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We use a survey of 452 Russian shops, most of which were privatized
between 1992 and 1993, to measure the importance of alternative
channels through which privatization promotes restructuring. Re-
structuring is measured as major renovation, a change in suppliers,
an increase in hours stores stay open, and layoffs. There is strong
evidence that the presence of new owners and new managers raises
the likelihood of restructuring. In contrast, there is no evidence
that equity incentives of old managers promote restructuring. The
evidence points to the critical role new human capital plays in eco-
nomic transformation.
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I. Introduction

A number of recent studies have testified to the benefits of private
as opposed to state ownership of firms. One research strand compares
private and state firms in the same line of activity, such as air trans-
port or railroads, and finds the former to be more efficient (see Vin-
ing and Boardman [1992] for a survey). A second strand reveals the
improvements in a given company’s operations following privatiza-
tion (see Megginson, Nash, and van Randenborgh 1994). A third
strand documents the lower cost of contracting public services to pri-
vate suppliers than providing it publicly (see Donahue 1989). This
research makes a convincing case for the greater efficiency of private
ownership.

It is less clear from the existing research exactly how private owner-
ship leads to greater efficiency. One commonly accepted view is that
private owners have stronger incentives than government appointees
to maximize profits because they own equity and so bear the financial
consequences of their decisions. Empirically, however, the case for
incentives as the reason for greater efficiency of private ownership
has not yet been established.

A second theory suggests that privatization works insofar as it se-
lects owners and managers who are better at running firms efficiently.
Managers of state firms are selected for their ability to get along with
politicians, address political concerns, and lobby for assistance. In
contrast, managers of private firms are selected for their ability to
run them efficiently. In the short run, entrepreneurs buy privatizing
firms precisely to restructure them and increase profits. In the long
run, privatization changes selection criteria for new managers from
political acceptability to market skills. On that theory, privatization
works when it brings such new and different people to run firms.

The two theories, of course, are not mutually exclusive, but it is
useful to know how much explanatory power each of them has. To
this end, we have designed and conducted a survey of 452 shops in
seven Russian cities.! Of these shops, 413 were privatized in 1992 and
1993 and will be the focus of our analysis. In addition, we surveyed 38
state shops and, by accident, one newly started private shop. The
traditional Soviet shops were famous for their inefficiency. They
stocked very few and very low quality goods, used much more space
than they needed, provided horrible service, closed early, and hardly
ever upgraded their appearance. All these shops needed restructur-
ing, and they needed it fast. In 1992 and 1993, Russia privatized

! A related survey was conducted around the same time in Eastern Europe by Earle
et al. (1994).
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most of its shops. For this reason, the Russian shops present a good
laboratory for testing theories of how privatization works.

The survey was conducted in 1992 and 1993 and asked questions
on restructuring steps taken at these shops following privatization.
The four restructuring steps that we analyze in this paper reflect the
most obvious changes that socialist stores needed: major renovation,
a change in suppliers to get different goods, an increase in working
hours, and employee layoffs. The survey also contained questions
on changes in ownership and management and on the structure of
shareholdings. Finally, the survey looked at the method of privatiza-
tion. This information is used here to shed light on the theories of
how privatization works.

Understanding how privatization works has some interest for at
least three reasons. First, it may help shed light on the successes and
failures of privatization. As we describe below, in many instances
privatization of shops in Russia has led to no changes at all, and it is
not obvious, at first sight, what exactly accounts for the failures. Sec-
ond, the analysis may shed light on the two theories we outlined,
namely incentives (Holmstrom 1979) and human capital (Rosen
1992). Third, the analysis in this paper may help design future priva-
tization programs and modify the ones that have already been put in
place. If, for example, we discovered that incentives play a critical
role, then the transfer of state property to insiders, such as the work-
ers and the managers, which is always politically the easiest, would
be attractive as long as insiders received cash flow incentives. If, in
contrast, the data showed that new owners are critical, then the design
of a privatization program should focus on management turnover
both in the process of and after privatization, which makes transfers
to insiders look less attractive. A good privatization program in this
case would rely on insider incentives to the smallest politically feasible
extent and would encourage competitive transfers of control via auc-
tions and similar mechanisms. )

Section II describes our survey. Section III presents basic empirical
results on the effects of human capital and incentives on the postpri-
vatization restructuring of shops. Section IV presents a conclusion.

II. Description of the Data

The analysis in this paper is based on responses to a survey of manag-
ers of 452 shops located in seven Russian cities. The cities are in all
parts of Russia; they include Krasnodar (49 shops), Moscow (47),
Nizhni Novgorod (61), Omsk (102), Smolensk (80), Voronezh (43),
and Yaroslavl (70). The privatized shops were selected randomly
from a comprehensive list of such shops offered by privatization offi-
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cials in that city; the state shops were selected randomly from a similar
list of shops that have not yet been privatized. The survey was con-
ducted by us between June 1992 and August 1993. The privatization
of shops in Russia started in April 1992, but almost 70 percent of the
shops in our sample were privatized between October 1992 and
March 1993. Because the survey was conducted so soon after the
shops were privatized, we measured only the short-run restructuring
effects of privatization. In the longer run, learning, product market
competition, and further ownership changes might bring about fur-
ther restructuring. Nonetheless, our approach is useful if one wants
to understand how particular privatization strategies can have imme-
diate effects.

Of the shops in the sample, 80 percent were food retail, 11 percent
were other retail, and 9 percent were other services, such as barbers.
Half of the shops had under 20 employees, with an average of 25
employees. We have no reason to believe that our sample of privat-
ized shops is in any way unrepresentative.

The Russian law provides for two methods of privatizing shops.
The first is an auction, conducted either by outcry or as a tender, in
which the party that offers the highest price wins. The second is a
competition, where various participants submit bids and criteria other
than price, such as preservation of shop profile or employment, can
be used to determine the winners. In addition, in some cities, espe-
cially Moscow, shops were illegally privatized via a noncompetitive
sale to their managers and workers. Most cities have used a combina-
tion of privatization methods, although proportions differed across
cities. In our sample, 35 percent of the privatized shops were sold to
the workers, 25 percent in auctions, and 40 percent in competitions,
although the workers could have also won an auction or a competi-
tion. Both auctions and competitions were highly competitive, with
the median number of 11 participants.

Three-quarters of the privatization contracts contained some re-
strictions on the future activities of the shop. Of the privatization
contracts that had restrictions, 96 percent restricted the future profile
of activities for 3—5 years (e.g., a food shop could not be converted to
an electronics shop for a certain period of time); 67 percent restricted
layoffs, typically for only 1 year; and 12 percent required continued
sale of goods to the poor at subsidized prices. Except for restrictions
on layoffs and on prices to the poor, the vast majority of the surveyed
shop managers did not consider the restrictions to be binding. In
particular, as any recent visitor to Russia can testify, profile restric-
tions rarely bind since shops can always devote a small fraction of
floor space to the original business and sell whatever they want in the
rest of the space.
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Our measures of shop restructuring were limited by two consider-
ations. First, the survey had to be short so that busy shop managers
would agree to be interviewed during the business day. In fact, the
survey contained 41 questions and took about half an hour to admin-
ister. Second, as we learned from pilot surveys, we could not ask
questions about sales, profits, wages, or any other parameters that
could be interpreted by shop managers as coming from the govern-
ment tax authorities. These two considerations prevented us from
asking detailed questions from which we could infer changes in shop
productivity. Rather, we opted for asking whether shops undertook
particular restructuring steps and getting quick yes or no answers.
The one exception to that is that we have a bit more information on
how many suppliers shops changed.

We focus on four measures of shop restructuring, which represent
the most tangible steps that could be taken in the first few months
after privatization. The first measure is whether the shop has made
a major renovation (kapitalny remont), which a Russian manager would
have clearly interpreted as a major redesign and rebuilding of prem-
ises.? Major renovation has the advantage of being a significant step,
but it also has the problem of requiring capital. Since new owners
might just have better access to capital, as opposed to better human
capital, major renovation under new owners is not conclusive evi-
dence of the importance of human capital for restructuring. More-
over, new owners may renovate shops simply to suit their personal
tastes, much like new owners in the West renovate shops (or houses)
that worked perfectly well under old ownership. In this case, renova-
tion under new ownership would not be evidence of efficiency im-
provements. Our additional measures of restructuring do not suffer
from these alternative interpretations.

The second measure is whether the shop has changed over half of
its suppliers. The shift from the traditional state suppliers to new
private, or even state, suppliers is a significant step toward increasing
the variety and quality of goods sold in a shop. Moreover, changing
suppliers does not require physical capital and is unlikely to reflect
solely the tastes of the new owners. The third measure—which also
does not suffer from the problems of the major renovation vari-
able—is whether the shop stays open longer than it did before. Fi-
nally, the fourth measure, which is probably the least informative
about restructuring, is whether a shop has laid off employees. Privat-
ized shops often experience an increase in business, and thus absence

? We also asked whether a shop had a minor renovation (kosmetichesky remont), which
was a much more common restructuring measure than major renovation, but not one
correlated with any of the determinants of restructuring investigated in this paper.
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of employee layoffs does not represent a failure to restructure. More-
over, given that the workers are at least partial owners in many cases,
wages are very low, and politicians are extremely hostile to unemploy-
ment, layoffs in many cases are not the wisest restructuring strategy,
quite aside from the fact that they are restricted.

In our sample of 452 shops, 14.5 percent of the shops made a
major renovation. In addition, 44 percent of the shops have changed
at least a half of their suppliers. The principal reasons given for
changing suppliers were access to new goods (78 percent of the an-
swers), better service (45 percent), and lower prices (52 percent). Only
32 percent reported being abandoned by the old suppliers. A quarter
of the shops reported that all their suppliers belonged to the private
sector, and 40 percent stated that over half of the suppliers were
private. Only 15.9 percent of the shops reported staying open longer
hours, although 73 percent said that the work was more intensive.
Finally, 44 percent of the shops reported that employees were dis-
missed, whereas only 19 percent reported that managers were dis-
missed. Far and away the dominant reason given for worker dismissal
was inadequate qualifications (45 percent). Only 3 percent of the
shops stated decreased demand as a reason, and 15 percent men-
tioned increased productivity.

Before asking how privatization affects restructuring, we can use
our small sample of 38 state firms to ask whether privatization affects
restructuring. In our sample, 16 percent of privatized firms had a
major renovation, compared to 0 percent of state firms. The likeli-
hood of major renovation indeed rises sharply as a result of privatiza-
tion, confirming its validity as a restructuring measure. With other
measures, the difference is not as drastic. The likelihood of changing
over 50 percent of suppliers is 43 percent for privatized firms and
49 percent for state firms. Among privatized shops, 16.2 percent
reported longer hours, compared to 13 percent of state shops. Fi-
nally, 44 percent of privatized shops have laid off employees, com-
pared to 47 percent of state shops. These results can be interpreted
in two ways. They may be suggesting that capital renovation and
longer hours are the better restructuring measures since they are
more closely associated with privatization. Alternatively—and we
tend to favor this interpretation on the basis of our experience in
Russia—these results may mean that badly done privatizations, of
which there are many in this sample, may be no more effective in
bringing about restructuring than state ownership.

Much of our analysis uses ownership information generated by the
survey. We divided the potential owners after privatization into the
workers, the old management, the new management, and two kinds
of outside investor: a physical person and a legal entity. The differ-
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ence between the last two categories of owners is not substantive since
there usually are entrepreneurs even behind legal entities that are
buying the shops. Of the 413 privatized shops, 353 specified their
ownership structure. In almost 70 percent of these shops, old employ-
ees and managers retained some ownership, whereas a new manager
appeared as an owner in 6 percent of the shops, an individual outside
investor in 14 percent, and a firm-investor in 29 percent of the shops.
The ownership structures fell into three distinct groups. In 183 cases
(52 percent of the total), the shop was owned entirely by the workers
and old managers, some of whom won it in an auction or competition.
In 107 cases (30 percent of the total), the shop was owned entirely
by new managers and outside investors. Only 63 cases (18 percent)
had a mixed ownership structure.

Among shops owned by their workers and old managers, manag-
ers, on average, owned 56 percent of equity and workers owned 44
percent. Among shops owned entirely by new people, the shop was
almost always owned 100 percent by only one category of owner (the
manager, the individual investor, or the firm-investor). In 6 percent
of the cases, this owner was the new manager; in 89 percent of the
cases, the owner is an outside investor; and in only 5 percent of the
cases, both the new investor and the new manager have ownership.
Finally, in the residual category of 63 firms with both old and new
owners, the dominant pattern was a combination of old workers and
managers and an outside investor.

We use these ownership data in two ways. First, we use them to
define measures of change in human capital of the owners of the
shop. We identify new human capital with having 100 percent of the
shop owned by a combination of a new manager, an individual inves-
tor, and a legal entity—investor. That is, we conclude that decisions
are made by individuals with different human capital only if employ-
ees and old managers have no ownership in a shop. According to this
measure, 30 percent of the shops were run with new human capital.
We have experimented with defining new human capital if new peo-
ple own 50 percent of the shares; the empirical results were similar
but weaker.

We try to distinguish new ownership from new management. In
this survey, management change is identified by an affirmative an-
swer to the question of whether the shop had management layoffs.
This measure is not perfect since it points to new management not
only when the top manager was replaced by an outsider, but also
when the top manager stayed but some of his subordinates were laid
off, or when the top manager was laid off and replaced by his deputy.
However, this is the only measure of new management we have. In
our sample, management was changed at least partially in 19 percent
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of the cases. There is a substantial overlap between ownership change
and management change. In fact, management changed in 39 per-
cent of the cases in which ownership changed but in only 11 percent
of the cases in which ownership did not change. As we mentioned,
management layoffs did not necessarily lead to entirely new blood at
the helm. In 31 percent of the cases in which a manager was laid off,
the firm was still entirely owned by old managers and workers,
whereas in 59 percent of the cases it was owned entirely by new
people. Keeping this reservation in mind, we examine the effect of
new management on restructuring.

The second purpose to which we put the ownership data is to test
incentive theories. For that, we simply use information on manage-
ment ownership and outside investor ownership. It is interesting that
new managers were very rarely given ownership stakes. There are
only six cases of new managers who are the sole owners and seven
cases of new managers who own shares together with investors. These
facts are surprising if ownership incentives were needed to motivate
managers.

A fundamental problem we need to address is that the acquisition
of shops by new owners, as well as the actual distribution of equity,
might be endogenous: new owners and the distribution of equity
might be selected optimally according to privatizing shops’ needs. For
example, if only some shops need major renovation and only new
owners can provide capital for such renovation, then new owners
would acquire only the shops that require renovation, creating a spu-
rious correlation between new ownership and restructuring. Simi-
larly, the distribution of equity might be endogenously determined
by the characteristics of a given shop (see Demsetz and Lehn 1985).
If this endogeneity problem drives our results, we cannot draw con-
clusions about the roles of human capital and equity incentives for
restructuring.

To address this problem, we use the method of privatization and
a measure of whether the shop was sold together with its premises as
instruments for change in ownership and management, as well as for
equity stakes. The idea is that the method and the procedure of
privatization were determined before the actual winners emerged.
These may be bad instruments if, for example, only the shops that
needed restructuring were put up for auction and hence were likely
to get new owners. However, it is very difficult to argue that our
instruments do not work for supplier change and longer hours as
measures of restructuring, since the method of privatization was in
all likelihood not determined with these restructuring steps in mind.
Thus, for at least some of our restructuring measures, we have ade-
quate instruments to test the theories.
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Finally, our hypotheses on the determinants of restructuring pre-
sume that the ownership structure and human capital allocation
emerging from privatization matter. But if privatized shops can al-
ways be resold or equity stakes can always be redivided, then as long
as privatization puts the shop in the private sector, who owns it does
not matter. A consequence of this view is that some firms do not
restructure not because they have managers with wrong human capi-
tal or bad incentives, but because it does not pay to attract managers
with good human capital and incentives to these shops. Fortunately
for our paper, this view is inconsistent with the facts. As of the time
of the surveys, resale of Russian shops was virtually impossible and
never happened in our sample. When shops were turned over to their
workers, the contract typically restricted resale explicitly, allegedly to
prevent speculation. Even in arm’s-length privatizations, restrictions
on land and real estate transfers prevented resale of shops. For these
reasons, the ownership structures and human capital allocations that
emerged from privatizations were not necessarily efficient and could
not be easily altered. As a result, the theories we look at are actually
testable with the data we have.

In sum, we have some measures of shop restructuring and its po-
tential determinants. We also have some instruments for these deter-
minants. In the next section, we examine the hypotheses concerning
the role of human capital and incentives in restructuring empirically.

III. Evidence

This section is divided into three parts. First, we provide a simple
overview of the results using conditional means of our restructuring
variables. Second, we present ordinary least squares (OLS) regres-
sions of our restructuring variables on measures of human capital
change and incentives. Although our dependent variables are dis-
crete, we use OLS with heteroskedasticity-corrected standard errors
rather than probits to make the comparison of regressions and instru-
mental variable results easier. We have performed probits as well
(and reported them in an earlier draft of the paper); the implied
probabilities from probits are extremely close to OLS parameter esti-
mates. The last subsection presents the instrumental variable esti-
mates of the effects of human capital and incentives on restructuring.

Overview

The empirical work in our paper uses a somewhat smaller sample of
firms than some of the raw statistics we described. The reason is that
we need privatized firms for which we have data on both ownership



PRIVATIZATION ‘ 773

TABLE 1

PROBABILITY OF RESTRUCTURING

Supplier Longer Employee

Renovation ~ Change Hours Layoffs

Variable (N = 331) (N =336) (N =334) (N = 266)
Unrestricted mean .1360 4524 .1647 4624
Complete ownership change:

No .1026 .3849 .1555 4639

Yes .2165 .6186 .1875 4583
Management layoffs:

No .1074 4066 125 .3973

Yes .2623 .6508 .3387 .766
Management ownership:

<23% .1091 4881 .1446 .3511

>23% 1627 4167 .1845 .5701
Outside investor ownership:

=0 1141 .369 .1658 .549

>0 .1633 .557 .1633 .3451
Shop owns its premises:

No 1131 4533 1518 .5054

Yes .1818 4505 .1909 .3625
Competitive sale method:

No 1197 .3058 1441 .5169

Yes .1355 .5209 1745 4206

Note.—Unconditional and conditional means of four measures of restructuring: renovation, one if capital reno-
vation was done, and zero otherwise; supplier change, one if more than 50 percent of the suppliers were changed,
zero otherwise; longer hours, one if longer hours were worked, zero otherwise; and employee layoffs, one if layoffs
were made, zero otherwise. Complete ownership change is one if 100 percent of the owners are new to the firm,
zero otherwise. Management layoffs is one if managers were laid off, zero otherwise. Management ownership is
the percentage of the shop owned by the management, whether old or new. Outside investor ownership is the
percentage of the shop owned by outsiders, whether physical or legal entities. A shop is sold in a competitive sale
method if it is sold by auction or competition.

change and management layoffs. We are also restricted by incomplete
responses to the questions about restructuring. With these cuts in the
sample, we have 331 privatized shops for which we have data on
renovation, 336 with data on supplier change, 334 with data on in-
creases in hours the shop is open, and 266 with data on employee
layoffs and on employment restrictions. In these four samples, major
renovation occurs in 13.6 percent of the shops, a change in suppliers
in 45.2 percent, an increase in hours in 16.5 percent, and a layoff in
46.2 percent, respectively.

Table 1 presents the probabilities of restructuring as a function of
its potential determinants. The likelihood of renovation in firms with-
out complete ownership change is 10 percent, compared to 22 per-
cent for firms with complete ownership change. Similarly, complete
ownership change raises the probability of a change in suppliers from
38 to 62 percent and that of an increase in hours from 15.5 to 19
percent. In contrast, complete ownership change has no effect on the
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likelihood of layoffs. Management change sharply raises the likeli-
hood of renovation, supplier change, and increase in shop hours. It
also raises the likelihood of layoffs considerably, although this result
may simply mean that managers are laid off at the same time as the
workers. The importance of management and ownership change for
restructuring is the key result of this study.

Next, we divide shops into those in which the manager share is
above the median of 23 percent and those in which it is below the
median. Higher management ownership raises the likelihood of reno-
vation, longer store hours, and layoffs, but not of supplier change.
When we divide shops into those with zero and positive outside inves-
tor ownership, we find that positive investor ownership raises the
odds of renovation and supplier change, though not of longer hours.
In contrast, layoffs are more likely when outside investors own no
shares. One problem with looking at conditional means is that higher
management and investor ownership may be correlated with the pres-
ence of new managers and owners, who have an effect on restructur-
ing because of their human capital.

Table 1 also shows that when the shops are auctioned or sold in a
competition with criteria other than price alone, the likelihood of
restructuring other than layoffs is higher than when they are sold to
the old managers and workers at a low price. We argue below that the
use of the auction method encourages restructuring in part because it
facilitates human capital turnover.

Human Capital: OLS Results

The initial tests of the human capital theory are presented in table
2. We estimate regressions with four dependent variables: the renova-
tion dummy, the change over half the suppliers dummy, the longer
store hours dummy, and the employee layoffs dummy. The indepen-
dent variables are the date of privatization relative to June 1992, in
months (which can be negative), the complete change of ownership
dummy, and the management layoff dummy. In the layoff regres-
sions, we also control for layoff restrictions. We attempted to control
for the city, the size of the shop, and the sector of the shop in the
regressions, but these controls did not matter and so we did not use
them in the results reported in this section and elsewhere in the
paper.

Table 2 shows that restructuring takes time. Waiting 1 month gives
a 1.4-1.6-percentage-point higher probability of renovation, a
1.9-2.2-percentage-point higher probability of a change in suppliers,
a 1.2—1.6-percentage-point higher probability of longer store hours,
and a 1.4-2.0-percentage-point higher probability of layoffs.
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Table 2 also shows that shops with completely new owners have a
10.4-percentage-point higher probability of renovation than shops
without completely new owners, a large difference given that the
overall likelihood of renovation in this subsample is only 13.6 percent.
The comparable number for new managers is an even higher 13
percentage points. Both of these effects are statistically significant. In
column 3, we include both new management and new ownership
dummies as well as the interaction term. The incremental effect of
new ownership on renovation when there is no management change
is 7.1 percentage points and is not significant. The incremental effect
of new management on renovation when there is no ownership
change is 8.7 percentage points and is not significant either. However,
the total effect of new management and ownership on the probability
of renovation is 18.5 percentage points, with a ¢-statistic of 2.4. New
human capital, measured by the combined management and owner-
ship change, has a large effect on restructuring.

The increase in the probability of changing over half of the suppli-
ers when owners change is a highly significant 22 percentage points,
which is also quantitatively substantial given that the overall probabil-
ity of supplier change is 45 percent. The increased probability of a
change in suppliers when managers change is an also significant 21
percentage points. When we include both dummies and an interac-
tion term in the regression, we continue getting a significant 17.8-
percentage-point effect of new ownership without management
change but an insignificant 12.5-percentage-point effect of new man-
agement without ownership change. The combined effect of new
ownership and management is 33.6 percentage points, with a ¢
statistic of 4.2. Thus new owners together with new managers sharply
raise the likelihood of changing over half of the suppliers.

For supplier change, we actually have more data, since we allowed
shop managers to choose from four categories: changing no suppli-
ers, changing over 90 percent of suppliers, changing about 25 percent
of suppliers, and changing about 50 percent of suppliers. We have
estimated the supplier change regression in table 2, as well as all the
subsequent supplier change equations, using a more continuously
defined measure of supplier change. Both in terms of parameter
estimates and in terms of statistical significance, the results were simi-
lar to those we report.

The increase in the probability of longer hours is a statistically
insignificant 2.4 percentage points and a statistically significant and
large 19 percentage points when management changes. When both
variables are included in the regression, the effect of new owner-
ship is negative and insignificant, but the effect of new management
is still a significant 20 percentage points. The combined effect of
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new human capital is 17.5 percentage points, with a t-statistic of
2.2.

The results are very different for employee layoffs. New ownership
does not increase significantly the likelihood of layoffs. Perhaps the
most plausible reason is that outside investors primarily buy shops in
order to expand operations. In contrast, new management does in-
crease the likelihood of layoffs by over 30 percentage points (which
is large relative to the mean probability of layoffs of 44 percent).
This result is highly statistically significant but has two interpretations.
First, new managers may be more likely to lay off workers than old
managers are. Second, old managers might get fired together with
the workers, in which case management turnover is correlated with,
but does not cause, employee layoffs. This difficulty of interpretation
renders layoffs the least useful restructuring variable. The regression
with both new ownership and new management confirms the insig-
nificant net effect of the former and the significant net effect of the
latter. The total incremental effect of new ownership and manage-
ment is 29 percentage points, with a ¢-statistic of 3.1. The total effect
comes from new management and hence has an ambiguous interpre-
tation. Layoff restrictions do reduce the probability of layoffs by
12—17 percentage points, depending on specification.

In sum, new human capital, as measured by new ownership or new
management, matters for restructuring, as measured by major shop
renovations, supplier changes, and increases in store hours. The ef-
fects of these changes in human capital are quantitatively large and
generally statistically significant. The results are more ambiguous for
layoffs. The results are consistent with the human capital theory of
how privatization works. Specifically, when new people acquire and
control the shops, restructuring follows. In contrast, when old manag-
ers stay, as in the case in which shops are turned over to them and the
workers, much less happens. Privatization works through turnover of
human capital at the helm.

There is an alternative interpretation of the evidence on renova-
tions, namely that new owners have money or access to loans, rather
than skills, and hence can afford to renovate. Old managers and
employees, in contrast, face capital market constraints. This story
undoubtedly has some truth to it, but it does not explain the evidence
on supplier changes and longer store hours, neither of which requires
money but both of which are more likely with new owners. We thus
continue to favor the human capital interpretation because it can
explain the results for all three restructuring measures.

The more troublesome alternative story is that new ownership and
management are endogenous. The shops in which the benefits of
restructuring are the highest are the ones that attract new owners
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and managers. In contrast, the shops that do not need restructuring
simply go to the managers and the workers. By this interpretation,
shops with new owners restructure not because these owners have
human capital suitable for restructuring, but because they are se-
lected to be different shops. We take up this alternative story later in
this section.

Incentives: OLS Results

Table 3 examines the effect of incentives on the likelihood of restruc-
turing. As before, we run OLS using four measures of restructur-
ing—renovation, change in suppliers, longer store hours, and em-
ployee layoffs—controlling for the date of privatization, which again
shows up with both statistically significant and substantively large co-
efficients. We use two measures of incentives: total management own-
ership and total outside investor ownership. In layoff regressions, we
control for restrictions on layoffs.

The likelihood of renovation is not significantly increased by higher
management ownership. The coefficient in the regression with man-
agement ownership alone is in fact negative. When outside investor
ownership is also included, the coefficient on management ownership
becomes positive but still small and insignificant. The effect of outside
investor ownership is also small and insignificant.

A better picture for incentives emerges from supplier change re-
gressions. The coefficient on management ownership, when included
alone, is again insignificant and “has the wrong sign.” However, when
outside investor ownership is also included, the regression implies a
three-percentage-point rise in the probability of supplier change per
10-percentage-point increase in management ownership. Outside in-
vestor ownership is statistically significant both when included alone
and in combination with management ownership. In the latter speci-
fication, the parameter estimate suggests a three-percentage-point in-
crease in the probability of supplier change per 10-percentage-point
rise in outside investor ownership. Outside investor ownership pro-
vides some incentives for supplier change, and perhaps management
ownership does so as well.

The longer-hours regressions also suggest some effectiveness of
equity ownership. Management ownership raises the likelihood of an
" hours increase by two percentage points per 10 percent increase in
ownership—a relatively large effect. Outside investor ownership,
when included alone, has no effect on this measure of restructuring.
When both ownership variables are included, both coefficients are
positive and significant, although quantitatively the effect of manage-
ment ownership continues to be much larger. This result is not sur-
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TABLE 4

RESTRUCTURING AS A FUNCTION OF MANAGEMENT OWNERSHIP

SuBsaMPLE: No COMPLETE OWNERSHIP CHANGE
AND NO MANAGEMENT LAYOFFs

Supplier Longer Employee
Renovation Change Hours Layoffs

VARIABLE (N=172) (N=174 (N=1749 (N = 143)
Constant .263 456 1.866 472
(.095) (.132) (.088) (.188)
Date -.016 -.014 .008 -.019
(.007) (.010) (.006) (.012)
Management ownership —-.000 .001 —-.002 .001
(.001) (.002) (.001) (.002)
Layoff restrictions 117
(.085)

Adjusted R? 2.44 .14 1.30 1.83

NoTe.—OLS regression estimates of the probability of four measures of restructuring as a function of the date
since privatization and management ownership, a variable measuring cash flow incentives, within a subsample in
which no managers were laid off and people new to the shop own less than 50 percent of the shop. The measures
of restructuring are renovation, one if capital renovation was done, and zero otherwise; supplier change, one if
more than 50 percent of the suppliers were changed, zero otherwise; longer hours, one if longer hours were
worked, zero otherwise; and employee layoffs, one if layoffs were made, zero otherwise. Date is the number of
months after June 1992 that privatization occurred. Management ownership is the percentage of the shop owned
by the management, whether old or new. The employee layoffs regressions also control for layoff restrictions, one
if restrictions were reported, zero otherwise. Heteroskedasticity-consistent standard errors are in parentheses.

prising if store managers, rather than owners, are primarily responsi-
ble for keeping them open longer.

The evidence on employee layoffs is the least conclusive. There
is a marginally significant but small effect of higher management
ownership on the probability of layoffs, which becomes insignificant
once outside investor ownership is controlled for. The coefficient on
outside investor ownership is insignificant and has the wrong sign.
Cash flow ownership does not provide a strong incentive to lay people
off.

Although the results in table 3 offer some support for the role of
cash flow incentives in raising the probability of restructuring, their
interpretation is ambiguous. Specifically, new human capital variables
and ownership variables are probably correlated, and high ownership
might proxy for human capital change. One way to address this prob-
lem in our data is to focus on situations in which human capital is old.
Specifically, we look at the subsample in which less than 50 percent of
the shares are owned by new people and managers are not laid off,
and we estimate the likelihood of restructuring as a function of old
management ownership. These results, presented in table 4, show
no evidence of a significant positive effect of higher management
ownership on the likelihood of renovation, supplier change, or in-
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crease in store hours and a negative effect on layoffs. This result, in
our opinion, is a setback for the view that equity ownership incentives,
without human capital change, promote the restructuring of shops.
What explains these results? We are aware of five possible interpreta-
tions.?

First, it is possible that, in shops, managerial effort is largely observ-
able by owners, and hence there is no reason to rely on equity owner-
ship as an incentive device. The fact that, when new owners hire new
managers, they do not give them any equity is consistent with this
view. Shops thus do not provide a useful laboratory for testing the
role of equity incentives. While this view has some merit, we are not
entirely convinced. The so-called sponsors who are the owners of
shops are often entrepreneurs operating in many diverse lines of
business. They are unlikely to keep an eye on managers intensively
enough to be able to do without equity incentives.

Second, incentives may take the form of ex post settling up rather
than ex ante ownership. The owner and the manager might simply
reach an understanding that, if a shop does well, the owner will re-
ward the manager. We are not fully persuaded by this argument
either. After all, many of the new shop owners have earned their
money in semilegal activities, and their reputations are not pristine.
To a manager, equity should be a safer bet. Moreover, even if owners
use other incentives, management equity ownership should provide,
on the margin, an extra incentive for restructuring.

Third, it is possible that, by focusing on share ownership, we are
looking at the wrong margin of incentives. Even if ownership incen-
tives are strong, shops controlled by insiders may be less likely to be
restructured simply because the effort cost of restructuring is too
high for the workers, and they would rather continue their old work-
ing habits unless forced to change them by the new owners. Under
this theory, new owners restructure not because they have the appro-
priate human capital, but because they do not fully bear the cost of
higher worker effort. Thus, even if new owners pay higher wages
for getting more work out of the old employees, they still can extract
some of the rents from the workers. Because the workers pay the full
effort cost of restructuring, they do not have an incentive to support
the restructuring when they share control. This argument is similar
to that made by Shleifer and Summers (1988) in the context of hostile
takeovers.

This theory faces both theoretical and empirical difficulties. To get

% Following Morck, Shleifer, and Vishny (1988), we checked for a systematic nonlin-
ear relationship between management ownership and the probability of restructuring,
and we found none.
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people to work harder, new owners must pay higher wages and so
face the same cost of extracting higher effort as worker-owners do.
If the workers were getting such large rents from their jobs before
privatization, they would have tried to stop privatization of their
shops or quit after new owners gained control. If anything, the evi-
dence seems to be the reverse: resistance to small-scale privatization
is low and few people quit (or are laid off) after new owners gain
control. This theory also has trouble explaining why the old managers
are not more likely to restructure when their ownership increases,
even though the cost to them of extracting rents from the workers
stays constant while benefits rise.

The fourth interpretation of the share ownership evidence is that
equity incentives are not nearly as important as new human capital
for the restructuring of shops. The old managers simply do not have
the skills to restructure, at least in the short period of time over which
we observe these shops. Even with incentives, one cannot teach an
old dog new tricks.

Finally, the fifth possibility is endogeneity. In the case of ownership,
this explanation would argue that shops are heterogeneous, and dif-
ferent ones require different management and outsider ownership
to provide optimal incentives. In a cross section, then, there is no
necessary relationship between equity ownership and performance,
as in the argument made by Demsetz and Lehn (1985). Below we
deal with the possibility of endogeneity of new owners and equity
ownership.

Human Capital and Incentives: Two-Stage Least
Squares Results

In this subsection, we try to address the selection argument. This
argument is based fundamentally on unobserved heterogeneity of
shops. It states that new owners and equity shares are selected endog-
enously to suit different needs of different shops. New owners and
managers appear only in shops that need restructuring, and there-
fore the positive correlation between new ownership and restructur-
ing is spurious. Optimal equity ownership differs across shops, and
hence there is no obvious correlation between it and restructuring in
equilibrium. Thus all of our evidence can be explained by these selec-
tion arguments.

Before we test the selection argument empirically, we want to stress
that we find it ex ante quite unconvincing, for several reasons. First,
even if one believed that new owners are selected endogenously for
some shops, there is a question of why new owners are needed for
restructuring of these shops. After all, insiders could always buy the
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shops a lot cheaper. One possibility is that new owners provide capital
for restructuring, which is needed only in some shops, and which old
owners do not have access to. But this possibility is inconsistent with
our evidence that new owners are also more likely to change suppliers
and to keep the shops open longer—the two restructuring strategies
that do not require capital. An alternative possibility, of course, is
that new owners are selected into shops that need restructuring be-
cause these owners have the appropriate human capital. This possibil-
ity is consistent with our view.

Second, it is not clear to us, on the basis of our experience in Russia,
that the new owners actually do get the shops that need restructuring
most. If anything, the shops that benefit the most from restructuring
are the ones that workers and managers would lobby the hardest to
keep for themselves. In the city of Moscow, such lobbying turned
privatization of shops into outright giveaways to the insiders, and
Moscow surely has some of the most valuable shops, which can benefit
a lot from restructuring. The selection argument, then, is less appeal-
ing than it seems initially.

Nonetheless, we try to address this argument empirically as well.
To this end, we use three instruments for the potentially endogenous
variables: a dummy equal to one if the shop was sold in an auction,
a dummy equal to one if the shop was sold in a competition, and a
dummy equal to one if the shop was sold together with its premises.
These variables are likely to be correlated with ownership and man-
agement change, as well as resulting ownership structure. The ques-
tion is, Are they also uncorrelated with the unobserved urgency of
restructuring shops? For the case of capital renovation, one could
argue that we do not have adequate instruments. To attract new
owners to those shops that need capital renovation, local officials
might put up these shops for auctions and competitions, as well as
include the premises in the privatization package. In this case, our
instruments are correlated with the unobserved need for renovation.
However, this argument is implausible for the longer store hours and
supplier change variables. Local officials are unlikely to select for
auctions the shops that could benefit from staying open longer or
need to change some suppliers, and the shops that need capital reno-
vation the most are unlikely to be the very same shops that most
urgently require other restructuring measures. Thus, for supplier
change and longer store hours, we do have theoretically plausible
Instruments.

Table 5 presents the results of the first-stage instrumental variable
OLS regressions. The method of privatization has a very large and
statistically significant effect on all the dependent variables: complete
ownership change, management layoff, management ownership, and
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TABLE 5

PrEDICTING HUMAN CAPITAL CHANGE AND OWNERSHIP

Complete Outside
Ownership Management Management Investor
Variable Being Change Layoffs Ownership ~ Ownership
Instrumented (N = 327) (N = 327) (N = 331) (N = 331])
Constant .108 .264 47.144 1.208
(.058) (.074) (4.432) (5.486)
Date —-.013 —-.021 —-.124 —-.198
(.006) (.006) (.372) (.521)
Shop owns its premises .109 .050 —9.166 15.156
(.048) (.045) (2.797) (4.332)
Auction dummy .488 .266 —20.726 51.336
(.056) (.058) (3.933) (5.256)
Competition dummy .387 .108 —24.241 49.500
(.045) (.041) (2.745) (4.264)
Adjusted R? 23 10.9 21.1 32,5

Note.—First-stage results from a two-stage least squares procedure in which the variables measuring human
capital change and the cash flow incentives are regressed on four instrumental variables. Complete ownership
change is one if 100 percent of the owners are new to the firm, zero otherwise. Management layoffs is one if
managers were laid off, zero otherwise. Management ownership is the percentage of the shop owned by the
management, whether old or new. Outside investor ownership is the percentage of the shop owned by outsiders,
whether physical or legal entities. The instrumental variables are date, the number of months since June 1992 that
privatization occurred; a dummy variable taking the value one if shop owners also own the premises; a dummy
variable taking the value one if the shop was sold off in an auction; and a dummy variable taking the value one if
the shop was sold off in a competition. Heteroskedasticity-consistent standard errors are in parentheses.

outside investor ownership. Shops privatized through an auction or
competition are more likely to change owners and managers, and to
have low management and high outsider ownership, than shops
turned over to the workers. These effects are not surprising, but
suggest that we have good instruments.

More interesting, the inclusion of premises in the privatization sig-
nificantly raises the likelihood of complete ownership change, as well
as reduces management and raises outside shareholder ownership. It
has no effect on the likelihood of management layoffs. The inclusion
of premises may offer the buyer of a shop better property rights than
a lease from the local government, which is the principal alternative
way to get access to space. This greater security of property rights
might therefore attract new owners who want to invest in the shop,
consistent with the theories of Grossman and Hart (1986). In fact,
our survey investigated a bit further the issue of security of access to
space. In the sample, 33 percent of the shops owned their premises,
and the remaining leased them from the local governments. Over 97
percent of the shop managers said that the terms of the rent were
defined, 67 percent reported the duration of leases of over 10 years,
and 72 percent said that their leases contained an option to buy. At
the same time, 29 percent of the shop managers said that their rent
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changed every month, and 37 percent indicated that the rates of
growth of rent were not defined, which suggests considerable residual
power of the landlords. While we cannot vouch for the security of
ownership of premises against regulatory expropriation by the bu-
reaucrats, ownership still seems more secure than leasing. It is not
surprising, therefore, that inclusion of premises attracts new owners,
who own a lot of equity and give little to their managers.

Table 6 presents the second-stage results of the instrumental vari-
able procedure. The magnitude of the effect of ownership change
on the probability of renovation increases, although the effect is no
longer statistically significant. The effect of management change on
renovation remains marginally significant.* The effects of new owner-
ship and new management on supplier change and increase in store
hours are quantitatively larger than in OLS and still statistically sig-
nificant. Complete ownership change raises the likelihood of supplier
change by 56 percentage points and that of longer hours by 17 per-
centage points. The corresponding effects for management layoffs
are 115 percentage points and 57 percentage points, respectively.
The instrumental variable evidence thus confirms that new human
capital encourages restructuring, consistent with our theoretical skep-
ticism about the selection story.

Table 7 presents the second-stage regressions for the equity owner-
ship variables. As in table 3, some, though by no means all, of the
coefficients on the incentive variables are significant either statistically
or substantively. However, we have the same problem as in table 3
of the correlation of high outside investor ownership and low man-
agement ownership with new owners and managers. Consequently,
we need to look at the instrumental variable results for the subset of
shops that did not change owners and managers, as in table 4. This
is possible to do since in many cases insiders won an auction or a
competition. Indeed, the first-stage regression shows that, in this sub-
sample, management ownership is lower in shops privatized through
auction or competition, as well as in shops that own their premises.
The second-stage results, presented in table 8, are similar to those in
table 4. They show no significant effects of (predicted) management
ownership on the probability of any restructuring measure we ana-
lyze. This evidence, as before, is not supportive of the importance of
equity ownership by the old managers for the restructuring of privat-
ized shops.

4 Even though we expressed a theoretical doubt concerning the validity of our instru-
ments for the renovation equation, a x2(2) test fails to reject the null hypothesis that
the instruments are exogenous.
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TABLE 8

Two-STAGE LEAST SQUARES ESTIMATES OF THE EFFECTS OF INCENTIVES

SuBsaMPLE: NO COMPLETE OWNERSHIP CHANGE
AND NO MANAGEMENT LAYOFFS

Supplier Longer Employee

Renovation Change Hours Layoffs

VARIABLE N=172) (N=174) (N =174 (N = 143)
Constant —.060 1.599 1.644 .647
(.305) (.612) (.331) (.544)
Date -.010 —.032 .012 -.022
(.008) (.016) (.008) (.015)
Management ownership .006 —.022 .003 —-.004
(.006) (.012) (.007) (.014)
Layoff restrictions .149
(.128)

NoTe.—Second-stage results of a two-stage least squares procedure in which four measures of restructuring are
regressed on fitted values of the explanatory variables, within the subsample in which no managers were laid off
and people new to the shop own less than 50 percent of the shop. The measures of restructuring are renovation,
one if capital renovation was done, and zero otherwise; supplier change, one if more than 50 percent of the
suppliers were changed, zero otherwise; longer hours, one if longer hours were worked, zero otherwise; and
employee layoffs, one if layoffs were made, zero otherwise. The explanatory variables are date, the number of
months after June 1992 that privatization occurred, and management ownership, the percentage of the shop owned
by the management, whether old or new. The employee layoff regressions also control for layoff restrictions, one
if restrictions were reported, zero otherwise. Instruments are described in table 5. Heteroskedasticity-consistent
standard errors are in parentheses.

In sum, the two-stage least squares results confirm the OLS evi-
dence that human capital change stimulates restructuring, but the
effect of equity incentives in our data is not nearly as clear.

IV. Conclusion

The principal message we draw from our empirical evidence is that
restructuring requires new people, who have new skills more suitable
to a market economy. A secondary message is that, without new peo-
ple, equity incentives for old people might not be particularly effec-
tive in bringing about significant change. These messages, of course,
are subject to several caveats. First, we have surveyed the shops only
a few months after they were privatized, and more restructuring was
sure to come later. Moreover, the beneficial effects of equity incen-
tives might take longer to work than those of new human capital.
Second, equity incentives might not be the only, or even the domi-
nant, form of incentives for shop managers. Ex post settling up and
other pay-for-performance arrangements, such as bonuses, might be
more common in shops. Third, the results for shops may not extend
to industrial firms, especially since the latter rely less on ex post set-
tling up and more on managerial equity ownership. All these criti-
cisms have some validity, especially in suggesting caution in interpret-
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ing our results on incentives. Nonetheless, these criticisms do not
significantly detract from the central positive message of the impor-
tance of new human capital for restructuring. In fact, to the extent
that appropriate human capital is more essential for complicated in-
dustrial firms than for small shops, the central conclusion of this
paper might be even more compelling for industrial firms.

Much of the design of privatization programs, including the work
of some of the present authors on large-scale privatization in Russia
(Boycko, Shleifer, and Vishny 1993, 1996), has focused on cash flow
incentives. In many cases, insiders were given substantial ownership
stakes in the privatizing firms. One reason for this was the political
requirement to buy insider support for privatization, on the argu-
ment that even insider-dominated privatization is better than state
ownership. But another reason was the idea that when insiders get
ownership incentives, they become more interested in restructuring
because they can benefit from higher profits. In the Russian and
other recent privatizations, considerable effort was made to bring in
large outside investors to provide both oversight of the managers
and new ideas and capital. Nonetheless, in the vast majority of cases,
insiders retained control.

If our results on human capital can be generalized to large-scale
privatization, they suggest that continued control by old managers
presents a problem for restructuring and that more attention should
have been paid to management turnover as opposed to shareholder
oversight over the existing managers. To some extent, large investors
have begun to force old managers out: by some estimates, this hap-
pened in 10 percent of first shareholder meetings in Russia. More-
over, many old managers have been given enough wealth that they
can afford to retire in peace and let a new generation take over. This,
however, is probably not enough. Further reforms should facilitate
director retirement (with large golden parachutes) as well as forced
removals through proxy fights, bankruptcies, and other aggressive
corporate control mechanisms. If privatization were designed from
scratch, these strategies should have received more attention than
they have.

A more general lesson of this limited study of Russian shops is that
the success of reform depends significantly on the speed of turnover
of political and economic leadership. Freely operating financial mar-
kets and governance mechanisms speed up this process in firms,
whereas frequent elections do so in political markets. This view also
points to the importance of developing new human capital through
training.

In conclusion, we want to emphasize that our paper’s finding that
skills may matter more than incentives is relevant for labor markets
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in general. Recent research in labor economics, and especially in the
analysis of executive pay, has stressed incentives and ignored “slot-
ting” people into jobs® (Jensen and Murphy 1990). If finding the
right person for the job is much more important than offering incen-
tives on that job, then Jensen and Murphy’s and other results of
little responsiveness of pay to performance are not surprising. The
diversity of people and of their talents would dominate the differ-
ences in productivities, much as it does in the Russian shops. At least
when we started this project, this conclusion was by no means obvious.
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