the year of the privat-
ization, year 0, is excluded from the analysis because it includes both the pubhc
and private ownership phases of the firm. The date of privatization is the date
on which the government sold, for the first time, a certain amount of shares.
We then use the two-tailed Wilcoxon signed-rank test to test for significant
changes in the variables, as well as a proportion test to determine whether the
proportion (p) of firms experiencing a change in a given direction is greater
than what would be expected by chance, typically testing whether p = 0.5.
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Because most of the privatizations covered in this study took place over a
relatively short period of time (1989-1992), the sample firms'performance is
likely to be influenced by economy-wide changes. To take account of this
possibility and to isolate the effect of privatization on the financial and op-
erating performance of SOEs from other determinants of this performance,
we also use market-adjusted accounting performance measures. Firms op-
erating in the financial and real sectors exhibit different operating and fi-
nancial profiles. Consequently, for banks and insurance companies, we use a
market index comprising financial corporations. For other firms, the market
index consists of nonfinancial corporations. We estimate the market index
for each year as the median ratio for all financial or nonfinancial firms in
the country on the Disclosure databases (excluding all privatized firms,
whether in our sample or not). Hence, the market-adjusted accounting per-
formance measure of a firm is the difference between its accounting perfor-
mance measure and the market median accounting performance measure of
its country.*

III. Empirical Results

In the following sections, we present and discuss the empirical results
using unadjusted performance measures for the whole sample of 79 privat-
ized firms, and market-adjusted performance measures for the 39 privatized
firms for which market-adjusted ratios could be computed (Tables I and 11).̂
At the end of each section, we also discuss the market-adjusted and un-
adjusted results for the following partitionings of our data. First, we deter-
mine whether the effect of privatization varies according to the prevailing
market structure, since competition can greatly improve monitoring possi-
bilities and hence incentives for productive efficiency (Vickers and Yarrow
(1991)). To this end, we partition the full sample into competitive and non-
competitive firms. Second, to determine whether postprivatization perfor-
mance varies with the level of economic development, we partition our sample
of developing countries into two subsamples: upper-middle-income countries
and low-income and lower-middle-income countries. Kikeri, Nellis, and Shir-
ley (1992) argue that a market-friendly policy framework and a relatively
well-developed regulatory policy, two factors prone to favor the success of
privatization, are correlated with income. Privatization in high- or middle-

"* We also intended to consider an industry performance benchmark. However, we were un-
able to perform industry adjustments for more than 13 firms, mainly because several sample
firms were monopolies and only a limited number of firms from developing countries were
available in the databases. Therefore, we do not report results with this alternative perfor-
mance benchmark. However, our analysis of this sample of 13 firms reveals that the results
with market-adjusted and industry-adjusted performance measures are similar. For a thorough
study of the impact of British Airways' privatization on the airline industry, see Eckel, Eckel,
and Singal (1997).

^ To assess possible differences in the findings across samples. Table II reports market-
adjusted and unadjusted results for the "market-adjustment" sample of 39 companies. We ob-
tain very similar unadjusted results using the entire sample of 79 companies (Table I) and the
subsample of 39 companies (Table II).
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income countries should therefore yield greater benefits. Third, we contrast
the postdivestiture performance of totally and partially privatized firms. In
this regard, Boardman and Vining (1989) argue that partial privatization
may not be the best strategy for a government wishing to move away from
reliance on state ownership. Fourth, we contrast the postdivestiture perfor-
mance 0Îcontrol privatizations, in which governments surrender voting con-
trol, and revenue privatizations, in which governments sell a minority
ownership stake and do not surrender voting control. Boycko, Shleifer, and
Vishny's (1996) model suggests that, in order to facilitate restructuring, both
cash flow rights and voting control rights should pass from governments to
private hands. For each of these partitions, we examine whether each group
of firms records significant changes in the values of variables following the
privatization. We also verify whether the value changes for the two subsam-
ples are significantly different.

For the sake of space, we only report the unadjusted results for the
subsamples of competitive and noncompetitive firms, and privatized firms
operating in upper-middle-income countries and in low-income and lower-
middle-income countries (Tables III and IV). Although they are discussed in
the text, we do not report the unadjusted results for the other two partition-
ings. Furthermore, we discuss the market-adjusted results for the subsam-
ples but we do not report them. The tables of the unreported results are
available from the authors upon request.

A. Profitability

As firms move from public to private ownership, their profitability should
increase. Privatization typically transfers both control rights and cash flow
rights to the managers who then show a greater interest in profits and ef-
ficiency than did the politicians (Boycko et al. (1996)). We measure profit-
ability by the return on sales (net income to sales), return on assets (net
income to total assets), and return on equity ratios (net income to equity).^
Table I reports all three ratios, whereas the subsequent tables rely only on
the return on sales ratio. We focus on this ratio because it is based on two
flow measures that are less sensitive to inflation and to accounting conven-
tions than are the two other profitability ratios.'^

^ The tax figure reported on a firm's annual reports may include tax credits or carryforwards
that do not pertain to the current year's performance. Therefore, we compute profitability and
efficiency ratios with income before and after taxes. For the 48 companies for which we have
data on both net income measures, we obtain qualitatively similar results.

•̂  In a high-inflation environment, unadjusted historical-cost information may not be meaning-
ful (White, Sondhi, and Fried (1994)). For example, rates of return on assets may be overstated
because of undervaluation of fixed assets and underprovision for depreciation. The high-
inflation countries of Latin America require companies to use general price level accountmg
(also known as constant dollar accounting). In countries with moderate inflation rates, such as
Jamaica, Nigeria, and Turkey, financial statements are partially adjusted, except for those of
AIICO, a Nigerian firm. However, the results of the tests for the full sample and the subsam-
ples excluding AIICO were unchanged.
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Our results show significant improvements in profitability after divesti-
ture. For example, the mean (median) unadjusted return on sales goes from
4.9 percent (4.6 percent) before privatization to 11 percent (8 percent) after
privatization. This significant increase (at the 1 percent level) is achieved by
63 percent of the sample firms. As in MNR, the results are more significant
for the return on sales (at the 1 percent level) and return on assets (at the
10 percent level) ratios. The increase in the market-adjusted return on sales
ratio is equally significant for 71 percent of the firms.

Our subsamples of firms operating in both competitive and noncompeti-
tive industries, of firms from upper-middle-income countries, of partially
privatized firms, and of both control and revenue privatizations show a signifi-
cant (at the 5 or 1 percent level) increase in return on sales following dives-
titure (for both unadjusted and market-adjusted ratios). For the subsamples
of fully privatized firms, profitability also increases significantly at the 10
percent level for unadjusted return on sales and at the 5 percent level for
the market-adjusted return on sales ratio. Only for firms from low-income
and lower-middle-income countries is the increase in profitability insignifi-
cant (for both unadjusted and market-adjusted return on sales ratios).

One possible explanation for the increase in profitability is that govern-
ments "manage" reported earnings. For example, governments may have the
incentive to decrease reported earnings prior to privatization in order to
convince employees that privatization is the only viable solution. In this
regard, as the timing of asset acquisitions and sales can affect reported earn-
ings, our measure of net income excludes income from discontinued opera-
tions and extraordinary items. Similarly, the choice of depreciation methods
can affect reported earnings. For instance, choosing accelerated depreciation
instead of straight-line depreciation is income-decreasing. Consequently, we
reran the tests for the 46 companies for which we had data on operating
income before depreciation. We obtained qualitatively similar results.^

B. Operating Efficiency

Following privatization, firms should employ their human, financial, and
technological resources more efficiently because of greater stress on profit
goals and a reduction of government subsidies (Kikeri et al. (1992), and
Boycko et al. (1996)). We measure operating efficiency with the sales effi-
ciency (real sales per employee) and net income efficiency (net income per
employee) ratios.

The sales efficiency ratio shows a significant median increase following
privatization for both raw (at the 1 percent level) and market-adjusted (at
the 5 percent level) performance analyses. This increase is achieved by 80 per-

* However, firms might be able to manipulate their operating income by increasing their
inventory and their accounts payable. Similarly, the decision of managers to tighten credit
terms to decrease sales and hence accounts receivable could lead to a decrease in operating
income. A preliminary analysis of inventories, accounts payable, and accounts receivable shows
no evidence of manipulation of this kind.
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cent and 75 percent of the sample firms, respectively. For example, un-
adjusted real sales per employee go from an average (median) of 92.2 percent
(90.6 percent) of the year 0 level during the preprivatization period to 117
percent (112.6 percent) of the year 0 level during the postprivatization pe-
riod. Unadjusted net income per employee also increases dramatically (63 per-
cent (mean) and 43.6 percent (median)). Overall, divested firms seem to
improve their operating efficiency and thus to reach the objective most fre-
quently put forward by governments launching privatization programs. How-
ever, these improvements seem to be less significant (at the 5 percent level
rather than the 1 percent level) when adjusted for market effects.

The increase in sales efficiency is also very significant for all the subsam-
ples, except for firms operating in low-income and lower-middle-income coun-
tries, for which it is significant only at the 10 percent level. This result for
privatized firms in developing countries is similar to that of privatized firms
in developed countries (MNR), and suggests that divested firms utilize their
resources in a more efficient way than in the past.

The results also indicate that the value changes for the partitions based
on income are significantly different. First, the value changes in both prof-
itability and efficiency are significantly larger for firms from upper-middle-
income countries than for those from low-income and lower-middle-income
countries at the 5 and 1 percent levels, respectively. This evidence lends
support to Kikeri et al.'s (1992) argument that high-income or upper-middle-
income countries should be in a better position to privatize successfully.^
Second, the value changes in both profitability and efficiency are signifi-
cantly larger for control privatizations than for revenue privatizations at the
10 percent level. The evidence is consistent with Boycko et al.'s (1996) model,
suggesting that in order to facilitate restructuring and improve performance
governments should surrender voting control.

Once we adjust for market conditions, we also document an increase in the
sales efficiency ratio for all of our subsamples. A high percentage of the
small number of observations making up each subsample shows such an
increase. For the three subsamples including at least ten observations (non-
competitive industry firms, control privatizations and firms operating in upper-
middle-income countries), the increase in the sales efficiency ratio is significant
at conventional levels for the last two partitionings.

Many of the privatization programs in developing countries reserve a frac-
tion of the shares issued (from 5 to 20 percent) for the firm's employees. We
partition the sample into firms sponsoring (44) or not sponsoring (26) em-
ployee stock ownership plans (ESOPs) and we compare the performance of
these two groups of firms. Our findings (not reported here in the interest of

' Since a country with a fairly developed capital market is likely to have a market friendly
framework that favors the success of privatization, we partition our sample using the median
of the 1985-1990 average stock market capitahzation per GDP. We find that privatization yields
greater benefits for countries with a fairly developed stock market than for those with less
developed stock markets.
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space but available from the authors) reveal that the difference between the
value changes in profitability and operating efficiency is significantly larger
for the ESOP firms than for the non-ESOP firms. This is consistent with the
proposition that ESOPs favor employees' support for the privatization policy
and performance improvements, and is contrary to Boycko et al.'s (1996)
prediction that workers make poor stockholders/monitors.

C. Capital Investment Spending

Governments expect that greater emphasis on efficiency will lead newly
privatized firms to increase their capital investment spending. Once privat-
ized, firms should increase their capital expenditures because they have greater
access to private debt and equity markets (especially in fairly developed
capital markets) and have more incentives to invest in growth opportunities
(MNR). To estimate the degree of capital investment, we use two ratios:
capital expenditures divided by sales and capital expenditures divided by
total assets. We observe an increase in the capital expenditures to sales and
to assets ratios after privatization, for both raw and market-adjusted data.
For example, the unadjusted (market-adjusted) capital expenditures to sales
ratio increases on average from 10.5 percent (0.9 percent) to 23.7 percent
(3.6 percent). This increase is achieved by 62 percent (unadjusted) and 64 per-
cent (market-adjusted) of the sample firms. MNR also document an increase
in both ratios, although this increase is not significant for the capital ex-
penditures to total assets ratio. These results seem to confirm the impor-
tance of privatization as an incentive to improve efficiency and to spend
more on investment activities.

The postdivestiture increase in investment spending is equally signifi-
cant, using unadjusted data, for the following: firms in competitive indus-
tries (at the 5 percent level), firms operating in upper-middle-income countries
(at the 5 percent level) and in low-income and lower-middle-income coim-
tries (at the 10 percent level), fully privatized firms (at the 1 percent level),
and control privatizations (at the 1 percent level). The market-adjusted ra-
tios also show an increase in investment spending, but the number of ob-
servations for each subsample of newly privatized firms is too small to allow
any strong conclusions regarding the influence of privatization on invest-
ment spending. In contrast, the increase in postprivatization investment spend-
ing for firms in noncompetitive markets is insignificant, using raw and market-
adjusted data. This evidence, combined with that of MNR, suggests that, in
both developing and developed countries, competitive environments spur newly
privatized firms to increase capital investment spending.

D. Output

Privatization, when correctly conceived and implemented, should foster
efficiency and stimulate investments and, therefore, new growth and employ-
ment (Kikeri et al. (1992)). Our results confirm such expectations. Indeed,
the increase in real sales is significant for both unadjusted (at the 1 percent
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level) and market-adjusted data (at the 5 percent level). Of the sample firms,
76 percent (unadjusted) and 64 percent (market-adjusted) experience such
an increase. For example, the unadjusted real sales go from an average (me-
dian) of 96.9 percent (91.6 percent) of the year 0 level during the (-3, -1)
preprivatization period to 122.2 percent (112.2 percent) of the year 0 level
during the ( + 1, +3) postprivatization period.

All of our subsamples also show significant increases in real sales follow-
ing privatization. Whatever the subsample, a large majority of divested firms
(at least 68 percent) experience an increase in real sales. Once adjusted for
market conditions, the results remain significant for competitive industry
firms, firms from upper-middle-income countries, partially privatized firms,
and control privatizations. The observed increase in output seems to be a
reflection of the increased productivity of the privatized firms. As consistent
as this result is with the evidence provided by MNR for a sample of mostly
developed countries, it is contrary to Boycko et al.'s (1996) model which pre-
dicts that upon privatization, the firms would decrease their production from
the inefficient levels observed when these firms were state-owned. Even
though they implicitly assume that reform is occurring in a formerly com-
munist or socialist country (Russia or eastern Europe), we believe that the
implications of their model are also relevant for noncommunist countries. In
particular, as the government transfers both control and cash flow rights to
private shareholders, restructuring and change in performance will follow.

E. Employment

Prior to privatization, most SOEs tend to be overstaffed. Consequently, in
order to increase efficiency, extensive layoffs would be expected following
government divestiture and the reduction of subsidies. Interestingly, how-
ever, employment seems to have increased significantly (at the 10 percent
level) according to the unadjusted results, and even more significantly (at
the 5 percent level) once we adjust the number of employees for market
effects.1° The unadjusted (market-adjusted) increase in employment is on
average 139 (361) employees and is observed for 58 percent (67 percent) of
the sample firms. This evidence, combined with that of MNR, suggests that
privatization does not necessarily mean a decline in employment level.^ As
Kikeri et al. (1992) predicted, our evidence suggests that higher levels of
investment and efficiency lead to more output and employment.

'" The answers to our questionnaires do not suggest that these findings might result from
the firms' commitment to maintain the number of employees in the postprivatization period.
Only 5 of the 34 firms that filled out our questionnaire and none of the 34 prospectuses men-
tioned such a commitment.

" In contrast with these results. La Porta and López-de-Silanes (1997) find a sharp decline
in employment for their sample of Mexican privatized firms. Except for this indicator, their
results are consistent with those reported here. In particular, Mexican privatized firms expe-
rience large increases in profitability, operating efficiency, and output. Furthermore, their re-
sults suggest that privatized firms in competitive and noncompetitive sectors experience similar
performance improvements.



1100 The Journal of Finance

As far as the subsamples are concerned, the unadjusted increase in the
number of employees is very significant (at the 1 percent level) for revenue
privatizations. It is likewise significant (at the 5 percent level) for partial
privatizations and for firms operating in low-income and lower-middle-
income countries and is significant (at the 10 percent level) for noncompet-
itive firms. The employment results also indicate that the difference between
the value changes in the number of employees is significantly larger for
noncompetitive firms and control privatizations than for competitive firms
and revenue privatizations, respectively. As expected, newly privatized firms
operating in competitive industries are more inclined to reduce employment
levels. With the exception of the subsample of upper-middle-income coun-
tries for which the increase in the employment level is significant at the 10
percent level, the small number of observations (less than 10) for each sub-
sample of newly privatized firms does not allow us to draw strong conclu-
sions regarding the impact of privatization on the employment level, once we
adjust for market effects. However, with the exception of the fully privatized
firms, we observe an increase in the employment level for each subsample.

F. Leverage

The switch from public to private ownership should lead to a decrease in
leverage because the government's removal of debt guarantees will increase
the firms' cost of borrowing and because firms will have increased access to
public equity markets (MNR). We measure leverage by the total debt to total
assets and by the long-term debt to equity ratios. As do MNR, we focus on
the first leverage measure. We document a significant decrease (at the 5 per-
cent level) in the debt to assets ratio and in the long-term debt to equity
ratio for the unadjusted data.^^ The average (median) declines in the total
debt/total assets ratio of 5.1 percentage points (1.6 percentage points), and
in the long-term debt/equity ratio of 44.1 percentage points (5.7 percentage
points), are important.i^ However, the decrease in leverage is no longer sig-

'^ A particular feature of the privatization programs in some countries, particularly in Latin
America, is the prior debt restructuring of the firms upon privatization (López-de-Silanes (1997)).
By writing off the debt or part of the debt of the firm to be privatized, the government can
increase the attractiveness of the firm to be sold. A thorough investigation of this issue shows
that debt restructuring occurs in six of our sample companies operating in the following coun-
tries: Argentina (1), Brazil (4), Trinidad and Tobago (1). We rerun the tests excluding these
firms to determine whether debt restructuring drives the leverage decrease of our sample firms;
we obtain virtually identical results. For a study of other restructuring methods accompanying
privatizations, see Barberis et al. (1996), who provide evidence from a sample of privatized
Russian shops.

'•̂  Unlike a secondary offering where the government keeps the proceeds and no capital flows
into the firm, privatization through a primary offering raises new capital. We partition our
SIPs into (1) pure secondary offerings and (2) at least partially primary issues. On the hasis of
our analysis of questionnaires, prospectuses, and annual reports, we are ahle to identify 15 pure
secondary offerings and 21 at least partially primary issues. For both offerings, we observe a
significant decrease in the debt to assets ratio. This suggests that primary issue privatizations
do not drive leverage decreases.
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nificant when we adjust for market effects. This suggests that the leverage
of newly privatized firms does not decline in comparison with other firms in
their national markets in the postprivatization period."

As for our subsamples, the unadjusted decrease in leverage after privatiza-
tion is significant for competitive and noncompetitive firms, for firms oper-
ating in upper-middle-income countries, for partially privatized firms, and
for revenue privatizations, but the market-adjusted decrease in leverage is
significant only for firms headquartered in upper-middle-income countries.

G. Dividend Policy

Following privatization, dividend payments should increase because, un-
like governments, private investors generally demand dividends, and divi-
dend payments are a classic response to the atomized ownership structure to
which most privatization programs lead (MNR). The dividend to sales ratio
and the dividend payout ratio (dividend payments divided by net income)
show significant increases for both unadjusted and market-adjusted data.
For example, the average (median) unadjusted dividend to sales ratio in-
creases from 2.8 percent (0.9 percent) before privatization to 5.3 percent
(3 percent) after privatization. Using unadjusted and market-adjusted data,
76 percent and 68 percent of the privatized firms, respectively, distribute
more dividends as a proportion of their sales. This evidence combined with
that of MNR suggests that, whatever the level of development, newly pri-
vatized companies increase their dividend payments markedly.

We also observe an increase in the dividend to sales ratio for all of our
subsamples. The unadjusted increase in dividend to sales ratio is highly
significant (at the 1 percent level) for all the subsamples except of revenue
privatizations, for which it is significant at the 10 percent level. Once we
adjust the dividend to sales ratio for market effects, we still note an increase
in dividend payments for all subsamples, although it is significant at the
5 percent level only for competitive firms, control privatizations, and firms
headquartered in upper middle-income countries. For all of our subsamples,
a fair majority of newly privatized firms (at least 60 percent) experience an
increase in the market-adjusted dividend to sales ratio.

IV. Conclusion

This study examines the financial and operating performance of newly
privatized firms in developing countries. A large sample of newly privatized
firms is drawn from a wide set of developing markets. To take account of the
possibility that some of the differences between preprivatization and postpriva-

" A possible explanation for the insignificant decrease in the market-adjusted leverage is
provided by Singh (1995) who gives evidence that in recent years, developing countries have
tended to use more equity than debt to finance their growth. We would thus expect the market
median to exhibit a decrease in leverage and hence to reduce the possibility that the market-
adjusted debt to asset ratios of the newly privatized firms decline significantly
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tization performance could be due to economy-wide factors, we use account-
ing performance measures adjusted for market effects in addition to unadjusted
accounting performance measures. For our full sample, both unadjusted and
market-adjusted results show significant increases in profitability, operat-
ing efficiency, capital investment spending, output (adjusted for inflation),
employment level, and dividends. We also observe a decline in leverage fol-
lowing privatization but this change is significant only for unadjusted le-
verage ratios. It is of interest to note that the results are generally less
significant when we adjust the performance ratios for market effects.

Our results are generally robust when we partition our data into various
subsamples. In particular, in the case of unadjusted performance measures
for which there are a sufficient number of observations, we note strong per-
formance improvements for companies operating in competitive and noncom-
petitive environments, for firms from upper-middle-income countries, for fall
and partial privatizations, for control privatizations where governments sur-
render voting control, and for revenue privatizations where governments
sell a minority ownership stake. We also present evidence of weaker perfor-
mance improvements for firms from low-income and lower-middle-income
countries. Furthermore, we find that the differences in the increase of prof-
itability and efficiency are significantly larger for control privatizations and
firms from upper-middle-income countries than for revenue privatizations
and firms from low-income and lower-middle-income countries, respectively.

In any event, ownership seems to be important. Indeed, privatization brings
with it private owners who place greater emphasis on profit goals and also
carry out new investments that lead to increased output and emplojTnent.
As a result, efficiency improves and profitability follows. These improve-
ments cannot be attributed to the prevailing market structure or the terms
of share issue privatizations. Nevertheless, our results, combined with those
of MNR, suggest that, both in developing and developed countries, newly
privatized firms improve their performance. Furthermore, as far as devel-
oping countries are concerned, it appears that privatization yields greater
benefits for companies headquartered in countries with high income per capita.
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