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ABSTRACT 

The thesis uses a unique enterprise level random survey of 150 firms in Ukraine 

collected in 1997 by the author to test hypotheses on the relationship between enterprise 

performance and ownership in transitional economies. In particular, it explores whether 

privatisation has yielded improved company performance and whether specific 

ownership forms (outsider, manager, worker, and commercialised state owned) have led 

to differentiated behaviour at the enterprise level. The analysis also explores the 

determinants and ramifications of barter, a widespread phenomenon across the former 

Soviet Union. It finds barter to be associated with lower profitability, and to be less 

common in worker owned firms. It explores whether particular types of ownership - 

insider, outsider, manager, and worker - have yielded differentiated enterprise 

performance in the weak legal and institutional setting generated by Ukraine's half- 

hearted reform process. It finds no evidence that private ownership, or any particular 

dominant private owner, is associated with improved economic performance at the 

enterprise level. However, private ownership is related to several of the qualitative 

restructuring indices, though it is insider rather than outsider ownership that leads to 

greater restructuring activity, notably with respect to products and inputs. This suggests 

that, even in cases where privatisation had occurred, it had only limited impact in 

Ukraine probably because of deficiencies in the broader economic and institutional 

environment. 
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CHAPTER 1: INTRODUCTION 

The aim of this research project is to study the effect of ownership structure on 

restructuring and performance in Ukrainian enterprises. The survey is a unique project. 

It was the first random, nation wide enterprise survey investigating restructuring and 

performance carried out in Ukraine. This introduction will explain the rationale for the 

structure of this thesis. It will demonstrate the necessity of understanding the history and 

economic experience of Ukraine presented in Chapter 2 in order to apply the economic 

theory on ownership, privatisation, the institutional environment and restructuring 

(Chapter 3) to the formulation of the hypotheses (Chapter 6). Chapter 5 presents an 

analysis of the data set. Research and analysis into the restructuring of the Ukrainian 

economy at the micro level will provide information to policy-makers and thus, help in 

the country's transition to the market. This research will complement research on 

enterprise restructuring carried out by the World Bank in neighbouring Russia 

(Commander et al, 1996). 

The privatisation process in many countries of the former Soviet Union (FSU) is of an 

order unmatched by experience in any other part of the world. In Russia, about 122,000 

enterprises were privatised between 1992 and 1996 (Goskomstat, 1996). In Ukraine, 

privatisation has been slower but, by the end of 1999, official figures showed that 

67,998 large and medium sized enterprises had been privatised (State Property Fund 

quoted in Ukraine Economic Trends, January 2000). The privatisation process in both 

countries appears to have given majority ownership to workers (Leshchenko and 

Revenko, 1999). 
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The economic performance of Ukraine has been very poor. Real GDP has fallen 60.7% 

since 1989 (UN, 2000). In addition, Ukraine is the only transition country that has 

experienced a fall in GDP every single year since 1989. It has performed worse than the 

CIS average of a 44.5% fall in GDP since 1989 (UN, 2000). However, the extent of 

GDP decline is exaggerated due to two factors. Firstly, the growth of the informal 

economy which accounts for around 50% of GDP (Kauffman, 1997). Secondly, the 

move from over-reporting to meet and exceed plan targets in the Soviet system to 

under-reporting under the current system in order to minimise tax payments. Even so, 

the performance of the Ukrainian economy has been disappointing. Ukraine experienced 

the fourth highest annual average inflation rate in any one year after war torn 

Yugoslavia, Bosnia Herzegovina and Armenia (UN, 2000). During 1993. Ukraine 

experienced hyperinflation during several months. The inflation performance improved 

after 1997. However, on most measures, Ukraine is a reform laggard (EBRD, 1999). 

Ukraine has only achieved limited success in transforming its institutional environment. 

Respect for the law is low, corruption is rife, bankruptcy is rarely enforced and the 

majority of firms use complex barter arrangements in lieu of cash. 

This thesis will research the effect of ownership structure on the restructuring and 

performance of Ukrainian firms. According to empirical work, ownership will influence 

restructuring and performance. Megginson et al (1994) review this literature and show 

that privately owned firms perform better than state owned firms. Earle, Estrin and 

Leshchenko (1996) postulate that outside owners will perform better than all other 

ownership types. This is because outsider owners do not have split objectives and they 
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can thus focus on maximising profits. In contrast, employee-owners may wish to 

maximise wages and/or maintain employment (Blanchard et al, 1991). In theory. 

manager owned firms can be very effective at restructuring because of the high-powered 

ownership incentives - they receive the full benefit of improvement in performance. 

However, the lack of quality of management and the links that they maintain with the 

state can retard restructuring (Earle Estrin and Leshchenko, 1996). Of all ownership 

types, state-owned finns are expected to restructure least. However, theory will show 

that other factors influence the restructuring process. The ability and incentives of 

managers, the hardness of the budget constraint and factors differentially affecting the 

regions and industrial sectors. Employee-owned firms will be contrasted with manager 

owned firms, state-owned firms and outsider owned firms. Chapter 3 will discuss in 

detail the literature on privatisation, ownership, restnicturing, hard budget constraints, 

the informal economy and barter. 

This raises the issue of why we are not exclusively studying the effect of ownership on 

performance. In the early years of transition, the extent of restructuring actiVity may be 

as useftil as conventional measures of enterprise performance in indicating the progress 

of the enterprise sector towards a market economy. First the effects, of private ownership 

on restructuring activities are observed more quickly than the impact on profitability. 

Moreover, it is in the areas of enterprise objectives, corporate governance, Orientation to 

the, domestic and the international market and the social role of the enterprise that 

cwnership changes might be expected to impact first. Restructuring may be a 

particularly important indicator of corporate performance in the Ukrainian context 

because of the measurement problems for more conventional variables. The accuracy of 
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the data reported in the accounting records is also questionable. Therefore, we decided 

to rely on qualitative data to supplement quantitative data, because we expect it to be at 

least as accurate. 

In this research,, restructuring is measured directly by asking firms about their 

restructuring activities across a large variety of areas from cost reduction through 

managerial changes to asset disposal. The bundle of activities, which are referred to as 

restructuring is therefore very broad, partially qualitative and partially quantitative. The 

methodology used to investigate the impact of ownership on restructuring is the 

construction of five restructuring indices drawn from the questionnaire responses of the 

survey. The five indices have been constructed from answers to questions on: a) 

products, markets, quality; b) inputs; c) labout/management structure; d) asset disposal 

and e) finance. The pattern of restructuring according to ownership, sector, firm size and 

region will be analysed. 

The second part of the research question is to test the effect of ownership on 

performance. Our first measure of performance will be profitability. However, 

profitability is very badly measured because of poor accounting standards and 

widespread 'tax evasion. In addition, profitability may give a distorted picture if active 

enterprise restructuring leads to the writing off of bad debts and/or large one-off costs. 

We will therefore use three other alternative measures of performance; sales, change in 

employment and use of barter. In Ukraine, firm survival has been as much to do with 

generating resources as profits; hence the focus on sales. Moreover, because 

overmanning was endemic before reforms and productivity has fallen significantly, the 

12 



reduction of employment is a critical element in successful restructuring. Finally, the 

pervasive character of barter in the Ukraine leads us to include it both as a control factor 

in the profits, sales and employment equations, and as a performance variable in its own 

right. Barter accounts for over 40% of industrial sales in Ukraine (EBRD, 1999). 

The results from the survey differ to those predicted by theory. We also found that 

insider owned firms restructured more and performed better than outsider owners. State 

owned firms restructured more than outsider owners. When we defined the ownership 

more finely, we found that worker owned firms performed better than manager owned 

firms in many instances. We offer three possible explanations for our results Firstly, it 

may be that there are 'selection' effects. It could be that insiders were able I. -o buy the 

best finns. Secondly, it could be that outsider owned firms are reacting more flexibly to 

their enviromnent and are hiding resources through the manipulation of barter 

transactions and activity in the infornial sector. Thirdly, state owned and insider owned 

firms might be performing better than outside owners due to deficiencies in the 

institutional envirormient. Our policy conclusions recommend reform of the Ukrainian 

institutional environment. 
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Chapter 2: Ukraine, an economy in transition 

This thesis investigates the effect of ownership on the performance and restructuring of 

Ukrainian privatised companies. It will build on theoretical and empirical work carried 

out in the US, Europe and Russia (Chapter 3). It will use data from a survey of 150 

companies in Ukraine undertaken in 1997 -to test the relationship between ownership, 

restructuring and perforniance. In order to set the hypotheses (Chapter 6) in a Ukrainian 

context, this chapter will briefly outline the historical and economic background to this 

newly independent country. It will also look at the modalities of the privatisation 

process and the growth of the informal sector. These factors make the Ukrainian 

situation unique. They will be used in the analysis of the data set in Chapter 5 and in the 

formulation of the hypotheses and the specification of the equations that will be tested 

in Chapter 6. 

This chapter will look at the past and current trends of the LAcrainian economic and 

political environment to better understand the motivations of the current economic 

actors. This will also help us specify our hypotheses more accurately. We will also 

briefly look at the soviet period before outlining the path of the economic and political 

transition from a planned economy integrated into the Soviet Union to an independent 

state with the majority of its industry in private hands. Closer attention will also be 

given to privatisation and the preferences given to managers and workers in the process. 

We will also analyse the evolution of the informal economy and the specific problem of 

the dependency of Ukraine on imported oil and gas. 
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Economy of the Soviet period 

Ukraine was a constituent republic of the USSR from 1921 until 1991. The Soviet 

period saw the transformation of Ukraine from a rural to an urban society and from an 

agricultural to an industrial economy. However, agriculture remained an important 

economic activity of Ukraine. Ukraine was the 'breadbasket' of the USSR. 

During the Soviet period the Ukrainian economy appeared to perform well in 

comparison to the rest of the USSR. While representing only 18% of the population, it 

accounted for approximately 25% of the Net Material Product of the USSR in 1990. 

40% of Ukraine's -industrial production was linked to the military-industrial complex 

and eastern Ukraine became a centre for production of military -industrial products. 

Western and southern Ukraine continued to specialise in agricultaral goods. This 

emphasis on heavy industry, along with Ukraine's energy dependence did trouble 

Ukrainian Soviet leaders. However, plans for a more balanced economy were vetoed by 

Moscow (IMF, 1996). This meant that Ukraine entered the transition period witb a mis- 

specialised economy. This is one explanatory factor for the poor performance of the 

Ukrainian economy after 1991. It also highlights the general need for a radical 

restructuring of the enterprise sector. 

Ukraine in the 1990s 

This section will highlight the complexities of the economic and political transformation 

undergone since 1991. As developed in the following paragraphs, in the first years of 

independence, the political priority was to build a consensus in favour of social stability 

within the new State at the expense of radical economic reforms. 
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Current Legislative Structure 

It is the view of many commentators (Wilson, 1997 and Sundakov, 1997) that the 

structure of government hinders the restructuring of the Ukrainian enterprise sector. 

This section outlines the constitution, the structure of the ministries, the machinery of 

govemment and the legislative process. 

The Constitution 

The Constitution of Ukraine divides political power between a President who is elected 

every five years and the Verhovna Rada (Parliament) -which is elected every four years. 

The President is Head of State and Commander in Chief of the Armed Forces. He 

appoints the Prime Minister with the approval of Parliament and the Cabinet of 

Ministers on the advice of the Prime Minister. However, the division of powers between 

the President and the Prime Minister is unclear. This has resulted in tensions between all 

the Prime Ministers (several of whom have been dismissed) and Presidents since 1992. 

This has been a hindrance to various refonn plans put forward since independence. 

Ministries 

In 1997 there were 70 ministries in Ukraine. In the USSR, each industrial sector had its 

controlling ministry. Unlike the countries of central and eastern Europe, these sectoral 

Ministries still exist in Ukraine. This is a major indicator of transition backwardness. 

They no longer control every aspect of their client enterprises and are supposed to act 

only as regulators and industry pressure groups. However, some Ministries are 
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indistinguishable from the companies they regulate e. g. the Ministry of Civil Aviation 

and Air Ukraine (Sundakov, 1997). 

The continuation of these ministries has a number of adverse effects. They discourage 

private sector development. Sundakov (1997) notes that "the few significant new 

businesses in Ukraine in recent years have been able to establish themselves only in 

those areas where they opened up new markets not already controlled by an incumbent". 

He argues that, in areas where there are incumbents controlled/regulated by a sectoral 

ministry, there are de facto barriers to entry to new firms. In addition, the ministries 

encourage special interest lobbying and a parochial view by decision-makers that see 

the interest of a sector before the interest of the economy. Furthermore, the presence of 

so many Ministries and Ministers makes the process of government extremely 

unwieldy. In Ukraine, Sundakov (1997) also argues that the continuation of these 

sectoral ministries has discouraged strategic deciSiOD-making in favour of short term 

'fire-fighting'. 

As a result, the sectoral ministries are hampering restructuring by providing barriers to 

entry for new firms. In addition, they keep the link between managers and the state 

apparatus. A priority for Ukraine is therefore to put an end to these organisations, which 

are obsolete in a market economy. Ideally, they would be abolished in a general 

government reform where the number of non-sectoral Ministries would also be reduced. 

A confused decision making structure 

The President, the Prime Minister and the Parliament are each able to issue 

decrees/resolutions that have force of law. The Parliament can pass laws in two ways. 
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Firstly, in a manner similar to the British Parliamentary system, legislation must pass 

through three readings. It is then signed by the President before being passed into law. 

The second variant is for the parliament to pass resolutions that require government 

officials to take specific actions. 

In the executive, the President issues decrees very regularly. The cabinet of ministers 

also issues decrees. Individual ministries and agencies can promulgate administrative 

instructions that are similar to decrees. For example, a branch ministry can impose an 

extra tax on an enterprise requiring it to contribute towards extra budgetary funds. 

This results in a confused legal system. For enterprises, it can be very difficult to adhere 

to all the regulations, especially when they can be contradictory and subject to change at 

short notice. This opens opportunities for corrupt officials to extract bribes from 

enterprises. In addition, in practice the fiscal system is unpredictable. During the 

collection of data, many enterprises claimed that it was impossible to follow all the 

contradictory tax laws. This gives a strong incentive for finns to leave the legal 

economy and operate in the informal economy. This has many disadvantages including 

encouraging illegality and discouraging long term investment (see below). 

Political and economic background in the 1990s 

In the following pages, the performance of Ukraine will be contrasted with other 

'transition' countries. In Table 2.1, which shows the GDP performance of 27 countries 

since 1989, Ukraine is the only country that has experienced a fall in GDP every single 

year since 1989. It has performed worse than the CIS average of 55.5% of 1989 GDP. 

GDP has collapsed to 39.3% of its estimated level in 1989. Ukraine had the fourth worst 
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GDP performance between 1989 and 1999, only slightly better than the falls in 

Moldova, Georgia and Tajikistan. The EBRD (1999) also report a similar decline for 

Ukraine between 1989 and 1998. Russia has perfonned better with a fall to 57.6% of the 

1989 figure and Poland, Ukraine's western neighbour has actually grown GDP by 

21.8% over the period. 
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Table 2.1 - Real GDP/NMP in the ECE transition economies, 1980,1986- 

1999 

(Indices, 1989=100) 

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999] 

Eastern Europe ....................... 100.0 93.2 82.9 79.3 79.0 82.1 86.9 90.3 92.2 93.9 95.2 
Albania .................................. 100.0 90.0 64.8 60.1 65.9 71.4 80.9 88.2 82.0 88.6 95.7 
Bosnia Herzegovina ............. Bulgaria ................................ 100.0 90.9 83.3 77.2 76.1 77.5 79.7 71.6 66.6 68.9 70.7 

a Croatia ............. .................. 100.0 92.9 73.3 64.7 59.5 63.0 67.3 71.3 76.2 78.1 77.9 
Czech Republic .... ............... 100.0 98.8 87.3 86.9 86.9 88.8 94.1 98.7 97.7 95.5 95.3 
Hungary ................................ 100.0 96.5 85.0 82.4 81.9 84.4 85.6 86.8 90.7 95.2 99.4 
Poland ........................ ......... 100.0 88.4 82.2 84.4 87.6 92.1 98.6 104.5 111.7 117.1 121.8 
Romania ....................... ...... 100.0 94.4 82.2 75.0 76.2 79.2 84.8 88.2 82.8 78.3 758 
Slovakia ................................ 100.0 97.5 83.3 77.9 75.1 78.7 84.2 89.7 95.6 99.8 101.7 
Slovenia ................................ 100.0 91.9 83.7 79,11 81.4 85.7 89.3 92.4 96.6 100.4 105.3 
The former Yugoslav 
Republic cf Macedonia ....... 100.0 89.8 84.3 78.7 72.8 71.6 70.8 71.6 72.6 74.8 76.8 

Yugoslavia a .......................... ý100.0 92.1 81.4 58.7 40.6 41.7 44.2 46.8 50.3 51.5 41.6 
Baltic states ..................... . ..... 100.0 97.8 89.9 67.9 58.2 55.2 56.4 58.8 637 66.6 65.4 

Estonia ... .............................. 100.0 91.9 82.7 71.0 65.0 63.7 66.4 69.0 76.3 79.4 78.3 
Latvia ...... .............. ........... .. 100.0 102.9 92.2 60.1 51.1 51.5 51.0 52.7 57.3 59.5 59.6 
Lithuania ............................... 100.0 96.7 91.2 71.8 60.2 54.3 56.1 58.7 63.0 66.2 64.2 

CISIC ....................... ........ .. 100.0 96.8 90.9 78.0 70.4 60.3 56.9 55.0 55.6 53.9 55.5 
Armenia ..................... .......... -100.0 94.5 83.4 48.6 44.3 46.7 49.9 52.8 54.6 58.5 30.3 
, Azerbaijan . ............... .... ..... 100.0 8 8.3 87.7 67.9 52.2 41.9 370 37.4 39.6 43.6 . 16.8 
Belarus ........ ........................ 100.0 98.1 96.9 87.6 81.0 '70.8 63.4 65.2 72.6 78.7 81.4 
Georgia ......... ....................... 100.0 84.9 67.0 36.9 26.1 23.4 24.0 226.7 29.7 30.6 31.5 
Kazakhstan ......... ................ 100.0 99.0 88.1 83.4 75.8 66.2 60.8 61.1 62.1 60.9 62.0 
Kyrgyzstan ............................ 100.0 104.8 96.5 83.2 70.3 56.2 53.1 56.9 62.5 63.9 66,2 

d 
....... , Republic of Moldova 100 

.0 97.6 30.5 57.2 56.5 39.0 38.3 35.3 35.9 32.8 31.3 
Russian Federation .............. 100.0 97.0 92.2 78.8 71.9 62.8 60.2 58.2 58.7 55.8 57.6 
'r I ajikistan .............. ...... ..... .. 100.0 100.2 91.7 62.1 52.0 40.9 35.8 29.8 30.3 32.0 33.1 
Turkmenistan ................ ..... . 100.0 101.8 97.0 82.5 83.7 69.2 64.2 68.5 60.7 63.8 '74.0 
Ukraine ................................. 100.0 96.4 88.0 79.2 68.0 52.4 46.0 41.4 40.2 39.5 39.3 
Uzbekistan ............................ 100.0 99.2 98.7 87.7 85.7 81.2 80.5 81.9 86.1 89.9 93.9 

Total above .............................. 100.0 95.9 88.8 78.1 72.4 65.9 64.8 64.3 65.4 64.7 66.1 

Memorandum items: 
CETE-5 ................................. 100.0 93.3 84.1 83.8 85.0 88.5 93.5 98.1 102.5 105.8 109.0 
SETE-7 ................................. 100.0 93.1 80.8 71.4 68.5 70.9 75.3 76.7 74.1 '12.9 70.8 
Czechoslovakia b 

.................. 
100.0 98.5 84.4 78.8 

Yugoslavia (SFR) a ..... I ...... ... 100.0 92.4 
Former Soviet Union b 

.......... 
100.0 96.8 90.9 77.7 70.1 60.2 56.9 55.1 55.8 54.3 55.8 

Former GDR ......................... 100.0 84.5 68.3 73.6 80.4 88.2 92.0 95.0 96.6 98.5 

Source: UN/ECE Common Database, derived from national and CIS statistics. 
Note: Data for the east European countries are based on a GDP measure, except where otherwise mentioned. For the c; ountries of the 

former Soviet Union, NIVIP data for 1980-1990 were chain-linked to GDP data from 1990. Country indices were aggregated with previous year 
PPP-based weights obtained from the European Comparison Programme for 1996. 

a Gross material product (1980-1989 for. Croatia). 
b Sum of individual country data for former members. 
c Net material product for 1980-1990 (until 1992 in the case of Turkmenistan). 
d Excluding Transdniestria since 1993. 
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Table 2.2 reports on the inflation performance of 27 countries in Eastern and Central 

Europe and the Commonwealth of Independent States. Ukraine experienced the fourth 

highest annual average inflation rate in any one year after war tom Yugoslavia, Bosnia 

Herzegovina and Armenia. Ukraine had average annual inflation of 4 734.9% in 1993. 

The EBRD (1999) report year-end inflation rates and, in their methodology, Ukraine 

had the second highest end-year inflation rate of 10,155% in 1993 in a list of countries 

that excludes Yugoslavia and Bosnia Herzegovina. Since 1997, however Ukraine has 

been fairly successful at controlling inflation and in 1998 and 1999, Ukraine recorded a 

lower inflation rate than Russia. 

21 



Table 2.2 - Consumer prices in the ECE transition economies, 1990-1999 
(Annual average, percentage change over preceding year) 

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 
Albania 

......................... 35.5 193.1 85.0 21.5 8.0 12.7 33.1 20.3 -0.1 64 38 
Bosnia Herzegovina 

..... 594.0 116.2 218.3 825.1 553.5 -12.1 -21.2 11.8 4.9 -0.6 Bulgaria 
....................... 23.8 338.5 91.3 72.9 96.2 62.1 123.1 1 082.6 22.2 0.4 

Croatia a ..................... - 609.5 123.0 663.6 1 516.6 97.5 2.0 3.6 3.7 5.9 4.3 
Czech Republic 

........... 9.9 56.7 11.1 20.8 10.0 9.1 8.9 8.4 10.6 2.1 
Hungary ....................... 28.9 35.0 23.0 22.6 19.1 28.5 23.6 18.4 14.2 10.1 
Poland ......................... 585.8 70.3 45.3 36.9 33.2 28.1 19.8 15.1 11.7 7.4 
Romania ...................... 5.1 170.2 210.7 256.2 137.1 32.2 38.8 154.9 59.3 45.9 
Slovakia 

....................... 10.4 61.2 10.2 23.1 13.4 10.0 6.1 6.1 6.7 -10.6 
Slovenia 

.... .................. 551.6 115.0 207.3 31.7 21.0 13.5 9.9 8.4 7.9 6.2 
The former Yugoslav 

Republic of 
Macedonia a 608.4 114.9 1 505.5 353.1 121.0 16.9 4.1 3.6 1.0 -1.3 Yugoslavia 

................... 580.0 122.0 8926.0 2.2E+14 7.9E+10 71.8 90.5 23.2 30.4 44.1 
Estonia ........................ 18.0 202.0 1 078.2 89.6 47.9 28.9 23.1 11.1 10.6 3.5 
Latvia ........................... 10.9 172.2 951.2 109.1 35.7 25.0 17.7 8.5 4.7 2.4 
Lithuania ...................... 9.1 216.4 1 020.5 410.1 72.0 39.5 24.7 8.8 5.1 0.8 

rmenia ....................... 6.9 174.1 728.7 3731.8 4964.0 175.5 18.7 13.8 8.7 0.7 
ýAerbaijan .................... 6.1 106.6 912.6 1 129.7 1 663.9 411.5 19.8 3.6 -0.8 -8.6 Belarus ........................ 4.7 94.1 971.2 1 190.9 2219.6 709.3 52.7 63.9 73.2 293.7 
Georgia ........................ 4.2 '78.7 1 176.9 4084.9 470.6 177.6 39.4 6.9 3.6 19.3 
Kazakhstan .................. 5.6 114.5 1 504.3 1 662.7 1 879.5 175.9 39.1 '17.4 7.3 8.4 
Kyrgyzstan ................... 5.5 113.9 854.6 1 208.7 278.1 42.9 30.3 25.5 12.1 36.7 
Republic of Moldova .... 5.7 114.4 1 308.0 1 751.0 486.4 29.9 23.5 11.8 7.7 39.3 
Russian Federation ...... .. 160.0 1 528.7 875.0 309.0 197.4 47.8 14.7 27.8 85.9 
Tajikistan ..................... 5.9 112.9 822.0 2884.8 350.3 682.1 422.4 85A 43.1 27.5 
Turkmenistan ............... 5.7 88.5 483.2 3 128.4 2562.1 1 105.3 714.0 83.7 16.8 
Ukraine ........................ 5.4 94.0 1 209.6 4734.9 891.2 376.7 80.2 '15.9 10.6 22.7 
Uzbekistan ................... 5.8 97.3 414.5 1 231.8 1 550.0 315.5 56.3 73.2 17.7 

Source: UN/ECE Common Database, derived from national statistics. 
Note: From 1992 onwards indices derived from monthly data. Retail prices for Bulgaria and CIS countries for 1989. 
a Retail prices. 
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Table 2.3 shows the judgement of the EBRD on legal rules concerning banking, 

securities and financial markets. The EBRD award Ukraine a '2' on a scale of I to 4+ 

for the extensiveness to which banking and capital market legal rules approach those of 

more developed countries. This score equates to 'legal rules governing financial markets 

are somewhat limited in scope ... at least one important area of regulation remains 

deficient... regulation of securities intermediaries and investment funds are non-existent 

or rudimentary. " Only two countries achieve a lower score than Ukraine. 

Ukraine also only achieves a '2' on a similar scale of I to 4+ for effectiveness of 

financial regulations. This means that the EBRD judges that " legal rules are somewhat 

unclear and sometimes contradictory. Supervision of financial institutions exists only on 

an ad hoc basis and there are few, if any meaningful procedures in place to enforce the 

law. " Only 5 couDtries achieve a lower score. 

The EBRD gives an overall score of 2 to Ukraine, showing the lack of depth to changes 

made so far to the institutional environment in the financial markets. However, it 

should be noted that the EBRD indicators tend to exaggerate the perfonnance of 

transition countries, not least because they range from I to 4+ and not 0 to 4+. Thus, a 

country that has made no reform efforts scores I and might appear to be one quarter of 

the way to full reform! 
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Table 2.3 - Legal transition indicators: Financial regulations in 1999 

Country I Overall Extensiveness Effectiveness 

Albania 2+ 3 2+ 

Armenia 3 3 3+ 

Azerbaijan 2- 2 1 

Belarus J+ 2 1 

Bosnia Herzegovina 1 1 1 

Bulgaria 3- 3 2+ 

Croatia 3- 3 3- 

Czech Republic 3 3+ 2+ 

Estonia 4- 4 3+ 

FYR Macedonia 2+ 3 2 

Georgia 1 1 1 

Hungary 4 4 4 

Kazakhstan 3- 3 3- 

Kyrgystan 2+ 3- 2 

Latvia 3- 3 2 

Lithuania 3- 3- 2 

Moldova .3 4 2+ 

Poland 4 4 4 

Romania 3- 3 3- 

Russia 3- 3 2 

Slovak Republic 3+ 4 3+ 

Slovenia 3+ 3+ 3+ 

Tajikistan na na na 

Turkmenistan na na na 

Ukraine 2 2 

Uzbekistan 2- 2 

Source: EBRID Transition Report 1999 

Ranked from 1 to 4+, 1 representing the lowest score possible 

Ukraine has made only limited progress in its transformation into a market economy 

(EBRD, 1997, EBRD, 1999). This lack of progress can be traced back to the first years 

of independence. Leonid Kravchuk, a 'National Communist' was elected President in 
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December 1991. He received 90% backing in a referendum on his policy of 

independence for Ukraine. However, his priority was political. He wanted above all to 

consolidate the independence of the Ukrainian State. On a political level, Kravchuk 

managed to successfully navigate Ukraine through its initial three years of 

independence. He pursued a policy of 'zlohoda' (compromise and agreement). Unlike 

many other republics in the CIS, Ukraine has not suffered from inter-ethnic conflict 

(Kuzio and Wilson, 1994). Russians, Russian speakers and other nationalities were 

deliberately absorbed into the government. 

However, on an economic level, the Kravchuk years can be seen as years of wasted 

opportunity (Wilson and Burakovsky, 1995). As mentioned before, Ukraine arguably 

started from an economically favoured position within the USSR. However, Ukraine's 

industrial structure was not suited to the new -, conomic environment (IMF, 1996). On 

many measures, Ukraine has had the worst economic performance of all the fotmer 

Soviet Republics since 1991 (EBRD, 1997). The period following the euphoria of 

independence would have been a good moment to -Inact radical policies on macro and 

micro liberalisation followed by a comprehensive privatisation programme. Kravchuk 

did not 'grasp this nettle'. It has been argued by some commentators (Kauffman, 1996, 

and, Wilson and Burakovsky, 1996) that he squandered this opportunity for significant 

economic reform. 

T, - -- 

K. ravchuk pursued a muddled policy of limited liberalisation measures while perversely 

continuing a policy of state co-ordination of industry (together with a large flow of 

subsidies to loss-making State-owned enterprises). The state planning apparatus was 

kept intact while prices were partially liberalised. 'rhe currency became freely 

25 



convertible and limited privatisation took place, mostly through Lease-Buyouts to 

managers and workers. These limited and half-hearted reforms gave Ukraine the worst 

of all worlds. Prices soared, output collapsed and the budget went into serious deficit 

(see Table 2.4) and enterprise insiders took ownership of privatised firms (see below). 

Kravchuk was the leader of what became known as the Partia Pada (Party of Power). 

This group was made up of former communists who had become 'nationalists' after the 

Moscow 'putsch' of 1991. Thus, often the same people who had held power pre-1991 

kept it and continued similar policies. This is in sharp contrast to other post-communist 

states such as Poland, Hungary and Czechoslovakia where new government personnel 

were composed of former dissidents and non-communists. Ukraine did not experience 

this break with the past. Indeed, the political and financial interests rX many regional 

leaders were in favour of the continuation of a state-dominated economy. This is one of 

the reasons why Ukraine, unlike Poland, Hungary and the Czech Republic did not 

attempt to effect a significant break with the past and implemeDt a comprehensive 

reform programme. 

The second (and current) President of Ukraine, Leonid Kuchma promised radical 

economic reform. However, due to a number of reasons, including resistance from a left 

leaning parliament, a confused decision making process and corruption at all levels of 

goverm-nent up to the prime minister (see below), radical reform was never enacted. 

Having described the political background in Ukraine, we will now look at. the 

economic results. 
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The fall in GDP 

The Ukrainian economy has performed very poorly since independence. Table 2.4 

shows how GDP has fallen each year. There has been a cumulative decline of around 

two thirds since 1991. The output drop includes the elimination of unwanted products, 

some limited restructuring and the removal of statistical biases for over-reporting of 

output. It may also be overstated. We shall report below estimates of the informal 

economy that show that the drop in GDP may only be of one third (see below). 

The Ukrainian economy has shown the typical pattern that has characterised the initial 

stages of transition of the former Soviet Union countries. GDP fell sharply and its 

composition changed. The economy partially stabilised in 1997 at the time of the survey 

but was once again plunged into crisis in September 1998 following the Russian default 

and the subsequent devaluation of the rouble. The Hryvnia devalued by -a ftirther 50%, 

inflation doubled to 20% in 1998 and 1999. The goverru-nent was forced to negotiate a 

quasi-default on most of its foreign loans. The country is currently a pariah in the 

international debt markets and thus unable to raise funds. The February 1998 Moody s 

credit rating of Ukraine was B2 which was below 'investment grade'. The rating at the 

end of 2000 had fallen to Caal. 
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Table 2.4 - Basic Economic Indicators 

1992 1993 1994 1995 1996 1997 1998 1999 

GDP, m Hrn 50 1,483 12,038 54,516 81,519 93,365 102,593 127,126 

GDP change, % -9.9 -14.2 -22.9 -12.2 -10.0 -3.0 -1.9 -0.4 
Industrial production change, % -6.8 -8.0 -28.2 -12 -5.1 -1.8 -1.7 3.4 

Agricultural production change, % -8.3 1.5 -16.5 -4.0 -14.6 -3.0 -8.3 -5.7 
Budget deficit, % GDP -12.2 -6.5 -10.5 -7.9 -4.6 -7.1 -2.1 -1.4 
Consumer price inflation, yoy, % 2,730 10,155 401 182 40 10.1 20 19.2 

Wholesale price inflation, yoy, % 3,828 9,667 555 172 17 5 35 15.7 

Average monthly wage, Hrn, end period 0.2 8 33 123 164 178 188 235 

Auction exchange rate, Hrn/$, end 0.007 0.25 1.04 1.79 1.89 1.9 3.43 5.07 

period 

Exports, bn $ 8.01 7.82 16.64 17.09 20.34 20.36 17.62 16.23 

Imports, bn $ 7.1 9.53 M01 18.28 21.46 21.89 18.83 1524 

Current account balance, bn $ 0.89 -1.71 -1.36 -1.19 -1.12 -1.54 -1.21 1.00 

Foreign debt, bn $ 0.55 3.71 7.17 8.22 8.84 9.55 11.44 12.44 

Foreign investment, cumulative, bn $ 0.17 0.37 0.46 0.73 1.25 1.83 2.70 3.20 

Source: IMFI NBU, Ukraine Economic Trends, World Bank 

Table 2.4 also shows that the budget and the balance of payments have remained in 

deficit. The currency has devalued against the dollar each year and foreign debt has 

grown. Cumulative foreign direct investment had only reached a very low $3.2bn by the 

end of 1999. 

The drop in output since 1991 has been accompanied by a change in the structure of 

GDP- Ukraine, like other transition economies, has experienced a relatively rapid 

evolution in the composition of its GDP. The service sector, traditionally 

underdeveloped in the planned economies, has increased its share in total GDP, while 

the manufacturing sector has been declining. The official figures may underestimate the 
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extent of this transformation, since they are unable to capture small, unregulated activity 

that mainly encompasses the provision of services. However, some of the increase in 

service sector activity may be due to changes in relative prices. Agriculture has a large 

share of GDP (see Table 2.5) and its performance has a significant impact on the 

dynamics of total output. Its share in total GDP has shrunk over the transition. The other 

main contributors to output decline since 1991 have been the construction industry, 

transport and communication. 

Table 2.5 - Sectors'shares in industrial output (% of total production 

measured in international prices) 
Index of % of total output 

industrial Power Oil and Coal Steel Machine Agri- Other 

output gas building culture 

1990 100.0 7.3 9.5 7.0 14.4 29.8 14.0 18.1 

1991 87.9 7.7 9.9 6.5 13.5 30.2 14.0 18.2 

1992 73.0 8.5 8.4 7.8 15.0 28.6 13.4 18.4 

1993 57.5 9.8 7.7 8.3 14.5 27.7 14.4 17.6 

1994 39.2 12.7 9.1 10.2 15.6 18.9 17.1 16.3 

1995 32.8 14.4 10.4 10.3 18.3 14.1 17.4 15.2 

1996 28.1 15.9 10.8 10.1 21.9 9.9 17.0 14.3 

1997 27.5 15.8 10.7 11.5 25.1 9.0 13.6 14.2 

1998 26.5 16.0 11.3 12.1 24.6 9.6 12.7 13.8 

1999 26.1 16.2 10.2 11.6 26.0 8.3 13.3 14.4 

Source: Ukraine Economic Irends, June I YYY 

output change has varied widely across industrial branches, resulting in substantial 

shifts in the composition of industrial output. Structural changes in Ukrainiain industry 

since 1993 have been characterised by an increase in the share of base industries 
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(power, fuels and steel) and a decline of manufacturing industries. Steel, coal, oil. gas 

and power have increased to 64% of industrial output in 1998 against 39% in 1990- 

1993. Among base industries, the share of the metal industry has been growing steadily 

since 1993. It dropped slightly in 1998, which was caused by the default/devaluation 

crisis in Russia and by smaller demand for industrial goods on world markets. It is, 

however, possible that the apparent growth of the base industries is partially the 

consequence of their inability to divert production to the shadow economy relative to 

other industrial sectors. 

Industrial production has declined every year. The shares of machinery and food and 

light industries have all fallen within the smaller total. In the first years after 

independence, when reforms were largely absent, machine building performed 

relatively well. However, after reforms began to gather momentum, the sector entered 

into a deep recession, and over the whole period it is the sector that shows the largest 

fall in output. 

There is a growing importance of resource-intensive sectors (oil, gas and coal) in total 

industrial output as has been the case in Russia in recent years. However, unlike Russia, 

Ukraine does not have a rich resource base and in particular it depends largely on 

energy imports. 

inflation performance 

Concurrently with falling GDP and falling industrial production, inflation jumped very 

sharply during the first four years of independence. During some months in late 1993 
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Ukraine even slipped into hyperinflation (> 50% per month). Inflation came under 

control in 1996 - 1998. Following the autumn 1998 devaluation, inflation started to 

accelerate again to 20% in both 1998 and 1999. 

Agriculture 

Agriculture has always been a very important sector of the Ukrainian economy. In 1996, 

25% of the Ukrainian workforce works in the agricultural sector. It therefore merits 

special attention. 

In the USSR, Ukraine produced 25% of all agricultural output (FCI, 1996). However, 

recorded output has fallen by approximately half since 1991. This decline has been 

caused by a series of factors. First of all, there has been a disruption in the supply chain 

as the state has gradually reduced its role as a purchaser of agricultural output. In 

addition the prices of mechanical, chemical and fuel inputs have risen by more than the 

price of agricultural output, thus reducing the profitability of farming activities. The 

govemment has also sharply reduced credits to the agricultural sector. 

The slow and confused privatisation of land has kept most land in the state sector. The 

privatisation of the collective farms and state farms have proceeded very slowly and the 

situation of confused property rights has resulted in falling productivity. Kauffman 

(1997) states that 14% of arable land was held as private plots, but were not tradable. 

This private land produced about half of all agricultural output while the other half was 

produced by the remaining 86% of land. However, the productivity difference is 
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exaggerated by the expropriation of resources from the state sector by the private sector. 

For example, private farms often have access to state farm assets at little or no cost. 

The volume of agricultural production has continued to fall in 1999. The private sector 

(private land plots and farms) has continued to outperform the state sector, growing its 

gross production by 2.1 %, while production of the state sector has been falling by 8.1 %. 

Foreign trade 

We will now turn to the trends in foreign trade. Table 2.4 showed that both exports and 

imports increased until 1996 in Ukraine. However, in 1997, they plateaued before 

falling in 1998. Table 2.4 also showed that Ukraine has had a balance of payments 

deficit in each year since 1991 and that foreign debt obligations have soared during the 

period reviewed. 

Figure 2. a shows the geographic structure of Ukraine's trade at the time- of the survey in 

1997. Russia was still the most important market for Ukrainian exports, with 26.2% of 

total exports in 1997. Ukraine also sourced 45.8% of its imports from its large 

neighbour. The import situation was worsened by energy imports (oil and gas) that 

represented 74.7% of total imports at the time of the survey in 1997. Despite some 

domestic production, most of the energy requirements of Ukraine were imported mainly 

from Russia and Turkmenistan. 
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Figure 2. a - Geographic Structure of Trade at time of enterprise survey 

Source: Afinisoy of Statistics, Economist Intelligence Unit 

Unlike the countries of central and Eastern Europe, Ukraine's international trade was 

still heavily dependent on the FSU in 19,97. The CIS represented 42.9 % of'exports and 

58.4% of imports in 1997. 

The following two tables corroborate these results. During the six years under review, 

the balance of foreign trade was negative due to Ukraine's trade with the FSU countries, 

both for goods and services. This was partly due to the country's dependence on 

imported oil. Ukraine partly compensated for this with a positive trade balance with the 

rest of the world,, excluding the FSU countries. However, in 1998, the trade deficit with 

the FSU countries was twice as big as the surplus with the rest of the world. This 

deterioration in the trade deficit with FSU countries is partially due to higher oil and gas 

prices and the loss of central subsidies from Moscow. 
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Table 2.6 - Foreign trade with FSU (balance of payments data, $million, 

current prices) 

Exports 
Goods 

Imports Balance 
Goods and services 

Exports Imports Balance 

1994 7828 11416 -3588 9450 11937 -2487 

1995 7743 11051 -3308 9528 11630 -2391 

1996 8841 12913 -4072 12349 13582 -1233 

1997 6841 11819 -4978 10286 12786 -2500 

1998 5273 9040 -3767 7728 10166 -2438 

1999 4092 7415 -3323 6452 8341 -1889 

Source: Ukraine Economic I rends, March 2000 

Table 2.7 - Foreign trade with the rest of the world (balance of payments 
data, $million, current prices) 

F- 

Exports 

Goods 

Imports Balance 

Goods and services 
Exports Imports Balance 

1994 6066 5053 1013 7191 6070 1121 

1995 6501 5895 606 7562 6650 912 

1996 6706 6930 -224 7997 7886 ill 

1997 8577 7804 773 10069 9105 964 

1998 8426 7243 1183 9893 8662 1231 

1999 2303 1773 530 2677 2149 528 

Source: Ukraine Economic Jýends, March 20OU 

One might argue that the continued dependence of Ukrainian trade on Russia and the 

former CMEA countries demonstrates a lack of restructuring of trading relationships. 

This is in stark difference to some central European countries that have redirected the 
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majority of their trade away from the FSU to the rest of the world. The EBRD (1999) 

report that Hungary increased its share of exports to non-transition countries from 

12.2% in 1990 to 80.7% in 1998. Other central European countries such as Poland and 

the Czech Republic also sent a majority of their exports to non-transition countries 

during the mid and late 1990s (EBRD, 1999). 

Foreign Direct Investment (FDI) 

The privatisation process in some countries such as Hungary has encouraged foreign 

investment. FDI can bring, not only investment,, employment, import substitution and/ 

or export production, but it can also help upgrade the industrial fabric of a country 

(Bevan and Estrin, 2000). This has not been the case in Ukraine, which has been unable 

to attract large-scale foreign investment, unlike some of the countries of Central and 

Eastern Europe. Foreign investors complain about arbitrary decisions and bribe seeking 

by local officials and tax collectors (Kyiv Post, 1997). Some investors such as the 

largest British investor to date, Tate & Lyle, have pulled out, writing off their 

investment. Others,, such as Daewoo were in difficulties during 1998/99 as sales fell 

below target, even with the import restrictions placed on other manufacturers. During 

1999, the company was in dispute both with its workforce and the government. 

By December 1999, Ukraine had managed to attract only $3.2 billion of FDI ($64 per 

capita) (Table 2.4). The EBRD Transition Report (1999) places Ukraine third from 

bottom out of 26 countries for cumulative FDI per capita. This situation has been 

getting worse. Foreign direct investment in Ukraine registered a drop of 43.5 % in 1999 

in comparison with 1998, reflecting the significant reduction in investment flows in the 

region following the financial crises in Russia and Ukraine. 
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Employment/ Unemployment 

Despite the fall in economic activity, registered unemployment remained low until 

1995, rising from 70,000 in 1992 to 126,000 in 1995. The unemployment figures started 

to accelerate thereafter, reaching 1.1745 million in 1999. However, real unemployment 

is even higher. Ukrainian measures of registered unemployment significantly 

underestimate the total, since it only includes those who are not registered as workers in 

any enterprise and are applying for a job. Ukrainian enterprises keep a large number of 

workers on their books as officially employed even though they are on unpaid leave. 

This happens because enterprises hope for a recovery in demand and wish to have the 

flexibility of extra workers at little cost. The workers on unpaid leave, for their part, 

wish to continue to have the status of an employee and be able to consume the social 

benefits such as housing and healthcare provided by the enterprise. 
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Table 2.8 - Employment/ Unemployment 

Dollar Unemployed Share of unemployed 
wage (thousand people) 

USD/month (% of economically 

active population) 

1992 70.5 0.3 

1993 83.9 0.4 

1994 24.7 82.2 0.4 

1995 49.6 126.9 0.6 

1996 76.1 351.1 1.6 

1997 84.7 637.1 2.9 

1998 71.3 1003.2 4.6 

1999 46.5 1174.5 5.0 

Source: Ukraine Economic Trends, March 2000 

Table 2.4 showed that wages measured in local currency had increased every year since 

1991. However,, Table 2.8 shows wages measured in US dollar terms. Wages at the time 

of the survey were $84.7, which was 34.2% of the 1990 level. There were further falls 

in 1998 to $71.3. The significant Hryvnia depreciation from September 1998 further 

reduced the level of the average monthly dollar wage to around $46.5 in 1999. 

The Informal Economy 

A combination of high and variable taxes, heavy regulation of economic activity and 

associated bribe-taking activities has driven the growth of the infonnal sector by 

government officials. The informal sector consists of 'de novo' firms and firms that 

operate in the non-nal economy but under-report their economic activity. According to 

Kauffman (1997) most activities in the informal sector were of the latter kind and often 
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receive some state support such as social protection spending. These firms are often 

large and sophisticated. They report a part of their earnings and hide the rest. 

In 1989, the share of the informal economy in GDP was estimated to be around 12% 

(Kauffman and Kaliberda, 1996). By 1994, the same authors estimated that it had grown 

to 40% of GDP. In 1997, Johnson, Kauffman and Shleifer reported that the infon-nal 

economy accounted for 49% of GDP. They drew this estimate from a qualitative survey 

carried out in 1996 (Kauffman, 1997). Using 1989 GDP as a base, official GDP had 

fallen to 31.3% of this level but by adding back the increased informal economy, 

Kauffman (1997) estimates that it had only fallen to 64.8% of the 1989 level. These 

estimates all relate to the same time period when we undertook the survey. 

The informal sector has reduced the potential performance of the Ukrainian economy. 

Firms forced into the informal sector are likely to act differently to firms in a legal 

environment. Ceteris paribus, investment will be lower and planning more short term. 

Barter 

Barter is in its simplest form is the trade of goods for goods. It can also involve the use 

of money surrogates such as promissory notes or tax offsets. We discuss the theory on 

-hart the evolution of barter in Ukraine. In barter in Chapter 3. At this point, we wish to c 

the Soviet Union,, transactions in the domestic economy were all settled using the 

accounting methodology of the central plan. There were no barter transactions. There 

were some export transactions that used barter but this was primarily due to rouble 

inconvertibility. We do not have any figures for the extent of barter in Ukraine before 
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1996. However, in neighbouring Russia, barter only accounted for 5% of trades in 1994 

(EBRD, 1997). This rose strongly to 60% in 1998 (quoted in Marin, Kaufmann and 

Gorochowskij, 2000). In Ukraine, the World Bank-EBRD World Business Enviromnent 

Survey quoted in Marin, Kaufmann and Gorochowskij (2000) states that 20.3% of 

industrial sales used barter in 1996 rising to 24% in 1999. 

A survey by Marin, Kaufmann and Gorochowskij (2000) of 165 barter transactions in 

Ukraine in 1997 find that 51 percent of industrial sales in firms use barter. One reason 

for the discrepancy may be that the sample only included firms that use barter. 

However, the EBRD (1998) report that barter trade constituted 42% of industrial trades 

by mid 1998. We will report the extent of barter in our survey in Chapter 5. 

Privatisation 

This thesis investigates the effect of ownership on restructuring and performance in 

Ukraine. Since 1988,, there have been several privatisation programmes, which have 

radically altered the ownership structure of the Ukrainian enterprise sector. This section 

analyses the different privatisation programmes in order to establish the scope of the 

changes. 

Chronology of the Ukrainian privatisation process 

Ownership change began in Ukraine during the last three years of the Soviet period. The 

laws 'on individual working activity', 'on co-operation' and 'on enterprise' passed in 

1988-1991 all increased the independence of economic agents and reduced the role of 
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the state (Leshchenko and Revenko, 1999). Following the declaration of independence 

in 1991, the Ukrainian Supreme Soviet adopted the 'Concept on De-Statisation'. 

The first programme of privatisation was adopted by the Supreme Soviet on July 7, 

1992. The target was to privatise 40% of state property. In September 1993, the 

programme was altered and this goal was increased to 70%. However, privatisation 

remained slow for the remainder of the Kravchuk Presidency (1991-1994) and mass 

privatisation was never achieved. 

The election of President Kuchma in mid- 1994 marked a turning point. Kuchma 

appointed a new chairman of the State Property Fund (SPF) and gave him control of the 

Privatisation process (Drum, 1997). The privatisation process was streamlined and by 

removing many obstacles, the mechanics of the mass privatisation process were put in 

place: automatic valuation procedures, creation of bid collection sites nation-wide for 

use in the privatisation auctions, public information/advei ti sing campaign and the issue 

of paper privatisation certificates (PC). Each citizen was entitled to one certificate 

valued at 30,000 Krb (equivalent to less than $1 during 1994). 

The privatisation programme began in November 1994 for large enterprises and in 

December of the same year for small enterprises. 

During 1996, a new form of privatisation certificate called a compensation certificate 

was issued. It was given as compensation to savers who had lost the value of their 

nioney held in the State savings Bank during the hyperinflation of 1992-94. 

40 



Results 

In 1991, it is estimated that Ukraine had 18,000 state-owned large and medium sized 

enterprises and 45,000 state-owned small enterprises (Drum, 1997). The figures for the 

evolution of privatisation are provided by the State Property Fund (SPF) which 

publishes figures for numbers of privatised enterprises. 

According to the SPF, 30 firms were privatised in 1992 and 3555 in 1993. SPF figures 

state that the total number of privatised enterprises was 11,552 in December 1994; 

28,272 in December 1995,48,225 in December 1996; 57,009 in December 1997. The 

number of privatised enterprises increased to 62,349 in December 1998 and 67,998 in 

1999. 
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These figures are plotted in Figure 2. b. 

Figure 2. b - Number of privatised enterprises in Ukraine 

The previous chart shows that the speed of privatisation has been decreasing over time. 

The reasons for the slowing pace of privatisation can be traced to the conditions of 

privatisation. 

Overvaluation of enterprises 

Following the hyperinflation of 1993, the vallue of the vouchers and Privatisation 

deposit Accounts was increased by 3500% to 1,050,000 Krb. The valuation of 

enterprises, which was based on 1991 book value, was also uprated to take account of 

inflation. This led to many enterprises being overvalued (Hare et al, 1996). As such, 

Ukrainian privatisations were not such 'good value' as in neighbouring Russia and this 

is one of the reasons why the process has been much slower. 

42 



Compensation Certificates 

A solution to the problem of overvaluation was the use of compensation certificates 

(CC). CCs could be used to bid for up to 30% of a company in the privatisation 

auctions. Unlike the Privatisation Certificate auctions, CCs could bid for shares below 

the 'floor price'. This helped to alleviate the overvaluation problem referred to above 

for some enterprises. Also, in contrast to the PC, the CC was a 'bearer' certificate and 

could be sold for cash, arguably, making it a money alternative. While this posed a 

theoretical danger of inflation due to the rise in the money supply, it allowed investors 

to accumulate CCs. 

Privatisation slowed down further during 1997 and 1998 due to unrealistic pricing of 

enterprises sold for cash but also due to increased political obstruction from the 

Parliament. The uncertainty generated by the economic crisis following the Russian 

default in August 1998 also reduced the appetite of investors for Ukrainian assets. 

1998/ 1999 Privatisation Programmes 

A new feature of the 1998 privatisation programme was that the branch ministries were 

required to justify any continued state share holdings in individual enterprises. This was 

based on the assumption that full privatisation would yield a higher benefit than a 

partial one as it would reduce interference from the state. As will be shown in Chapter 

3, the cost of government intervention in a private firm is more difficult for politicians 

to hide than it is in a state owned company. Although this policy seemed sensible, it had 

little effect in the aftennath of the Russian default. 
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From 1998/99 it became imperative for the government to find new sources of revenue. 

Up until 1998, the Ukrainian government had relied on foreign financing to meet its 

budget deficit. Following the rescheduling and partial agreed cancellation of its 

sovereign loans in 1998, this option was no longer available. These difficulties to 

finance the budget deficit from foreign funds were amplified by a shrinking tax base. 

This meant that revenue-raising targets began to play an increasing role in the conduct 

of privatisation. The focus of privatisation thus turned to cash sales. However, 

companies were often overpriced. This led to a further slowdown in the pace of 

privatisation. 

The use of privatisation receipts to cover the budget deficit started in 1993 (before then, 

it was simply forbidden). The share of privatisation proceeds allocated to the budget 

rose steadily from 50% in 1993 to 90% in 1999. 

There were two main planks to the 1999 Programme. The first was the divestiture of the 

remaining minority state stakes in enterprises. The other was the sale of significant state 

share holdings in large strategic enterprises. These sales were conducted through a 

(. C mass cash auction" programme. 

The Prime Minister and the Cabinet of Ministers instructed the State Property Fund 

(SPF) to maximise revenues by offering as many shares as possible for cash. 

Accordingly, during 1998 the State Property Fund reallocated some share package 

offerings from certificate auctions to cash auctions. However, as this was accompanied 

by a reluctance to offer shares below nominal prices, it led to a decline in the number of 

medium and large enterprises being privatised. 
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Perversely, the shift towards cash privatisation was thus partly responsible for the 

deceleration of the pace of privatisation in 1998. As the SPF was reluctant to proceed 

with the sale of the most attractive (and potentially most lucrative) enterprises, the 

purpose of raising more revenue was defeated. Many less attractive enterprises were 

being offered, while a number of potentially high-revenue yielding enterprises were put 

on a list of companies that would remain state owned. As a result of these factors, 

privatisation failed to generate the expected revenues. 

Pricing of Cash Privatisation 

Privatisation has been slow partly because companies have been overvalued. However, 

lowering the asking prices had some difficulties, as this would have risked stronger 

opposition to the sales in Parliament. 

The slow pace of privatisation also gave bargaining power to enterprise insiders. Drum 

(1996) states that "lack of progress (in privatisation) led to ... the establishment of 

strong de facto control by the employees and managers over enterprises". This was due 

to the vacuum left by the reduction in the power of the planners in the sectoral 

ministries. This de facto control of managers and workers was transformed by the 

privatisation process into de jure control as insiders took majority ownership in many 

enterprises in the following three years. The following section outlines how managers 

and workers were advantaged in the different privatisation prograrnmes. 
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Manager / Employee advantages 

In practice, the working collective of each enterprise received priority rights and 

privileges in acquiring shares, particularly through the early lease-buyout method (see 

below). However,, these priority rights given to the workers collective were taken away 

in an effort to reduce their influence. They were re-allocated to workers as individuals. 

Employees were given advantages in several ways. Firstly, there was a mechanism for 

the free transfer of social assets of the firm - recreation centres, cafeterias, holiday 

homes and day-care centres. Secondly, workers could use their privatisation certificates 

and then a further 50% in cash to purchase shares in the enterprise. Any remaining 

shares were offered for competitive sale. If the workers formed a buyer's association 

with a minimum of 50% of the workforce, they could become the preferred buyer. 

Payment by instalments over 3 years was allowed with an initial payment of 30%. 

Managers were able to buy a further 5% of the enterprise share capital for a low price 

(Drum, 1997). 

In addition, the Act of Leasing of State Enterprises of April 1992 gave employees the 

right to lease their enterprise with an option to buy at a later date. 3,500 enterprises were 

leased to workers and managers with a buyout provision at a free or low price (Dnim, 

1997). 

This early period thus saw the privatisation of enterprise predominately to managers and 

workers. In theory, the new programme should have resulted in the sale of enterprises to 

6outsiders' such as citizens, investment funds, other enterprises and foreigners. In 

practice many enterprises continued to be sold to managers and workers. 
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Investment Funds 

The privatisation process aimed to encourage the existence of investment funds. These 

organisations collected vouchers from the population in order to buy blocks of shares. It 

was hoped that investment funds would be able to monitor management strategy and 

behaviour. However, in practice these funds have allegedly attempted to make profits 

from active share trading and have often not tried to monitor or influence managerial 

objectives or actions (infonnation given during an interview between the author and the 

deputy director of the SPF). By 1997, there were over 350 investment funds. However, 

80% of vouchers collected were controlled by under 40 funds (Drum, 1997). Despite 

this concentration of control in the hands of a few investment funds, they would need to 

own larger blocks of shares if they are to provide a counterweight to the 'insider 

dominance' of many share registers. 

Incomplete privatisation: The management of state shares 

As the state still retains a significant stake in many enterprises, the question of how 

these shares are managed and what impact they have on emerging corporate governance 

arrangements is important. 

Management of state shares is carried out by the relevant branch ministry or, after the 

cornpany has been slated for privatisation, by the SPF. The Cabinet of Ministers can 

decide to transfer the right to manage state shares to other entities. This can be a 

government body, a private individual chosen through a tender process or the winner of 

a bid for a package of shares to whom the option of managing the state stake is given. 
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However, in the past the SPF has not actively managed the continuing state 

shareholdings. They have often given their proxy votes to the management. The 

1999/2000 Privatisation programme aimed to change that by requiring the SPF to 

actively monitor management and exercise the voting power of the shares during 

company AGMs. 

This section has outlined the different privatisation programmes in Ukraine. It has 

shown that enterprise insiders were given massive advantages before 1995 that lessened 

but did not disappear afterwards. This has resulted in the domination of insiders in the 

ownership structure of Ukrainian enterprises. We have also seen how the state has tried 

to increase the revenue raised from privatisation and attempted belatedly to manage the 

remaining state share stakes by monitoring management and using their vote in AGMs 

to change company strategy. 

Conclusions 

The Sections of Chapter 2 have outlined the political and economic context of current 

day Ukraine. The legacy of the Soviet period and the priority given to political matters 

at the expense of economic refonn during the first years of independence placed 

Ukraine in a poor position for a successful economic transition. 

Ukraine's economic problems can be summarised into several categories. Firstly, the 

dislocation of moving from a planned economy with guaranteed markets. Secondly, the 

massive fall in GDP and the high and variable rates of inflation since independence. 

Thirdly, the existence of a huge informal sector with the consequent fall in tax revenues, 
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reduction in investment and fall in respect for the law. Fourthly. a lack of oil resources 

resulting in balance of payments problems. Lastly, Ukraine has an inefficient and a 

relatively unrestructured enterprise sector. New and existing enterprises have an 

unenviable choice. They can decide to operate either in the official economy paying 

very high taxes in a highly regulated (non-transparent) environment or in the uncertain 

envirom-nent of the informal sector. 

The performance of Ukrainian enterprises has been poor (Kauffman, 1996, EBRD, 

1999). The privatisation process has not yet yielded economic benefits to the enterprise 

sector. This thesis investigates the link between ownership, restructuring and 

performance. The next chapter will investigate the economic theory on ownership. 
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Chapter 3: Literature Review 

Introduction 

This chapter will review the relevant economic literature on ownership, privatisation 

restructuring, and the institutional environment. After reviewing the ownership theory it 

will be applied to privatisation theory. rhis will lead us to took at the different fo. rms of 

ownership in transition economies : and their respective impact on economic 

perfonnance and restructuring. 

The concept of restructuring will also be reviewed in -this chapter, analysing ihe 

necessary pre- conditions and comparing them with thf, , )nditions inherited from the 

former Soviet U'nion, In this context, the size and impact of the iPfCAmal economy will 

be studied including an analysis of barter. Barter has become a major ineans by which 

transactions are settled in Ukrainian industry. 

This literature will be used later in the document to formulate hypotheses on the effect 

of ownership on the restructuring and performance of Ukrainian firms. These 

Tkra; nian hypotheses will be tested using data collected from a sample of 150 L'I 

companies. 

The previous chapter analysed the recent economic history of Ukraine. We have seen 

how, despite the pursuit of some market reforms, including the implementation of a 

privatisation programme, Ukrainian economic performance has deteriorated since 1991. 
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However, before studying the situation in Ukraine, it is useful to look at the experience 

of other countries. 

Privatisation has had positive results in most other regions of the world. Megginson and 

Netter (1998) state 'empirical evidence clearly shows that privatisation significantly 

(often dramatically) improves the operating and financial performance of divested 

firms. ' In a review of the empirical literature on privatisation around the world, Nellis 

(1999) concludes that 'almost every rigorous study comparing pre and post privatisation 

operation indicates, on average, sizeable performance improvement. ' However, the 

empirical evidence is more ambiguous in the former Soviet Union. Nellis (1999) quotes 

a survey of 50 privatised firms in Armenia in which most Cim-is had declining 

performance. Only 6% of the sample had generated any ,,. ie-i., v investmOnt post- 

privatisation. 

Djankov (1999),, in a survey of 960 privatised manufacturiDg companies in Georgia, 

Kazakhstan, Kyrgyz Republic, Moldova, Russia and Ukraine found that worker owners 

and local investors were least likely to promote restructuring. Manager owners had a 

mixed record while most restructuring, which is accepted as the precursor to improved 

performance, occurred in firms where foreigners had a large share stake. -Another survey 

conducted by Dj ankov (I 999b) of 92 state owned and privately owned firms in Georgia 

found that restructuring was not correlated to privatisation but rather to competition and 

financial discipline. Thus, privatisation is not the unchallenged success in the former 

Soviet Union that it has been in most of the rest of the world. 
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Ownership 

Firms in the FSU produced goods that were commanded by the central Plan. From 

1991, they needed to make products and services at a price and the right quality 

consistent with market demand. This raised the question of how to motivate the 

economic actors to make the necessary changes to the production, marketing, 

distribution, finance and management functions. 

The most powerful incentive is ownership as the benefits of any investment or changes 

flow directly to the owners. Most authors agree that it is the best and most effective way 

of setting the correct incentives to economic agents and allocating resources efficiently 

(Komai, 1992, Nellis, 1999). 

A key change in the transition from plan to market was the transfer of ownership to the 

private sector. Privatisation can help secure the irreversibility of the reform process by 

giving private individuals a stake in the new order in the early years of transition. This 

is useful to gain support for the reform process at a time when there are few 'net 

gainers' and many losers from it. 

Is state ownership inherently inefficient? 

State ownership is less efficient than private ownership in most cases (Megginson and 

Netter, 1998). However, theoretically, public ownership could be more efficient than 

private ownership. In a framework that assumes equal work effort and talent on the part 

of managers, irrespective of ownership or incentives, Vickers and Yarrow (1988) argue 
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that public enterprises should produce more than private firms and at a lower price than 

a private firm would. This is because they produce goods and services until price equals 

marginal cost and not until marginal revenue equals marginal cost. As state owned firms 

would produce more, they have a greater incentive to cut costs, as the cost savings will 

be spread across a larger output. Social welfare would therefore, be 'unambiguously 

higher' with state ownership due to improved allocative efficiency. 

The first fundamental theorem of welfare of neo-classical economic theory does not 

recognise the effect of ownership. In a Paretian framework the key element is 

competition. The second fundamental theorem explicitly states that any endowment of 

property rights can be supported by a competitive equilibrium. Thus, state-owned firms 

in a competitive environment could theoretically allocate resources as efficiently as 

private enterprises. 

Macmillan et al (1.995) argue that to maximise profits and allocate resources efficiently, 

private ownership in itself is not essential. They accept that private ownership does 

provide the incentives for finns to profit-maximise and seek out new opportunities to 

earn extra profits from new ventures. However, they postulate that these incentive 

effects can be simulated through contracts. They cite the example of China where state- 

owned enterprises were granted autonomy in procuring inputs, product mix and 

technology. The contract allowed firms to keep all after-tax profits made above a 

specified minimum payment to the government. State-owned firms were also allowed to 

set up 'quasi-private' subsidiaries. Productivity soared showing that the incentive 

effects normally associated with private ownership can be simulated through 

appropriate contracts. Other authors also question whether ownership is the key 
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determining factor of perfon-nance. For instance, Pinto et al (1993) found that large 

Polish firms improved their performance due to a hardening of budget constraints, 

introduction of foreign competition in a tight fiscal and monetary environment even 

while they remained state-owned. However, the managers of these firms could well 

have been performing effectively in order to position themselves in the managerial 

labour market and/or prepare for a privatisation in the near ftiture, which they would 

benefit from. 

Why state ownership is less efficient than private ownership in practice 

Vickers and Yarrow (1988) identify four public interest criteria that show how public 

oAAmership is sub-optimal in practice. These are firstiy the replacement of social interest 

by the personal objectives of the politician who acts as '-principai' on behalf of the state 

or population. Secondly, experience has shown that there can be a pr%eferencýý for day to 

day political interference in Iielu of an arm's-length relationship between the politician 

and the firm. An arm's length relationship would involve the government merely 

monitoring the behaviour of managers and setting the appropriate incentives (Vickers 

and Yarrow, 1988). Politicians have a private interest to break the 'arm's length' 

relationship and intervene in order to further their political goals (see below). Thirdly, 

the internal inefficiencies of bureaucracies will impact on publicly-owned enterprises 

that are managed by civil servants. 
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Control and cashfiow rights 

Ownership rights consist of two types. Firstly, the right to control how the asset is used 

(Vickers and Yarrow, 1988). Secondly, the right to any cashflows accruing from the 

asset which, in the case of a finn, is the profit and change in value of the equity. 

Economic efficiency is served when these two rights are linked because owners have 

strong incentives to maximise profits and this simultaneously serves the purpose of 

improving the allocative efficiency of the economy (Vickers and Yarrow, 1988). 

By effecting a change in ownership from state to private hands, privatisation potentially 

provides a strong incentive for individuals (managers, employees or outsiders) to 

maximise their interests. In most cases this situation has proved to result in an increase 

in productivity and profitability (Vickers and Yarrow, 1988). Thus, the incentiNes th& 

privatisation sets in place should impact the likely extent and speed of restnicturing of 

enterprises with different ownership structures, 

In state enterprises control rights reside with politicians but it is not usually possible for 

the politician to also receive cashflow rights. There are exceptions such as President 

Marcos of the Philippines or Mobutu of Zaire (Boycko, Shleifer and Vishny, 1995). In 

addition, it would seem that Pavlo Lazarenko, Prime Minister of Ukraine at the time of 

the survey in 1997 was also able to receive illegal monies. This led to Ius arresi in 

Switzerland and then the US (Kyiv Post, 1999). Although politicians do have control 

rights, they do not have a legitimate claim to the cash flows of the enterprise. Cash flow 

rights will usually reside with the Treasury who use the revenues/losses to 

reduce/increase taxation. 
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The disposal of an asset involves both control rights through the right to take the 

decision and cashflow rights in respect of the proceeds. The politician has the fonner 

right but should not receive the cashflow. 

Politicians have control rights including the right to hire and fire managers. In many 

countries, a change in government will be followed by a wholesale change in 

management personnel of state-owned enterprises (Boycko, Shleifer and Vishny. 1995). 

This raises the question of whether politicians hire the most capable managers or 

whether they hire political allies (Boycko, Shleifer and Vishny, 1995). 

In the absence of cashflow rights, the politician will respond to other incentives such as 

ffirthering his political career, This could involve sen-ing the narrow interest of his 

political constituency at the expense of the majonty of taxpayers. An example of this is 

Avnen state owned enterprises are forced to build or maintain plants/operations in 

uneconomic locations due to the political priorities of the politician (Vickers and 

Yarrow, 1988). In return, the beneficiaries (workerS Ln the new/maintained plant) are 

expected to show their political appreciation. However, the inefficient location of the 

plant will result in either higher prices to consumers or lower revenues to the 

government and consequently, higher taxes from the population. Often the costs are 

effectively hidden (the electorate is unaware that prices or taxes could be lower) and 

there is little pressure on the politician to serve the interests of the population as a whole 

(Boycko, Shleifer and Vishny, 1995). 

Economic efficiency is served when control and cashfow rights are linked. When they 

are not, there can be perverse incentives for agents with control rights. The agent with 
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control rights may demand a payment from the agent with cashflow rights in order to 

agree to the change in the use of an asset. This can be made through a legally binding 

contract between two private individuals or corporations. However, when the agent with 

control rights is a government bureaucrat or politician, he will be unable to enter into a 

legal contract and may take a bribe instead. The resulting uncertainty will reduce the 

availability of this 'contracting' solution (Shleifer and Vishny, 1993). Also, there is a 

negative externality to bribe-taking, as respect for law and order is inevitably damaged 

to the detriment of the whole economy and society (Kauffman, 1996). 

An additional problem is when control rights are split between various politicians. 

Where control rights rest with one individual he can negotiate with the agent with 

cashflow rights in order to agree on a level of bribes that gives the politician a payoff 

but still leaves the other agent with a profitable business. However, bribe-seeking 

government officials cannot, by their very nature, collaborate amongst themselves over 

the amount of bribes to be collected. It is thus possible for so much to be demanded that 

the activity becomes unprofitable. This results in either a reduction in economic activity 

or a move of business into the informal sector (Boycko, Shleifer and Vishny, 1995). 

The key to understanding why private ownership can produce better results (improved 

allocative efficiency, lower prices, better service and faster innovation) can be found by 

studying the objective functions of the principal actors involved. 
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Objective function of the State 

When the state is the owner, its objectives may be complicated, contradictory and 

subject to change. In addition to wishing to gain revenue for the government budget, 

political and social objectives conflict with profit maximisation (Vickers and Yarrow, 

1988). This will particularly be the case when the politician can favour him-Self and/or 

his political constituency at very little visible cost. When the state-owned company is 

providing a monopoly service, information on competitive market prices is absent and 

cross subsidies and/or appropriation of resources is effectively hidden from consumers 

and voters. For example until 1998, consumers in Europe remained largely unaware that 

telephony costs delivered by national mon-opoly carriers (mostly state-owned) in certain 

countries were a fraction of costs in others. After the privatisation of these companies 

and introduction of competition in European telecom markets prices fell subsTantially. 

Estrin and Perotin (1991) Claim that it is the state's inherent disinterest in profit 

maximisation that has been the root cause of public sector inefficiencies in the West. 

Where the government sets profit maximisation as its goal, then public and private 

sector perfon-nance should be comparable (Estrin, 1994). 

This section has discussed the rationale for privatisation. In neo-classical theory, public 

ownership can result in improved allocative efficiency. In practice, public enterprises 

suffer from a split in ownership rights with the politician exercising control rights but in 

most circumstances not receiving cash flow rights. Consequently, he may follow his 

political interest at the cost of sub-optimal profits. 
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Thus in practice, private ownership produces better results. The following section 

discusses the motivations of different private owners and shows that it is necessary to 

consider who the private owners are and whether they have any additional motives to 

that of maximising profits. 

Ownership type 

The preceding section discussed the rationale for a change in ownership from State to 

private. The principal objective of this thesis is to study the effect of ownership fomi on 

the restructuring and perfonnance of Ukrainian firms. This section will look at the 

various types of owners and particularly consider the implications That majority 

ownership by workers and managers will have on the objectives, conduct ar)d 

performance of the finn. 

Tbe government has a choice of how to privatise firms and to whom- In theory, 

privatisation. to the whole population can increase the number of people with a stake in 

the 'new order'. Alternatively, privatisation to the workers and managers of enterprises 

can 'buy off the most vocal groups who are likely to be disadvantaged by the reform 

process. Estrin (1994) states that 'at the outset, reformers are in a position ironically 

reminiscent of Lenin and the Bolsheviks in 1917; ruling on behalf of a class 

(entrepreneurial class) which, as yet, hardly exists'. Until this entrepreneurial class 

emerges, rapid privatisation can kick-start the process of building political support for 

the refonns. 
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The advantages and disadvantages of different private ownership types will now be 

elaborated. Outsider owners are owners who do not also have an employment stake in 

the firm. This is the dominant ownership form in the Anglo-Saxon countries. They will 

be contrasted with employee and management owners. 

Outside Owners 

In Britain and the United States most large firms are owned by outside owners. 

Outsiders are likely to take a dispassionate view of the business and are assumed to hire 

the best management available in order to maximise profits. However, the interests of 

managers and owners are different (Berle and Means, 193.2). This can create problems, 

as Jensen & Meckling 0976) pointed out (see section on principal-agent problem 

*ce to align t-he interesis of below). In western economies, it has become common practi 

managers with those of the owners in the pursuit -)f profit maximisation by allocating 

shares to managers (usually in the form of share optioiis). 

Outside owners are most effective when groups with the incentive and power to monitor 

nianagement own large stakes. Conversely, when ownership is dispersed, outside 

oNvDers with small stakes may lack adequate incentive to monitor managers (see section 

on Ownership concentration). 

In Ukraine, outside owners may lack the institutional mechanisms to monitor and 

control management. Foreign investors, in particular, may find themselves 

discriminated against in the Courts or by central or local government. Even so, we 

would expect outsiders, with their undivided motivation to maximise profits, to 

restructure fastest and perform better than other ownership forms. 
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It could be the case that outside investors are kept out of the best enterprises by the 

government wishing to favour its political constituency. Outside owners may also be 

torced to give commitments on employment levels, plant location and type of 

investment. This will weaken the power of outside owners to act in a profit maximising 

manner. 

Manager Owners 

The role of manager gives control but not cash flow rights. Managers enjoy the benefits 

I 
of control. These can include having luxurious offices, corporate cars or even jets, the 

possibility to meet -Important people and more subtly, 
the 

ability to stay in control when 

he is no longer the best person for the job. Thus, the private interest of the manager can 

be at odds with that of the shareholder (ýerle and Means, 193). ). However, when 

managers become shareholders they pay for the financial consequences of their a. %--tious 

and thus their interests align more with the owners. 

Jensen and Meckling (1976) hypothesised that managers were motivated to consume 

perquisites and pursue personal agendas at the expense of the shareholder interest of 

profit maximisation. They will do this unless they own 100% of the company. For 

example, if a manager owns 10% of the company, they will still receive 100% of the 

benefits of control but only pay 10% of the cost of foregone profits. In the West, a 

manager is constrained in his behaviour by several factors; oversight by a board of 

directors, the possibility of take-over by a rival group of managers and a wish to 
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establish a reputation in the managerial labour market. All of these countervailing forces 

are likely to be far weaker in Ukraine. 

Share ownership provides incentives for managers to work harder. It can improve 

unobservable work effort. 

However, high managerial share ownership has seve eral drawbacks. Firstly, lenders may 

be unwilling to provide capital to manager owned firms due to moral hazard issues. 

Managers could consume the resources of the firm in their wages and perquisites in lieu 

of servicing and repaying the capital. 

Secondly, owning 100% of a company requires a targe financial commitment from 

managers. Of necessity, this will %either be impossible or sharply increase the riskiness 

of the managers' personal finances. It will do this by extending the risk of financial 

failure from the salary of the manager to the personal wealth of managers. This lack of 

diversification will either be unacceptable to managers or it will influence decision- 

making, as managers become more risk averse. 

Thirdly, there is the problem of managerial -Intrenchment. Majority managerial 

ownership removes the possibility of take-over or removal of managers. Managers with 

low ability can keep control despite their shortcomings. Alternatively, as personal 

wealth increases past a certain point, managers may have less interest in the further 

maximisation of the market value of their shares. This may manifest itself in a 

slackening of effort, over-generous payments to employees or suppliers and/or over 

consumption of perquisites. 
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We have shown that there are drawbacks to both overly low and high levels of 

managerial share ownership. A study by Morck, Shleifer and Vishny (1988) using data 

from the Fortune 500 companies in the US found that firm perfonnance generally 

improves as managerial ownership rises from zero to about 5% and then deteriorates 

after. Thus the incentive effect dominates at low levels of managerial share ownership 

while entrenchment effects dominate at higher levels (Morck, Shleifer and Vishny 

1988). 

In Ukraine, managers were able to acquire large stakes in privatised firms at very little 

personal cost. We expect managerial talent in terms of their ability to function in a 

market economy to be relatively low. Thus, high levels of managerial share ownership 

could lead to managerial entrenchment. We would also expect firms to have difficulty 

gaining access to outside finance due to moral hazard issues. There is likely to be some 

incentive effect from managerial share stakes that could lead managers to undertake the 

necessary restructuring measures. However, managers who were given their jobs by the 

planners under the 'ancien regime' may try to continue to spend their efforts lobbying 

government for subsidies in lieu of seeking market-based solutions. 

Employee Ownership 

Majority employee ownership can affect the pace and extent of enterprise restructuring. 

The literature shows that there are some positive effects from large employee share 

holdings. These include increased motivation and thus productivity (Hansmann, 1990). 
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Employee ownership can also provide an incentive against shirking. Workers not only 

effectively monitor themselves but they also monitor other members of the group. In 

industries where work effort is easy to monitor, such as Production line work, one 

would expect few employee-owned firms. In occupations such as law, advertising or 

medical practice where work effort is less easy to monitor there are often employee- 

owned firms. Interestingly, Hansmann (1990) points out that the opposite is true with 

employee ownership found in precisely those industries where work is monitored most 

closely. Every minute of a lawyer's workday is recorded (and charged to the relevant 

client). In addition, it is possible to measure output of written documents. Hansmann 

(1990) thus argues that the issue of moral hazard for the worker and the ease of 

monitoring are at best only part of the explanation for the occurrence of employee 

ownership. Indeed it is found in many industries where monitoring is easy. 

Moral Hazard 

I-r -mployer is a stimuius for employee . 1he issue of moral hazard on the part of the e 

owners-hip. Moral hazard is a fonn of post-contractual opportunisM. It occurs when 

actions with efficiency consequences are not freely observable, allowing one party to 

follow his private interest at the expense of other parties. Moral hazard arises when 

those with critical information have different interests from those of the decision-maker. 

One example is where a worker makes an enterprise specific investment or makes a 

personal decision such as the choice of school for his children. 'rhe fin-n has an 

incentive to only offer the worker a salary that matches his next best alternative in that 

location. Thus, the fin'n appropriates all the advantages from the enterprise specific 

skills developed by the worker and takes advantage of his wish not to disrupt the 

schooling of his children, Workers may guard against this type of opportunistic 
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behaviour by either demanding a high initial salary, not undertaking enterprise specific 

investments (which is welfare-reducing) or by use of complex legal contracts. 

Employee ownership is also the most comprehensive safeguard against opportunistic 

exploitation by the firm. As the worker 'owns' the firms he cannot exploit himself 

Worker/shareholders receive the full benefits of their investment and work as wages, 

profits and capital gain from any increase in the value of his share stake. In addition, 

worker-owners will also have the confidence to make firm-specjific investments, as they 

will gain the full benefit from it. However, Hansmann (1990) points out that there is no 

correlation between 'worker lock-in' and employee ownership. Worker lock-in usually 

occurs in large industrial enterprises but as mentioned above, there are few large 

employee-owned industrial concerns. 

information Asymmetry 

In employee-owned firms the asymmetry of information that exists in an outsider 

owned firm between managers and employees disappears. The management has 

information that workers do not have about future prospects, employment needs, plant 

closures etc.... The workers have infonnation on their minimum acceptable wage and 

the possibilities for improvements in productivity. They cannot communicate their 

preferences effectively to managers, and therefore, inefficiencies may arise. Managers 

may misjudge the right level for wages, the personal trade-offs of the workers between 

wages, job security and deferred benefits (pension and healthcare). 
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This argument is supported by empirical evidence. The industries with a large number 

of employee-owned firms (law firms and professional partnerships) are often those 

where potential asymmetry of information is relatively low (Hansmann, 1990). In 

contrast, there are large asymmetries of information in large outsider-owned industrial 

enterprises. 

Efficiency requires that the firm suits the preferences of the average worker (Hansmann. 

1990). Another advantage. of employee-owned firms is that they do adjust pay and 

working conditions to the needs of the average worker. Contrastingly, outsider-owned 

firms adjust pay and working conditions to the needs of the marginal worker hired in the 

market. However, the preferences of the marginal worker will be different from those of 

the average worker if the workforce is heterogeneous in skill levels, aspirations on pay 

and working conditions. Therefore, where the workforce is heterogeneouS, t1he incidence 

of %employee ownership is an extra advantage -for economic efficiency. 

'The advantages of employee-ownership are greatest when the work force is relatively 

homogenous in skill levels and age. However, when restructuring involves closing 

down plants, discontinuing activities and consequently redundancies, those employees 

affected can reasonably be expected to see their interests as wage-owners before their 

interests as shareholders. As such they may use their 'voice' to hinder restructuring. 

Therefore, employee owned firms are likely to restructure less than outsider owned 

finns. 
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Access to capital 

Insider-owned firms face a number of hurdles. They can find it difficult to gain access 

to capital. This is because capital markets may fear opportunistic behaviour by 

employee-owned firms. When the loan is for an enterprise specific asset, the lender may 

-fear that the employee-owners could adjust wages upwards so that no accounting profits 

are made with which to repay the loan. The capital markets may provide loan finance 

for the purchase of assets that have a resale value as they can provide effective collateral 

for a loan. There are other moral hazard issues: employee-owners could choose overly 

risky investment projects where the upside gains benefit the owners whereas the 

downside risks are borne by the lenders. Consequently, investment projects have often 

to be financed from intemally generated funds and the savings of the work force. This is 

one reason why employee ownership is rare in industrial sectors that require large 
0 

amounts of fin-n-specific capital. 

The equity market will also be wary of extending finance to a majority employee-owned 

firm as the interest of minority equity holders could be disadvantaged if the majority 

employee owners decided to appropriate the enterprise surplus to their wages rather than 

to dividends. 

Thus, internally generated funds are often the only source of capital for employee- 

owned firms. However, the risk averseness of workers restricts this source of capital. 

From the employees' point of view, investing all their financial resources in the same 

enterprise from which they derive their main source of income (wages) is a very poor 
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diversification of financial risk. In the event of bankruptcy they could lose everything: 

their wage, their savings and their pension. 

Employee-owners can also have a short-term attitude to investments. They may show a 

preference for wages and dividends over plough back investments. This is particularly 

true as they grow older (Hansmann, 1990). This problem is more acute when the 

employees' stake is not tradable, as they will have a reduced incentive to perform 

actions that increase the value of their shares. 

Evolution of Ownership structures 

'rhere are historical examples of the evolution of majority ownership by workers into 

, outsider. ' ownership. In post-war Japan the privatisation of the Keiretsu industrial 

groupings to their workers was followed by a rapid change of ownership to banks, 

suppliers and customers (Miyajima, 1995). There are also examples of ain evolution of 

ownership from majority dispersed individual share holdings to more concentrated 

6outsider' investors. Most British privatisation after 1984 commenced with majority 

ownexship by dispersed individual investors (Bos, 1991). This ownership structure 

evolved very rapidly, allowing institutions to gain majority control within a matter of 

weeks/ months. 

Reporting on the World Bank 1994 Russian data set, Commander et al (1996) found 

that there were signs in Russia that managers and occasionally outside shareholders 

were consolidating their stakes. However, they highlight that managerial dominance 

could signal continued rent seeking and maintenance of links with the State in lieu of 

restructuring. Blasi, Kroumova,. and Kruse (1997) find that 'insider' ownership had 
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increased slightly between 1995 and 1996. The absence of an effective 'exit' 

mechanism for shareholders will weaken the discipline that one would expect from a 

consolidation of ownership. 

In Ukraine, the stock market is extremely underdeveloped. Thus, in situations where 

there is no demand for a company's shares from either managers or outsiders, workers 

do not have the option of selling their shares. 'When employees have large share 

holdings that are virtually untradable, this can result in governance where immediate 

employee utility rather than share price maximisation act as the basis for worker/owner 

decisions on the utilisation of enterprise assets and income streams. The development of 

tree and deep secondary share markets is essential if Ukraine is to avoid this scenario. 

In Ukraine the lack of depth of the stock market, the lack of transparency in company 

accounts and a number of problems with share registers all militate against a rapid 

evolution of the ownership structure. 

fin Ukraine, the process of privatisation has given large shareholdings to 'insiders'. In 

1995 a survey of 91 privatised Ukrainian companies (Buck et al, 1996) found that senior 

,, managers held an average 14.1 % of the equity of the companies surveyed. One year 

after privatisation this figure had risen to 15%. The principal-agent conflict is thus 

attenuated in these Ukrainian firms as large managerial share holdings align the interests 

of managers with the owners. There is, however, the disadvantage of entrenchment of 

poor managers. This risk is increased by the controlling equity interest held by 'insiders'. 

Buck et al (1996) also found that other employees had 66.9% of the equity on 

privatisation and that this had only reduced to 65.6% one year later. Using the theory on 

69 



ownership outlined above, one might expect to find that these emPloyee-owners may 

resist restructuring and seek to maximise wages and/or maintain employment at the 

expense of profit maximisation. In addition, these firms will have difficulty getting 

access to outside capital due to the shareholder/stakeholder conflict (Nuti, 1997). 

Djankov (1999) reported on a survey of 49 privatised Ukrainian companies as part of a 

'larger study in six FSU countries. He found a sharp increase in managerial ownership 

between 1995 and 1997 from 14.6% to 46.2%, but a fall in employee ownership from 

23.6% to 15.3%. 

A survey in Ukraine of 232 companies (unpublished) carried out in 1999 by Rosevear 

also fbund that botb insiders and outsiders were consolidating their share stakes in firms 

where they already had. a significant shareholding. In firms wtýiere they had minority 

stakes, both insiders and outsiders were reducing their holdings. 

In Ukraine almost all enterprises face difficult decisions on restructuring. Most 

enterprises are over-large and need to be split up into more 'efficient bundles of assets' 

"' 7). It would be difficult to maintain homogeneity of interest between (Coase, 191 

employees in unprofitable divisions and others in the salvageable operations of an 

enterprise. The overall 'ownership' interest may be to dispose of the unprofitable 

divisions and invest in the remaining and new operations. However, workers who would 

then face redundancy would be opposed to this forin of restructuring. It is theoretically 

possible for the remaining workers to compensate those who lose their jobs but it would 

be an extremely 'difficult proposition to sell'. This would be through a mixture of 

continued payments to redundant workers and continued access to the social facilities of 
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the firm (see Nuti, 1997). Thus in Ukraine, majority employee share ownership could 

hinder restructuring. Frydman, Pistor and Rapaczynski (1996) state that insider control 

of privatised firms in neighbouring Russia has been by far the most important 

impediment to effective reform. 

Ownership concentration 

An additional issue to consider is not only who owns the shares but also the ownership 

concentration. When ownership is dispersed a free-rider problem emerges as the cost of 

monitoring becomes disproportionately high compared to the benefit received. In a 

mass privatisation programme, small numbers of shares are sold to a large number of 

individuals. This causes problems because managers are expected to represent the 

interests of owners. However, it is impossible for owners to specify contracts ex anTe fGr 

their managers that cover all possible future contingencies. As a result, managers 

assume contingent control rights that provide them with the potential to operate agaitist 

the owner's interests, by,, for example, expropriating investors' ftinds or engaging in 

asset stripping. 

The asymmetry of infon-nation allows managers to conceal these actions. The owners' 

have only two possible responses; exit by selling (if a buyer can be found) or 

monitoring which is costly. In the case of monitoring, if there are a large number of 

dispersed external investors, a free-rider problem emerges because there are large costs 

for individual shareholders to monitoring whilst the benefits accruing to each individual 

are relatively small. 
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The free-rider problem is minimised if ownership is concentrated in the hands of large 

block shareholders. Franks and Mayer (1996) show that large blockholders in western 

countries will exercise more effective corporate governance. The EBRD (1999) show 

that firms in transition countries with concentrated ownership structures tend to 

restructure more rapidly and perform better on average than firms with dispersed 

ownership. Thus, the negative effect of dispersed ownership may counter some of the 

positive effects of private ownership. It follows that outsider owned companies with 

dispersed ownership may not show more restructuring or better performance than state 

owned enterprises. 

This section has looked at the advantages and disadvantages of various ownership 

fonns. Outsider oNNmed finns have an undivided incentive to maximise profits. Manager 

owned firms give strong incentives to managers to maximise profits but can result in the Cý 

entrenchment of poor managers. Employee-owned firms have some productivity 

advantages btit these will only be realised -when the work. force is homogeneous in skill 

I 
levels, aspirations and sometimes age. The degree of ownership concentration also plays 

a role in the effect of ownership structure. This was put into the Ukrainian context 

where the privatisation process has resulted in large numbers of firms being majority 

owned bv workers and managers. 

PrincipallAgent theory 

We have now explored the different fonns of ownership in order to analyse their 

respective impact on economic performance and restructuring of firms in transition 

countries. The aim of restructuring is to adjust the strategy and operations of a firm so 
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that profits can be maximised over the long term. However, as briefly mentioned above, 

divergent interests between owners, managers and stakeholders complicate the 

achievement of this aim. The following pages will present the literature on principal- 

agent issues and incentives. 

Berle and Means (1932) noted that in 'modem' large corporations, ownership had 

become separated from control. Managers have divergent interests from those of 

shareholders: shareholders want the value of firm maximised over the long-run while 

managers may want an 'easy life' or want to build empires for reasons of status rather 

than pursuing the maximisation of shareholder returns. They may also resist divestiture 

or take-over even when it is in the shareholders' interest. 

Owners can overcome the problems of divergence of interests in two ways. Firstly they 

can increase monitoring of the management. However, dispersed ownership means that 

n(--, one owner has adequate incentive or power to monitor. Statutory requirements such 

as independent auditors verifying financial statements before they are published provide 

owners with some protection from manipulation of information by managers. Secondly 

the owners can give incentives to the managers to encourage them to act in the owners 

interest. Ideally, strong incentives will be reinforced by monitoring of performaince by 

the owners. 

Laffonte and Tirole (1986) use a simple model of contracting between the manager and 

the principal - the owner or in the context of a centrally planned economy, the planner. 

In this model the firm's productivity depends upon only two factors. The first one is the 

manager's innate ability and firm specific human capital that is expressed by (t) for 
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'type'. The principal has to estimate the Y of the manager. The second is the level of 

effort of the manager. The manager has an effort cost (C) to doing the job. The cost to a 

manager of a profit (p) is relative to (p, t). For the principal to motivate the manager to 

maximise profits he must link the remuneration of the agent (w) to the level of profits. 

Thus Payment is w=s+ rp. 

where s is a fixed amount and r is a proportion of profits, p 

The net return of the manager is s+rp- C(p, t). 

To maximise this net return, the manager will exert effort until the firm Profit satisfies 

Cp(p, t) = 

This model shows that the principal should offer the manager a higher incentive (r) if he 

has a high ability (t). This is aided by an effective managerial labour inarket where 

competition between'nianagers can provide signals to the principal on the likely level olf 

ability of a manager. He will offer a higher incentive to a manager who signals a higher 

ability. 

However, the incentives cannot only be based on the manager's ability. The outcomes 

(productivity mid profitability of the firm) are often not fully dependent on the 

effort/skill ofagents but are also determined by -factors outside of their control. Firstly, 

incentives need to be based on factors within the control of the agent and secondly, the 

f the agent's basic remuneration has to be sufficiently large to be able to bear the risk o. 

fall in income that is the consequence of poor performance (Jensen and Meckling,, 

1976). Many incentive contracts are for CEOs whose pay is tied to the perfonnance of 

the share price. Firstly, CEOs eam large salaries and they are thus better able to 'risk' 
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some of their salaries more than lower paid employees. Secondly, their performance is 

linked in a more meaningful way to the share price than other employees. 

In a Ukrainian context, it may be the case that many managers have low ability (t) and 

thus the increase in incentives (r) given by managerial share ownership will not be able 

to increase performance. Where managers have ability, the increase in incentives 

provided by share ownership should increase perfomiance. 

Principals-Principals conflict 

In addition to the principal-agent problems outlined above, Nati (1997) also identifies a 

principals-principals conflict. This occurs when some shareholders, but not all, have an 

interest in the firm in another capacity. This problem manifests itself ever, more acute'Ly 

when the stakeholder also has -a controlling share stake. Their motives are 

imderstandably mixed. If the stakeholder is a supplier then he may wish to receive a 

higher than market price -for their products. If they are creditors they could wish for an 

above market rate of interest. Customer shareholders may want lower prices. These aL) 

wishes conflict with their interest as shareholders. If their ownership interest is equal to 

their 'stakeholder' interest then there is no conflict (Nuti, 1997). However, wbere their 

stakeholder interest is higher than the ownership interest (and they have a controlling 

shareholder interest) then they may force changes fývourable to them to the detriment of 

other shareholders that do not benefit from the stakeholder interest but do bear the extra 

cost. 
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Principals-Pri nci pals conflict in employee owned firms 

A specific case of principals/principals conflict can occur within employee-owned 

firms. When employees have a controlling interest they are expected to always award 

themselves higher earnings and/or maintained employment than non-employee owned 

firms (Blanchard et al, 1991). 

Employees gain their wages and social benefits from the finn and a return on their 

owtiership share. If the worker has a higher stake in the firm in the form of wages and 

social benefits than the return on the share capital, he has an interest to maximise the 

former at the expense of the latter. This will be to the detriment of other shareholders 

that benefit less or not at all from higher wages or social benefits, This illustrates the 

moralhazard issue (see above) that prevents many employee-owned firms from having 

access -to outside capital. 

Nlany workers and fonner workers in Ukraine have a greater interest in wages and 

particularly social benefits than in the return on share holdings. Thus, they may be 

I his encouraged to maximise wages and social benefits in lieu of profitability. T jo, 

reinforces the disadvantages of worker ownership in Ukraine. 

Restructuring 

An important purpose of this research is to study the effect of ownership on 

restructuring in Ukraine. The preceding sections have reviewed the literature on 

ownership, privatisation, principal/agent and principal/principal conflicts and applied it 
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to Ukraine. We will now look at the other side of the equation. In this section we will 

start by defining restructuring and then analyse it. 

To move from a centrally planned environment to one more resembling a market 

economy requires not only a change in ownership but also a cultural and structural 

transformation in enterprise policy, structure, employment, product mix and quality 

control. We define restructuring as all the changes that an enterprise has made in order 

to be better able to serve its existing markets or to find new ones. It is useful to split 

restructuring measures into two types: Firstly, weak restructuring for measures that are 

short term and often taken in reaction to a large economic shock. 'Weak' restructuring 

measures include putting workers on unpaid leave after a dramatic fall in output. This 

has been carried out by many firms in parqllel to building lap wage arrears. 

Secondly, 'strong' measures of restructuring show that the management is 'pro-active' 

and not just reacting to events. "Strong' measures include changes in product range. 

in-larkets served and changes in distribution systems. They also involve an insistence on 

a competitive price and quality from suppliers. 'Strategic' restructuring will implement 

improvements in product quality, service levels and after-sales service. The 

management structure will be adjusted so as to facilitate communication between 

managers and workers. Inefficient managers will be fired and training programmes put 

in place. 'Strategic' or 'strong' restructuring measures may also include reductions in 

headcount as part of an overall strategy to reposition the business to serve its markets 

profitably. Lastly, 'strong' restructuring will involve a coherent disposal programme of 

non-core assets together with focused investment on the firm's core competencies. 
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'Strong' restructuring measures need to be implemented by a competent management 

team. The goals and skills of enterprise managers in a market economy are significantly 

different to those of managers in a centrally planned economy. Thus, it is also necessary 

for managers to undergo a 'cultural' change. 

In the short term, the management must put some 'impact' restructuring measures in 

place. They must ensure that the company cuts waste. Theft and unauthorised behaviour 

need to be disciplined. Strict financial controls must be put in place to give day-to-day 

financial control to senior managers. If staff numbers are too high, employees must be 

laid off. 

To take a key example of the need for strong restructuring measures: in ! he FSU, 

marketing was performed by enormous marketing organisations that were 'based in 

Moscow. Non-Russian FSU companies were cut off from these 'organising' bodies 

after the break-up of the USSR. Many Ukrainian companies had to start almost from 

scratch in founding a marketing department. This is an area explored by the sun. 'ey. 

Managers must dispose of non-core activities. Using Coase's (1937) terrainology, 

Ukrainian enterprises are in most cases not efficient 'bundles of assets' (see below). 

Therefore, there are usually non-core assets to be sold. This, must be allied to a coherent 

investment strategy. Soviet enterprises were overly large (Commander et al, 1996). This 

was partly a function of the preferences of the planners to have fewer enterprises to deal 

with. In market economies, small firms fill many market niches unsuitable for large 

inflexible organisations. In Ukraine, one of the legacies of central planning is that most 

firms are very large. One firm could be a monopoly producer for the whole country. 
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Thus, many Ukrainian firms need to dispose of assets as enterprises are slimmed down 

or as non-core assets/divisions are spun off. 

The first stage in restructuring is a psychological one. Managers must accept that 

restructuring is necessary. This is particularly true of the ex-soviet countries where 

managers have to accept that the state will not continue to support them as it did in the 

past. This is why as Barberis et al (1996) found in Russia, new managers are most likely 

to under-take strong restructuring, as managers from the Soviet period still expected that 

the state would intervene to help them. It would be useful for this purpose for the 

government to allow at least one large, supposedly 'untouchable' enterprise to go 

bankrupt to demonstrate that the world has changed and that enterprises must rely on 

their own resources. 

Management 

A key area of restmauring in Ukraine is dhat of management stnicture, personnel anct 

ý1-1 il ty. The following section discus-ses issues related to management. As mentioned au 
R 

above, the effectiveness of managers is driven by two factors: the inherent, ability of 

managers and the level and type of incentives set by the owner to encourage managers 

to follow the interests of the owners. McMillan (1995) states that managerial incentives 

arý! most effective when they are long run and linked to the performance of the 

company. 

An incentivised manager, in turn, can increase the firm's productivity by strengthening 

worker incentives, using promotion and bonus payments. He can enforce discipline by 

79 



firing poor employees. He can also exercise self-discipline by forgoing perks and by not 

expropriating firm assets. 

The need to give managers long-term incentives is often at odds with the need to replace 

poor managers. As outlined above, the skills that were required of managers in the 

Soviet Union are at best inappropriate and at worst extremely damaging to performance 

in a market economy. These include political lobbying skills and political allegiance 

rather than the ability to plan and act strategically in order to take the difficult decisions 

on restructuring so as to maximise profits iin the long run. 

It is useful to look at the issue of new managerial talent in neighbouring Russia. A study 

by Barbetis et al (1996) of privatised shops in Russia found that new managers were 

more likely to restructure th-an incumbents. Their definiticii of're. structuring included 

employment and supplier changes as well as capital renovation. Interestingly, they also 

E-Ind that offering equity incentives to existing workers did not %encourage resiructuring. 

When insiders buy firms, it is by definition unlikely that there will be dramatic changes 

in management personnel. New managers are more likely to be hired by new owners 

than by manager-owners (McMillan, 1995). Managers may well have purchased the 

best performing firms. Thus it follows that the new managers of outsider owned Russian 

enterprises were likely to be starting from a disadvantageous position due to the 

information asymmetries between 'insider' managers who bought 'good" firms and 

6 outsider' owners who may have bought less attractive firms. 
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The lesson from the experience in Russia is that the conflict between the need to replace 

poor managers and give long-run strong incentives can be resolved by correct 

sequencing, i. e. remove poor managers and then give security of tenure and long-run 

incentives to the remaining managers or newly hired managers. Several problems exist 

in the implementation of this strategy. 

Firstly, the owner has to be able to remove poor managers. Either the state in the case of 

state-owned enterprises or shareholders in the case of private companies must have the 

means, focus and willpower to change managers. Where managers are large 

shareholders, this will be very difficult (Boycko, Shleifer and Vishny, 1995). Secondly, 

there is a chronic shortage of quality managers with the necessary skills to carry out 

radical restructuring. Commander et al (1996) found Lhai in Russia "the absence of 

appropiiate management skills and human capital formation continue to limit the scope 

and efficiency of restructuring. " However, where managers have an adequate abillity, 

this can be encouraged by the rigbt incpntive. This was illustrated by Pinto et al (1993). 

They found that managers of state-owned firms in PolaDd were undertaking 0 

restructuring as they expected to be able to buy share stakes in the company on 

privatisation. This also demonstrates that even in the state sector long run incentives can 

be effective. In addition, Pinto et al (1993) found that managers expected to remain in 

their posts after privatisation and/or build a reputation as a good manager. They, 

therefore, had both financial and reputational long-run incentives. McMillan et al (1995) 

quoted another example in China of the effectiveness of long run incentives in state- 

owned enterprises. The incentives take two forms: Firstly, managers are required to put 

up a bond that is forfeited if profit targets are not met. Secondly, the managers are 

rewarded by receiving a proportion of the increase in the net value of the company. 
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These examples show that although new management carries out restructuring best, 

well incentivised old managers if they have adequate ability can also be profit- 

orientated. 

Shortage of new managerial talent in Ukraine 

In Ukraine,, difficulties in the implementation of restructuring arise from the lack of 

suitably qualified managers. In many companies restructuring can only be carried out by 

the original management who do not have the necessary skills. Managerial motivation 

in the former Soviet Union (FSU) came from political and moral conviction, prestige, 

identification with the job, power and promotion. Material benefit and a quiet life could 

also be motivating factors (Kornai, 1992). Of most concern for the restructuring process 

is that, according to Kornai's analysis, the skills of managers in the FSU included using 

political ties to secure favourable output/hyput targets or subsidies. These skills ne now 

either at best obsolete or at worst actively slowing down the restructuring of the 

enterprise sector. I 

In the FSU, many managers used to owe their Jobs to their contacts and skills in 

obtaining subsidies and credits. They are now likely to try to work their old contacts in 

the goverm-nent rather than attempt to restructure and re-orientate the firm towards the 

market. It has been argued by Earle, Estrin and Leshchenko (1996) that, in such a 

situation, majority managerial ownership gives the worst possible outcome. Employee 

ownership would be preferable and outsider ownership, as theory would suggest would 

be the best outcome. 
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This section has shown the importance of management in the restructuring process. We 

have shown that new managerial talent is often preferable to retaining existing 

managers. However, this effect is likely to be dulled in the early years of the transition, 

as existing managers have been able to buy the best firms. 

Institutional Environment 

The following sections will look at the theory of different aspects of the institutional 

environment. This section will include a review of the need for an effective legal system 

and an information infrastructure. North (1992) defines institutions as "the constraints 

that human beings impose on themselves to structure human interaction" With this 

definition in mind, we will also look at the constraints to enterprises from the existence 

of hard budget constraints, the informal economy and the prevalence of barter trade. 

Many authors argue that it is important to build the institutional background of a free 

market economy before privatising. These include effective law courts, capital market 

regulation, an active and free financial press and a rules-based competition policy. 

Markets need an 'information infrastructure'. Sellers need to be able to locate buyers 

and then be sure about means of payment. Buyers need to be confident about quality 

levels and delivery. Brokerage houses, buyer-seller networks and Chambers of 

Commerce need to evolve in order to facilitate the matching of buyers with sellers. 

North (1992) states that these 'informal institutions9 are vital to a successful market 

economy. 
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Rapaczynski (1996) stresses the importance of privatisation transactions in establishing 

property rights in those societies where they are either non-existent or inadequately 

defined. However, nominally privatised firms may not act like private firms. A problem 

in Russia and Ukraine is the continued influence of the government on managers of 

privatised firms. This is firstly through representation on the board if the state retains a 

large share stake and secondly through the myriad of bureaucrats/tax officials who have 

power over licences and tax payments. Nellis (1999) states that these officials are often 

more interested in extracting rents and selling licences rather than enforcing government 

policy. Thus, the manager is faced with perverse incentives to either devote his energies 

to lobbying the goverm-nent for subsidies/tax holidays or to expropriate the viable assets 

of the firm into a privately owned finn leaving the original firm with all the iiabilities 

and obsolete equipment to the detriment of the other shareholders. 

T 

ý01. -Lh (1992) highlights the importance of infonnal institutions. 
-He 

defines these as 

custoins, routines, traditions, and culture that manifest themselves in norms of 

behaviour and recognised standards of conduct. Three elements that have a profound 

impact on the informal institutions in Ukraine are the issues of hard budga constraints, 

the informal economy and barter. 

Hard Budget Constraints 

A key aspect of the institutional environnient for an enterprise is the hardness of its 

budget constraint. Kornai (1986,1992) first used the term soft budget constraint. A soft 

budget constraint is where there are no fixed limits on resources and there is no 

economic sanction on firms that do not meet their financial obligations. There is an 
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initial amount of resources allocated to the firm. However, if more resources are 

required then these are made available. However as Schaffer (1989) points out budget 

constraints could not have been infinitely soft. 

Firms in the socialist economy did not face fixed limits on their use of resources and 

could not be declared bankrupt by unpaid debtors. If extra resources were required, the 

firm could receive them from the government in the form of subsidies, tax relief, debt 

write-offs or repayment rescheduling. In addition, the planners could always make price 

adjustments that favourably changed the costs and revenues of the -Firm (Hare, 2000). 

The freedom of managers was constrained by the overarching power of the planners 

exercised through the Communist party cells in enterprises and other organisations. 

Plans had not only to be met but also over-fulfilled o. - the manager could lose his 
-job 

-(Komai, 199'. 2). 

In contrast, enterprises in market economies operate under a vw-ie-ty -: )f hard budget 

constraints. For example, if debt payments are not made, -the creditor can initiate 

bankruptcy proceedings against the firm in order to recover (all or part of) the debt. This 

debt can be owed either to financial institutions in the form of unpaid repayment 

obligations or to workers in unpaid wages or to the government in unpaid taxes. All 

these 'unwilling creditors' have recourse to the legal system to enforce contractual 

payments. 

Soft budget constraints increase the demand for resources to a theoretically infinite 

level. As the supply of resources is always finite, this leads to a situation of excess 

demand (i. e. a shortage economy). Kornai argued that shortage was endemic to the 
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socialist economy because of these behavioural conditions. In his model price changes 

can reduce 'abnormal' shortage but cannot eliminate it completely, as the demand 

pressures created by the soft budget constraints are unrelenting. 

Soft Budget Constraints in Ukraine 

Soft budget constraints continue to form part of the institutional enviromnent in Ukraine 

due to a number of factors. Firstly, state-owned enterprises and recently privatised 

companies are not allowed to go bankrupt. Therefore, the managers do not face this 

ultimate sanction if they make losses. Secondly, corporate govemanceý stiuctures do not 

force firms to adapt to market conditions. The ma ority of enterprises are owned by i 

I insiders' who have other motivations than profit maximisation (see above). Thirdly, 

markets are often un-competitive with little entrv of new firms or effýctivc ioreign 

competition (mlith the notable exception of corisumer goods). Lastly, in the final 

analysis the firm can still obtain extra finance from either building up arrears with other 

firms, with the goverment by delaying tax and social security contributions or by being 

granted extra credits by the government. Above all, enterprise managers believe that the 

state will continue to protect their interests. 

These effects are reinforced by the perverse incentives of the banking sector towards the 

large firms in Ukraine. Where banks have large outstanding debts owed by large 

enterprises they have an incentive to lend more as they will also gain the possibility of 

repayment of earlier debts. Thus, state-owned or privatised banks may provide - soft' 

finance in the hope of repayment of past debts. They might do this even if lending to 

these enterprises is more risky than lending to new firms. Therefore, as Perotti (1993) 
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shows this inevitably leads to a concentration of risk and a lower productivity of 

investment. The softness of budget constraints in Ukraine allows the survival of 'value- 

subtracting' companies and stifles the creation of new firms. It is one of the components 

of the poor institutional environment in Ukraine. 

Informal Economy 

The informal economy is the part of the economy that is unrecorded for official 

purposes. It can include criminal activity, but in Ukraine, it is mostly made up of legal 

enterprises that under-report their output. It arguably also influences the institutional 

enviromnent of enterprises in Ukraine. Chapter 2 showed the extent of the infonnal 

sector in Ukraine. Johnson, Kaufmann and Shleifer (199'/) estimate it to account for 

49% of GDP. Lacklo (quoted in Johnson, Kaufmann, McMillan and Woodruff, 1999) 

uses electricity consumption pattenis to estimaie the size of the informal sector at 47% 

of GDP. In this section, we will look at how the existence of thi-, black econonly 

impedes the performance of the, Ukrainian economy and acts as an incentive for firms to 

operate outside of the law. 

Macro-economic disadvantages of the informal economy 

There are three main reasons -vvhy the existence of the informal economy impedes 

economic growth. Firstly, firms that operate outside of the law are unable to make use 

of market supporting institutions such as the law courts. From an investors' point of 

view, this raises the riskiness of investment. As a result, investing in the infon-nal 

economy means higher required rates of return and shorter required payback periods 
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from investments. This reduces investment and discourages longer-term projects, thus 

reducing the potential for future economic growth. 

Secondly, doing business in secret creates inefficiencies as time and effort is needed in 

order to avoid detection. In addition, resources that are hidden may not find their 

highest value uses as Shleifer and Vishny (1993) suggest happened in Africa. 

Thirdly, the existence of the informal economy reduces 'the number of enterprises 

reporting profits. This under-reporting reduces the depth of the tax base. A smaller tax 

base reduces possibilities for public expenditure on infrastructure, education, law and 

order. This will tend to reduce the potential for future economic growth. In addition, for 

any given level of taxation, officially registered companies will have to pay 

comparatively more tax in order to make up the shortfall from the informal sector. 

Motivation for firms to operate in the informal Economy 

There are several Teasons why entrepreneurs may wish to hide their economic activities. 

Finns may wish to avoid high taxation and high regulatory costs. Schneider and Enste 

(1998) find that a higher tax rate will tend to induce more activity to go underground. 

However, if the penalty for tax evasion rise as the amount of tax evasion rises then this 

incentive may be countered (Andreoni, Erard, and Fenstein, 1998). Excessive regulatory 

requirements may also encourage firms to operate outside of the law. 

Firms may also go underground in order to avoid bribe-seeking officials (Johnson, 

Kaufmann and Zoido-Lobaton, 1998). This point is linked to over-regulation. If 

bureaucrats/officials have the power to close down a business and/or refuse permits, 
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then there is a possibilility that monies will be extorted from the firm in exchange for 

the necessary regulatory approval. Possible remedies for bureaucratic corruption include 

giving only minimal discretionary powers to officials, setting clear *r-ules-based) 

proceedures for permit approval with a right to appeal and stiff penalties for proven 

bribe-seeking. 

In addition, firms may wish to hide their output in order to avoid extortion from 'mafia' 

type criminal organisations (Zhuravskaya and Frye, 1998). Johnson, Kauffman, 

McMillan and Woodruff (1999) state that anecodotal evidence shows that criminal 

gangs often obtain their information via government employees from tax returns and 

company reports to government agencies, This gives another incentive for firms to hide 

their output. However, under-reporting may also encourage more racketeering from 

criminal gangs as the fim-ts' recourse to the Ilaw 
is reduced due to their own 

'culpability' 

Lastly, the unofficial economy not only contributes. to the institutional background of a 

country. It may also be the result of other inadequacies of the institutional environment. 

If contracts cannot be enforced then the finn has little to gain ftom operating in the 

official economy (Johnson, Kaufmann and Shleifer, 1.997). 

However, firms in the informal sector are subject to some extra costs. The cost to the 

firm of operating underground includes firstly, difficulties in raising either bank or 

equity finance. This is particularly true in Ukraine where banks require substantial 

collateral for granting loans. Secondly, the firm will have a restricted number of 
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business partners and lastly, the firm will have little protection against broken contracts 

and extortion from either bureaucrats or criminal gangs. 

As stated in Chapter 2, the existence of a large informal economy is a key issue for 

Ukraine. It affects our research in several ways. Firstly, finns that are operating in the 

unofficial economy are either not captured in our sample or are under-reporting activity. 

In the former case, the absence of these fin-ns reduces the representativeness of the 

sample. In the latter case, the existence of under-reporting will cast doubt on the 

reliability of the quantitative figures taken from the accounts. Therefore, we may need 

to rely more on qualitative measures in our estimating equations in Chapter 6. Lastly, 

the existence of the informal economy is linked to the incidence of barter, as barter 

transactions are easier to hide. In the case of export transactions, revenues cari be 

diverted to unofficial bank. accounts. 

Barter 

Barter is an extremely important phenomenon in the FSU. It is an important issue that 

affects the ability of the enterprise sector to improve performance. The EBRD, (1998) 

find that 42% of industrial sales in Ukraine use barter. Marin, Kaufmann and 

Gorochowskij (2000) find that barter trade accounts for over half of industrial sales. 

When barter is so widespread, it influences the institutional enviromnent of enterprises 

operating in Ukraine. Barter is also linked to the existence of soft budget constraints and 

the informal economy. Barter can be a way of 'softening' budget constraints. It is also a 

way of hiding transactions in the informal economy. In Ukraine, as the economic crisis 

has deepened, the use of barter has grown. In its simplest form, barter is the exchange of 

goods for goods. A priori, it is an inefficient way to trade goods and services, as the 
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transaction costs are large. They can include the costs of negotiating a deal, transporting 

and storing the goods received as payment as well as the search costs of finding a buyer 

for them. This poses the question of why do firms barter? 

One reason is that the enterprise may be unable to find a cash buyer for its goods. 

Another motivation for firms may be that by engaging in barter the firm is able to avoid 

the use of the banking system. Using banks has a number of disadvantages for 

enterprises. They are expensive, inefficient and unreliable (Commander and Mumssen, 

1998). In addition, bank transfers are slow and delays are not compensated. Lastly, as 

banks act as intermediaries for tax collection, the authorities can seize monies that are in 

the bank. Using barter thus reduces the tax authorities' access to corporate resources. 

T he use of barter reduces the visibility of transactions and, as a result, enables firms to 

evade their taxes if they wish to do so. Since corporate tax works on a cash system, -firms 

have, limited incentives to enforce timely payment by customers. This is because tax 

payments are only liable when cash is received. This is a factor encouraging inter. 

enterprise arrears. 

Barter can be used as a tool for companies to manipulate their accounts. High prices for 

goods increase the tax liability as both turnover and accounting profits are higher. By 

using barter, the Pricing of goods can be inflated/reduced in order to increase/reduce 

turnover and accounting profits. Assuming that firms report their barter transactions in 

their accounts and that they wish to minimise their tax liability then logically they should 

decrease nominal prices. If the relative price between the goods exchanged is kept 

constant then the real exchange rate is unaffected. If tax evasion were the primary goal of 

barter, then goods would usually be exchanged at low nominal prices (Commander and 
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Mumssen,. 1998). A countervailing motive for charging high prices may be to inflate the 

revenues of the firm so as to increase the relative perceived importance of the firrn to the 

government. The government is more likely to be responsive to demands for subsidies 

and soft credits to help a 'large' or 'strategic' enterprise. Overpricing of bartered goods 

can thus make an enterprise seem more important. 

Barter in Ukraine 

There are different forms of barter in Ukraine. There is the exchange of goods for goods. 

When the goods received can be used as raw materials, the inefficiency of barter is 

reduced but, as stated above,, if a buyer has to be found for the goods received, then the 

transaction costs are very high. In the survey, we inquire into whether firms use goods 

received as raw materials. We will analyse this question in detail in Chapter 5. There is 

also barter for commodity or financial Veksels. Veksels are pro. ro. issory notes issued by 

enterprises, banks and utility companies. Commodity veksels are issued by enterprises. 

They are issued either in the same way as normal trade credit or they are issued in lieu of 

default. Trade credit is not uncommon in the west. However, in Ukraine, what looks like 

a financial transaction is often a form of inter-temporal barter because the Vecksel is 

redeemed by goods. The most liquid commodity veksels are issued by companies with a 

good reputation such as the energy companies. The firm issues veksels to cover short 

term financing requirements or to pay suppliers. The Veksels are often not redeemed for 

cash but are used in payment for the energy/gas. They are highly liquid and are often 

used as a parallel currency to the Hryvnia. Financial veksels are issued by banks and are 

redeemed in cash. The yield is determined by the perceived risk of the issuer. 
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Another type of barter is the use of offsets or zachety. Enterprises use offsets to clear a 

previous debt to another enterprise or to the tax authorities. Lastly, there are debt swaps, 

sales and rollovers. 

The role of the State in barter 

The state also engages in barter. Firstly, it issues 'tax offsets' to meet public procurement 

requirements. The receiving firm can either use this tax offset against its tax liability or it 

can sell it on to another company. Thus, the government stimulates the non-cash 

economy. The government may also fail to pay cash for its purchases forcing its 

suppliers to engage in barter for lack of cash. Secondly, the tax authorities accept goods 

in lieu of cash for tax payments. It then further stimulates the non-cash economy by 

passing on these goods to other firms. Also., accepting payments in goods gives scope for. 

con-uption. by tax officials who can over-value goods received in exchange for the receipt 

of side payments. The state also encourages barter through its fa: ilure to pay wages and 

pensions as the shortfall adversely affects the cashflow of consumption goods producers. 

Incidentally, the methodology used by the IMF to monitor the state budget in cash terms 

rather than on an accrual basis also encourages barter. 

Barter is inefficient and the state should not be encouraging it. It can be a non- 

transparent way of subsidising favoured enterprises. It also provides opportunities for 

corrupt behaviour by officials. 

We hypothesise that barter may be used by enterprises in order to avoid the necessity of 

generating adequate cash flow from operations to pay for inputs, and/or to avoid difficult 

restructuring decisions, and/or to avoid or delay the payment of taxes. We might expect 
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state owned firms to barter more than private firms, especially as most commentators 

believe that barter in the FSU originates in the state sector (Ickes and Gaddy, 1998, 

Commander and Mumssen, 1998). In theory we would expect insider owned firms, and 

particularly manager owned firms, to be better connected to the network of other 

state/former state-owned firms and their controlling sectoral ministries (see Chapter 2) 

than outsider owned firms and thus barter more. 

However, the peculiarities of the institutional environment in Ukraine such as over- 

regulation, high and unpredictable taxes and widespread corruption may lead privately 

owned firms to barter more than we might expect. 

In addition, barter can mitigate contractual hazards when markets are too disorganised- 

and finns are likely to act as if they befieve that there will be no future business 

transacted between themselves and the other party. Blanchard and Kremer- (1997) argue 

that the key reasons -for output decline in the FSTJI are 'disorganisation' and 'hold-up' 

problems. Disorganisation happens when existing tracing relationships break down 

before new ones can be formed. 'Hold-up' is a form of post contractual opportunism 

where one party exploits its bargaining power -to adjust the ternis of a deal after it has 

been agreed. Marin and Schnitzer (1999) contend that barter may help output to recover 

by allowing trade credit to be collateralised in the form of the borrower's omm output. 

'rhus, barter is a rational response to disorganisation and hold-up as barter acts as a 

'hostage securing payment. Carlin, Fries, Schaffer and Seabright (2000) argue that 

barter helps to assure liquidity in an environment where contract enforcement is 

uncertain. Marin, Kaufmann and Gorochowskij (2000) claim that "barter can prevent 

output from declining even more than it otherwise would. " They provide data from a 

94 



survey of 165 barter transactions in Ukraine to support this hypothesis. They also refute 

the claim of other authors (Gaddy and Ickes, 1998) that barter is predominately a state 

sector issue. In their survey, privately owned firms barter most with 58.3% of output 

while state owned enterprises barter for 56.6%. They also find that it is not the least 

efficient finns that barter most. Therefore, they refute the claim that it is inefficient firms 

who wish to avoid restructuring that barter the most. 

Conclusions 

In this chapter we have reviewed the literati-ire on ownership and privatisation, 

restructuring and the institutional environment. We have looked at the intertwined 

issues of soft budget constraints, the infon-nal economy and barter. -,, klost impoitantly, 

I we Gave shown that it is important not conly to see if a firm is private o, r state -owned but 

also the dominant owner of an enterprise. Drawing ftom these issues, -we will nol,, v 

summarise our expectations of the relative perfomi,, jn(., e of the different (ýominanl owner 

types. 

State versus Private 

We would expect private finns to perfonn befter than state-owned enterprises. Theory 

suggests that private firms will seek to maximise profits. While, state owned enterprises 

often follow social and political objectives that can conflict with profit maximisation. In 

addition, social and political objectives can conflict and allow managers and/or 

organised labour to shape the objectives of the firm. 
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State versus Outsider 

We would expect outsider owned finns to outperfon'n state owned firms. They should 

be quicker to restructure and then achieve better performance than state owned firms in 

the same marketplace. 

State versus Insider 

In most circumstances we would still exPect insider owned firms to outperforrn stat%-- 

owned enterprises. However, insiders may experience difficulties raising outside 

finance, as capital providers will fear opportunistic behaviour on the part of the 

managers and workers. Insiders may also find it difficult to achieve a consensus on 

difficult restructuring decisions. 

Insider versus outsider 

We wotild expect outsider owned firms to perform better than insider owiied firms. 

Outsider owned firms are likely to have the undivided objective of shareholder value 

maximisation. However,, outsider owned finns may fail to perform better tillan ',. nsider 

G, xned firms for several reasons. Firstly, insider owned Finns might have been able to- 

buy the best firms. Secondly, the government may place restrictions on the behaviour of 

outsider owned firms. It may demand employment guarantees or insist that certain 

plants are kept open. 

Manager versus worker 

Manager owned firms could perform well when managerial talent is high. However, it 

can lead to the entrenchment of poor managers. Manager owned firms can perform well 

when the ability of the management team is high and they have access to adequate 

investment finance (which as stated above is not certain). Manager owned firms are 
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more likely to be orientated towards maintaining close contact with the state and the 

pursuit of subsidies than worker owned firms. 

Worker owned firms could perform well in certain circumstances. Where the workforce 

is homogenous and where work effort is difficult to monitor, employee ownership can 

have large productivity advantages. However, when a work force is heterogeneous it 

can be difficult to achieve a consensus on restructuring measures and on the provision 

of capital for investment purposes. 

Both manager owned and worker owned firms will have difficulty in attracting outside 

finance due to moral hazard issues. 

Investment Funds versus citizens 

Investment Funds managed by competent professionals can monitor and influence 

management. However, in order to perform this role effectively they may require a 

substantial blockholding. They may be tempted to act as short termist traders buying 

and selling shares in order to generate quick profits in lieu of mcnitoring management 

performance. Citizens will often be family members of insiders. As such, they will not 

only have the sole objective of shareholder value maximisation but may also want to 

protect the interests of the insiders. 

Ukrainian context 

In Ukraine, the institutional envirom-nent challenges some of the results predicted by 

ownership theory. In particular, the role of criminality, bureaucratic corruption and 

preferred access to finance can favour state owned enterprises. We saw above that state 
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owned enterprises pay fewer bribes than private firms do (Kaufmann, 1997). These 

factors act against private firms in favour of established state owned firms. Research by 

Kauffman also shows that large private firms have a big advantage over 'de novo' 

enterprises. Therefore we would expect some state owned enterprises to perform 

relatively well in comparison to private firms. The role of barter in the institutional 

environment also merits attention. Ickes and Gaddy (1998) expect barter to emanate 

trom the state sector while Carlin, Fries, Schaffer and Seabright (2000) argue that barter 

helps to assure liquidity in an environment where contract enforcement is uncertain. 

We would still expect outsider owned firms to outperform insider owned companies. 

The relative performance of manager owned and employee owned firms would depend 

on the ability of managers, access to finance and whether managers, attempt to 

restructure or to secure subsidies. 

We have now stated our expectations of wbich types of firms will restructure more arid 

perform better. In the next chapter, we will describe the methodology of the survey. 
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Chapter 4: Methodology 

The previous chapter laid-out the relevant economic theory on ownership, privatisation., 

restructuring, the institutional environment, informal economy and barter and applied it 

to the Ukrainian context. 

This chapter will outline the methodology used to 11-5et up a survey of 150 Ukrainian 

companies, to collect and analyse the data. Sampling methods will be discussed. We 

will also describe the operational aspects of survey design, data collection and data 

cleansing. The information collected by the survey will be subsequentlý analysed ii). the 

following tivo chapters. 

Introduction 

We have collected a unique data set of Ukrainian companies. It is a statistically random 

enterprise survey stratified by region and industry. As such, it can be generalised to the 

national Ukrainian enterprise sector. It will be used to investigate the effect that 

ownership has on restructuring and perfon-nance. The questionnaire used in the survey 

was built on one used in Russia (Commander et al. 1996), adapted to the Ukrainian 

institutional enviromnent. It was piloted in June 1996 and following ffirther 

adjustments, was used on 150 companies from March to June 1997. 

The project was financed by the Overseas Development Authority (now DFID) which 

awarded a grant of f, 20,000 to the project. This was spent on travel, salaries of the local 
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Ukrainian team, communications and a small number of fees to Ukrainian institutions. 

As expenses were limited, the budget was used to make the sample as big as possible. 

We worked very closely with a resident economist in the Kyiv World Bank office, Dr 

Larisa Leshchenko. She had worked previously with Saul Estrin and John Earle on 

several projects in Russia, the Czech Republic, Moldova and Ukraine. She proved to be 

an invaluable contact for this research project. 

The Questionnaire 

The creation of the questionnaire started with the study of several questionnaires that 

had been used in Central Europe and Russia. The principal influence was the Worid 

Bwik questionnaire used in Russia in 1994 (results from this survey are used in 

Chapters 3,5 and 6). We also sought advice from other professors /researcher-, who triad 

tmdertaken sunleys in transition economies. We leamt that it -was best to restrict our 

questionnaire to eight *double-sided sheets in order to limit rejections by managers 

apprehensive about the time involved in filling out an overly large questionriaire. 

The questionnaire included both quantitative and qualitative questions. It was written 

taking our knowledge of the Ukrainian institutional and historical environment fully 

into account. A draft was shown to experienced professors /researchers. After further 

adjustments, the advice of a marketing professor led us to change the format of several 

qualitative questions. Lastly, the opinion of Dr Leshchenko of the World Bank, Kyiv 

helped put the final adjustments the questionnaire before it was piloted. 
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Pilot study 

We piloted the questionnaire in June 1996 on 6 firms in Kyiv and two in Uviv. The six 

companies were a mixture of non-privatised, state owned, insider owned and outsider 

owned firms. They were in a variety of industrial sectors ranging from heavy industrial 

to light industrial, textiles and food producers. The firms' size, as measured by number 

of employees was wide ranging, from small to very large. The performance of each 

company varied from very poor to very good. Thus, within the limits of our small 

sample size, we visited a cross-section of Ukrainian enterprises by industrial sector, 

ownership group, and size in two regions. 

What we learnt from the Pilot Study 

Because the questiomaire was based on previous ones for Russia and Eastern Europe, 

we. were expecting to need to adjust it for the reporting methodolocy M the Llrainian 

accounting records. This was the case and the necessary adjustments were made. 

Questions were also rephrased to make them more relevant and understaindable in the 

Ukrainian environment. We also learnt that some managers wanted to see the 

questionnaire using the Russian language and others the Ukrainian. Therefore, we 

commissioned both a Russian and a Ukrainian translation of the questionnaire, 

A very important result of the pilot study was that we were alerted to the extent of 

'informal economy' transactions in legally registered firms. In the best performing firm, 

the manager openly told us that some profits from export transactions were hidden from 

the accounts and invested abroad. This raised the issue of whether the data reported in 

the accounting records could be trusted. The decision was taken to continue to collect 

the quantitative data from the reports even if some figures might be manipulated. 
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However, we decided to expand the range of qualitative questions to items that are also 

reported quantitatively in the reports. We believed that the qualitative responses might 

prove to be more accurate. 

During the visits we also learnt that many firms had some workers on unpaid leave. The 

management was keeping these workers 'on the books' for flexibility of operation in the 

hope that output would recover. The workers on unpaid leave accepted the situation 

because they were able to continue to consume the social benefits provided by the firm 

such as housing and healthcare. A question was added on the level of unpaid leave at 

the time of the survey and the pattern of unpaid leave since 1991. However, during the 

main survey answers to these questions had mixed results. The question over the current 

level of unpaid leave was well answered but managers could or would not aiisw(-, r the 

question over the pattern of unpaid leave each year since 1991. 

After these adjustments suggested by the pilot study, the questionnaire was once again W 

passed to professors in the same field and then to a marketing professor for their final 

comments. 

The team of interviewers 

A team of researchers was put together to help us in the collection of data. We 

personally chose the team of researchers with the advice of Dr Leshchenko. Each 

interviewer underwent an identical training session on the operational mechanics of the 

survey and the exact definition of each question. They all had worked (separately) on a 

variety of previous surveys in Russia, the Czech Republic, Moldova and Ukraine. The 
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experience that we gained from the pilot study, together with the experience of the other 

researchers was shared so that each interviewer had the same understanding of which 

reports to ask for in each enterprise and how to complete the questionnaire. 

Population of firms 

We wanted to achieve a sample that was as representative of the Ukrainian enterprise 

sector as possible. This meant, capturing the full regional and industrial diversity of the 

country. 

The sample of firms was drawn from the population of firms listed at the local State 

Property Fund (SPF) offices. These lists included firms of all ownership types. They 

were the most complete list of firms available in Ukraine. However, they do have two 

drawbacks. Firstly, some 4 sensitive' companies from the military-industrial complex are 

not listed. Secondly, a large proportion of firms in Ukraine operate in the informal 

economy. By definition, these firms would not appear on any official lists. Despite these 

twc issues, the SPF lists remain the most complete ones available. The omission of 

some military firms removes some of the reputedly worst performing firms in Ukraine 

due to the loss of the majority of the military market of the FSU. As a result, this will 

provide a "Positive" bias to the survey. 

The second omission from the population, Le those firms operating completely in the 

'informal economy' is likely to bias the survey in the other direction. The most dynamic 

firms in neighbouring Poland have been small 'de novo' firms (Sachs and Warner. ) 

1996). In Ukraine, stifling bureaucracy and endemic bribe seeking have forced many of 

the 'de novo' firms into the informal sector (Kauffman, 1997). These firms are absent 
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from official lists. Moreover, even if we could locate them, it is unlikely that these firms 

would give answers on ownership, restructuring and performance to an interviewer. 

This is because they are subject to legal censure and also extortion by organised crime. 

As a result, there are likely to be some more dynamic, forward-looking firms in Ukraine 

which will not be covered by the sample. Thus, the survey will exclude some of the best 

and some of the worst performing firms in Ukraine. 

The regional and industrial diversity of Ukraine 

The regions in Ukraine are heterogeneous in political attitudes and industrial structure. 

In simplified terms, there is a divide in political and nationalistic attitudes: in the West, 

the people are more nationalistic. They speak the Ukrainian language and are somewhat 

aW,. i-Russian. A higher proportion of the electorate votes for 'right wing' or 

'democratic" pollitical parties than in other regions of Ukraine (Khnielko, 1,996). in ffie 

East, people are less nationalistic, they more happily speak Russian. In general, they are 

pro-Russian and left wing parties such as the communist -. md socialist parties reach 

higher votes than in other regions. The Centre tends towards the attitudes of the West 

while the South tends towards the attitudes of the East. 

The industrial fabfic differs between regions. Although heavy industrial firnis are all 

across Ukraine, they are more concentrated in the East. Similarly, there are more agn- 

businesses including food processing in the South and West. The intention was to visit a 

representative group of enterprises in each region of Ukraine. 
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The choice of regions 

The sample is stratified by region and by industry. Ukraine is divided into 27 

administrative areas that are called oblasts. We chose seven oblasts from all regions of 

Ukraine. In the West, L"vivska and Ivano-Frankivskivska oblasts were chosen; in the 

East, Kharkiva and Dnepropetrovskaya; in the South the Black Sea port of Odesskaya 

and in the Centre, Khmel'nyts'kaya and the capital, Kyivska. These regions capture 

most of the regional diversity of Ukraine. One exception is Crimea. We decided 11o 

exclude Crimea for several reasons. Firstly, it has a very atypical industrial structure 

with a reliance on shipping and tourism. Secondly, at the time of the survey, there were 

some political tensions between the local government and the central government, so it 

might have been difficult to achieve co-operation with the local enterprises. 

Within each region, we made contact with the local SPF office. The SPF lists show 

firms by industrial sector in alphabetical order. 

Sampling methodology 

-'From. the lists of firms at the local SPF offices,, a systematic selection was taken (every 

20'hfirin). In addition, a second selection (every 20th firm starting at the I Oth firm) was 

made to provide replacements for any chosen finns who refused to co-operate witb , be 

survey. Thus we had our list of enterprises to -visit as well as aback-up list. 

The challenge was then to get the co-operation of the chosen enterprises. It was 

essential to get some official support for the project. Firstly, the project obtained the 

support of Mr Rohoviy, the deputy Minister of the Economy. We then obtained from 
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the Deputy Director of the State Property Fund an official letter of support asking 

enterprises to co-operate with the survey. 

Finally, we made contact with an employers' organisation, the League of Industrialists 

and Entrepreneurs with widespread membership in firms that are state-owned or 

formerly state owned (privatised). This organisation has a great deal of influence partly 

due to the fact that Mr Kuchma, President of Ukraine, had been its chairman. We 

obtained a letter of support for our project from the Kyiv office of the organisation. 

Thus, when approaching our sample of firms we were able to legitimately claim official 

support from both the State Property Fund and the League of Industrialists and 

Entrepreneurs. 

The conduct of interviews 

Each interview took an average of four hours -to complete. We made the appointi-nents 

ivith a senior manager (often the General Director), who -would usually assign an 

employee, often an accountant, to help us collect the quantitative data. The manager 

answered the qualitative questions himself 

The quantitative data was taken from the financial reports that the enterprises send to 

the government each year. Our interviewers knew which reports to look in. 'There were 

occasions when reports were missing or incomplete. However, our interviewers were 

persistent in searching for the necessary data. The next part of the process was the 

interview with the General Director or senior manager to address issues such as the 

privatisation process of the firm, the ownership structure, the level of employment 

compared to requirements and the reason for any discrepancy, the change in social 
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benefits since 1991 . the age of the capital equipment and the extent of barter. We also 

enquired into the level of restructuring (the 26 questions are listed and analysed in detail 

in Chapter 5, borrowing, subsidies and level of fixed investment each year since 1991. 

In general, these questions were answered without difficulty. However, in some cases, 

we had to record some missing values as the general manager wished to keep some 

commercial secrets. 

We assured each enterprise that specific data collected from them would be kept 

anonymous. We have only published aggregate data at the level of ownership, size, 

region and sector. 

The interviewers were trained not to direct the managers towards any specific 

responses. However, where the responses were at variance with the quantitative data 

gathered, the interviewers did ask f6i an explanation. These explanations were written 

onto the questionnaires in pencil. These ques-10-ionnaires were then marked for our 

attention. In conjunction with Dr Leshchenko, the decision was taken whether to accept 

the questionnaire into the results or whether to replace it with a company in the same 

industrial sector and region from the second list of companies. We checked some data 

by phoning the companies directly. In addition, we discussed each questionnaire with 

the interviewer before it was entered into our data set. 

Overall, we had a remarkable degree of co-operation from the finns surveyed. This was 

helped by the fact that we were often the first researchers to have ever undertaken a 

survey in their enterprise. It has been the experience of other researchers in other 

countries that many companies who have co-operated in several surveys start to exhibit 
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a form of 'survey fatigue' that increases the number of refusals and decreases the level 

of co-operation. In this survey, we had the benefit of novelty. 

Data entry and Data cleansing 

The data was entered into a SPSS computer programme. The data was checked for any 

unusual numbers with reference to the paper questionnaires. If there was a mistake in 

the paper questionnaire, we firstly went back to the interviewer and then sometimes we 

also phoned the enterprise for clarification. We also checked the range of each variable. 

For instance, if a variable can vary in whole numbers between I and 7 we would 

highlight any entries that were above 7 or any fractions and then go back to the paper 

questionnaires to find the correct entry. We also checked the maximum and minimum 

figures to sift out any typing errors. In some cases, it was also necessary to pbone the 

enterprise to check a data entry. 

Methodology used in the analysis and testing of the data 

We have used a variety of methods of analysis during this research. We will explain the 

methodology used, and the reasons for choosing that method instead of others, in the 

text of the results chapters. We have used OLS regressions, ordered logit regressions, 

principal components analysis, cluster analysis, analysis of means and standard 

deviations. We also outline our definitions of dominant owner and our definition of 

restructuring indices. 
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Chapter 5: Descriptive Results 

Introduction 

The following two chapters will present the results of the enterprise survey. This 

research has resulted in the creation of a new data set that is the first nation wide 

random sample of Ukrainian industry, which reveals ne, %N information on the stnicture, 

and performance of the enterprise sector. This chapter will describe all the key variables 

trom the surwty. Chapter 6 will then present a focused analysis of restructuring and 

performance of firms in the sample according to their ownership structure. 

We will first describi-- the sample by region, sector.. size and owitership. Tlie ownership '17 

structure of the data set is c-ntral to the thesis because ol, Nmership is ffie pri. ricipaJ 

independerit variable for the hypotheses that will be tested in Chapter 6 on restructuring 

-1 and perforrnanc(ý. Closer attention will. therefore also be giV. -, D LO che structure of 

ownership according to the size, region and sector of the sample. We will also look It 

size, as determined by the number of employees, according to ownership, sector and 

region. 

We will theti move onto variables that are related to investineiit.. performance and 

restructuring measures. We will calculate an investment/output ratio and look at the 

average age of the machinery in the sample as a measure of capital investment made. 

The financial performance of the firm will be analysed by using cost and revenue 

information taken from the company accounts. We do not use the Ukrainian measure of 

profitability because the accounting rules do not conform to international standards. For 
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example, social benefits are not treated as costs, but as a distribution of profit. We 

decided to proxy profits with the difference between costs and revenues for each firm. 

This profit proxy is then analysed by size, ownership, region and sector. 

The survey also gives us information on various factors that shed light on the level of 

performance and restructuring achieved by firms in the sample. To this end, the cost 

structure and the employment profile of the sample will be presented over time. The 

size of -firms will be traced from 1991 to 1996 to view ýhe performance of different size 

categories through time. This will enable us to see if large finns in 1991 remained large 

in 1996 and whether they have performed differently to medium sized or small firms. 

Further to our comments on bartei in Ukraine in Chapter 2) and our review, of :. hc 

literawre on it in Chapter 3,1 -we will perform an analysis of the extent of barter ni 

Ukraine. We wijI also consider its prevalence and whether the barteced goods wre usea 

as raw materials. The information on barter will be central to our analysis of owDershin, 

restnicturing and perfonnance in Chapter 6 because we -will use it both as a performance 

variable in its own right and as one of the controls proxying for the Ukrainian economic 

environment. Thus, barter will be tested both as an independent and dependent variable. 

The issue of Restructuring is central to this thesis. It is explored by 26 qualitative 

restructuring variables. In this chapter we will analyse these variables by ownership, 

size, sector and region. This will allow us to determine the pattem of enterprise 

restructuring in Ukraine. In the following chapter, we will use these variables to form 

restructuring indices that will be used in the regressions of restructuring by ownership 

type. Our final restructuring variable is the pattem of exports. This has proved to be a 
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key area of restructuring in the neighbouring central European countries during their 

transition in recent years. In order to judge the performance of Ukrainian industry, we 

will look at the percentage of goods exported by ownership, size, sector and region. 

Composition of the sample 

We start by looking at the regional composition of the sample. Table 5.1 shows the 

regional composition of the sample. We visited companies in all regions of Ukraine. 

The number of firms in each region is more or less evenly spread with the exception of 

Dnepropetrovskaya. There are slightly more firms visited in this region of the east but 

this represents its importance in the industrial fabric of Ukraine. The west is represented 

by L'vivska and Ivano-Frankivskivska, where we visited 22 firms in total. 

Table 5.1 - Composition of the sample by region 

Region name 

Oaesskaya 

Khmel'nyts'kaya 

Kharkiva 

Kyivska 

Uvivska 

----TGeouraDhical location No of firm*- Percen, -I- 

--. ----4----- ----. -- 

ivano-Frankivskivska 

Dnepropetrovskaya 

Total 

South 

,.. -. entre/West 

North East 

Centre 

West 

West 

East 

24 

24 

24 

24 

8 

14 

32 

150 

-16.0 

16.0 

16.0 

16.0 

5.3 

9.3 

21.3 

100.0 

The size categories that we have used are the same as those of the State Property Fund 

(SPF) for several reasons. Firstly, the SPF is the governmental agency responsible for 

the management of state shares in Ukrainian industry. Secondly, it is the agency that 

manages the privatisation of these shareq to private owners. Lastly, the SPF supplied tis 
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with the population of firms from which we drew our structured random sample. The 

firms have been grouped according to their employment levels in 1996. The SPF was 

unable to supply us with figures for the nation-wide distribution of finns by size, which 

means that we are unable to compare the size distribution of the sample with the 

population of all Ukrainian firms. 

Table 5.2 - Size of firm determined by number of employee 1996 

Number of employees Frequency Percent 

50-100 10 6.7 

100-200 24 16.0 

200-500 54 36.0 

500-1000 32 21 

1000-3000 22 14.7 

Over3OOO 7 4.7 

Missing 1 0.7 

Total 149 100.0 

Figure 5. a shows that the firms in the sample have a 'normal' distribution with more 

firms in the 200-500 employee size category. 
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Figure 5. a - Distribution of firms in the sample by number of employees 
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Table 53' shows the composition of the sample by industrial sector. The largest sector is 

-essing. According to the records at the local State agriculture, which includes food pro',,, 

Property Fund offices, the sectoral composition of the sample is similar to that of the 

Ukrainian industrial sector in the oblasts visited. This is due to the fact that the sample 

was structured according to industrial sector. However, it does not r1riclude finns 

operating in the informal economy. These firms are more likely to be service firms or 

small industrial concerns. The match between the structure of the sample by industrial 

sector and the composition in the Ukrainian economy is quite close. 'The only -major 

difference between the sample and the population is for the wood/paper/pulp sector, 

This is because other regions of Ukraine have more firms in this industry than our 7 

chosen regions. 
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Table 5.3 - Composition of the sample by industrial sector 

Industry Sector No of firms % of sample % of firms in Ukraine 

Metals 2 1.3 2.2 

Chemicals 8 5.3 3.7 

Machine Building 41 27.3 30.1 

Wood/Paper/Pulp 5 3.3 9.5 

Construction materials 19 12.7 14.9 

Textiles 16 10.7 8.4 

Agricultural enterprises 48 32.0 26.9 

Pharmaceuticals 10 6.7 4.3 

Missing 1 0.7 0 

' rotal 150 100.0 100.0 

Source: Ministry of"Economy, European Centerfor Macro-Lcononfic Analysis, Kyiv. 

Ownership 

Table 5.4 shows the ownership structure of the firms in the sample. We have followed 

-1 Earle and Estrin (1997) in defining dominant owners as groups of owners that either 

hold a majority of voting shares or hold over 40% of the shares with no countervailing 

large stake held by another ownership group. There are three insider owner categories; 

manager owned, worker owned and manager and worker owned (IPO). The latter is a 

company with a minimum 40% holding by managers and workers together with no 

countervailing stake of 40% or above held by another group. The commercialised firms 

are partly privatised firms where the state still owns a majority of the shares. Non 

privatised firms are 100% state-owned. Firms with no clear owner have no dominant 
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shareholders. Outsider owners are banks, citizens, financial intenuediaries and 

foreigners. 

The sample includes both state-owned and privatised films. In order to view the 

ownership structure of the privatised firms, we have created a sub-group with these 

privatised firms which include 123 observations out of the sample total of 150. The 
I 

categories of privatised firms and all fim-is are then further weighted by the number of 

workers in order to give a more representative view of the ownership of the Ukrainian 

enterprise sector. Thus, the state owns an unweighted 10.9% of privatised firms and 

17.6% of all firms. However,, as the state tends to own more shares in larger firms, the 

weighted share for privatised firms doubles to 2 1.2% and increases to over a quarter 
I 

(25.5%) fbr the whole sample. There are no comparable official 'statistics T6or the 

o-wiiership structure of the Ukrainian industrial sector -)o we art- anable Lo compare our 

sample with the whole population. 
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Table 5.4 - Shareholding of firms in the sample (%) 

Owners % of shares in % of shares in 
Privatised Privatised 

firms firms 
unweighted weighted 

Total state 10.9 21.2 

Toiall private 89.1 78.8 

All insiders 50.7 

Workers 42.8 

Manager 7.9 

All, outsiders 38.4 

Firms 9.9 

Banks 7.8 

Citizens 15.9 

Foreign 1.1 

Other i 3.8 
L 

% of shares in % of shares in 
all firms all firms 

unweighted weighted 

17.6 25.5 

82.4 74.5 

41.7 46.9 39.4 

35.5 39.6 33.6 

6.2 7. -1 5.9 

37 35.5 35.1 

10.1 M 

7.4 7.2 7.0 

13.4 14.7 12.7 

2.5 1 ', 1.0 i 
2. ýI 1 

1 
3.7 3.5 -ý, 5 

We have split the private ownership stakes into two main categories; insiders and 

outsiders. Insiders are all economic agents linked co the NAorkers collective. This 

includes managers, workers and former workers. We have included former workers 

within insiders because they are usually still associated with the firm through use of 

social assets such as housing, healthcare or even holidays. While the interests of these 

former workers will not be identical to current workers, we have followed the practice 

of Ukrainian companies in including them in the category of workers collective. 
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Outsiders consist of firms, banks, citizens and foreigners. Although citizens are counted 

as outsiders, in many instances, they will have connections to enterprise insiders. For 

example, family members of the workers collective may have bought shares using 

privatisation and/or compensation certificates. In this case, they may not act as 

disinterested outsiders seeking shareholder value maximisation but may just re-inforce 

the insider ownership interest of higher wages or maintained employment. 

One would expect to find the ownership structure of Ukrainian companies to be similar 

to Russia. However, as explained in Chapter 2, the Ukrainian mass privatisation 

programmes were less advantageous to insiders than in Russia, which led us to expect 

that insiders would own a smaller proportion of shares in Ukraine. 

The following table summarises the unweighted ownership structure m Russia and 

Ukraine at similar points in their respective privatisation programmes. C 

Table 5.5 - Comparative ownership structure of Russia and Ukraine 

Insiders 

Managers 

Workers 

Outsiders 

State 

TOTAL 
: ýn-m--rces. -Earle 

Russia 

54% 

Ukraine 
T50.7% 

14% 

40% 

21% 

25% 

100% 

8' 

42.8' 

38% 

11% 

100% 
Estrin (Russia) and aset (Ukraine) 
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Although remaining the predominant ownership group, the insider stake is on average 

slightly less than in Russia (51% against 54%). The Ukrainian mass privatisation 

process has allowed the sale of more shares to outsiders than in Russia. The state has 

also retained fewer shares in privatised Ukrainian companies (11% compared to 25% in 

Russia). One might then expect there to be less political interference in the affairs of 

privatised Ukrainian companies than in their Russian neighbours. 

Insiders own an unweighted 50.7% of shares in privatised Ukrainian firms with the 

majority (42.8%) owned by workers. Among privatised firms, the insider share 

weighted by number of employees per firm is 41.7%. The number is not too dissimilar 

at 39.4% when weighted against the whole sample. Insiders are thus the largest 

ownership category for all firms including the sub-set of privatised firms. This is the 

case for both unweighted and weighted data. 

Outsiders own an unweighted 38.4% of shares iii privatised firms. However, within 

outsiders the category citizens (some of whom may be linked to insiders) are -the biggest 

shareholders with 15.9%. The next biggest category is Ukrainian firms who own around 

10% of shares followed by Ukrainian banks who own around 7%. As shown in Chapter 

2,, Foreign Direct Investment (FDI) has been very low in Ukraine. By December 1999, 

Ukraine had received only $3.2 billion in FDI, which equates to only $62 per capita. 

The Transition Report (EBRD, 1999) places Ukraine third from bottom in its ranking of 

cumulative FDI per capita for the CIS and Eastern Europe. We would therefore expect 

very low levels of foreign ownership. The percentage share owned by foreigners is 

indeed low at 1.0% unweighted for all firms and 1.1% within the set of privatised firms. 

However, the small number of foreigners that have invested in Ukrainian enterprises 

118 



have invested in larger than average ones as their weighted ownership stake is more 

than twice as big as the unweighted share. 

Having described the sample, we will now look at its ownership profile in detail, 

according to size, region and sector of activity. Figure 5. b shows the ownership 

structure of the whole sample by size category. According to our understanding of the 

privatisation process in Ukraine, we would expect insiders to own a larger proportion of 

shares in smaller firms because they were more affordable. Conversely, as large firms 

would have been more expensive to acquire, we would expect insiders' stakes in those 

firms to be smaller. In addition, we expect the government to have kept a larger than 

average stake in larger finns due to the difficulty in finding buyers and for the political 

reasons of keeping a stake in large 'strategic" companies. 

Figure 5. b - Ownership by size of firm 
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A number of trends related to finn size have been noted. Firstly, workers own a 

majority of shares in firms with less than 500 workers. Managers own more than 10% 

of shares in firms with less than 200 workers. This confirmed our expectation that 

insiders would own larger stakes in smaller companies. Interestingly, Ukrainian banks 

own bigger stakes in larger finns particularly in the 500-1000 worker category and the 

state has retained one third of the shares of largest firms which had more than 3000 

workers- This also conforms to our expectation that the state would own larger share 

stakes in large finns. However, the state also owns around a quarter of the shares in the 

small 5 0-100 workers category. 

The next figure, Figure 5. c, presents the ownership structur- of firniý3 by region. The 

regions of Ukraine are heterogeneous. -in political attitudes, some observers wOu'I'd tý 

e:, ý, pect people in western Ukraine to be more pre-disposed to reform and pi-ivatisation 

than the more ro-Russian and pro-comniu. -nist/socialist cast (Khmelko.. 1996, Wilson, p 

In the east 1997 ýVolczuk,, 1996). The regions hw,, e different industrial profiles as well. I 

and north-east, there are many large heavy industrial companies whereas in the west and 

south there are many Agro-businesses and far less heavy industry. With the differing 

industrial patterns in the regions, we would expect some correlation between the 

ownership pattern by region and by sector. In the east, where there are many large 

heavy industrial companies, we would expect higher state ownership. Conversely in the 

south and west there are many agro-businesses and textiles, which are often small 

companies, we would expect higher insider ownership. 
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Figure 5. c - Ownership by region 
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In line with expectations, we foand that worke-rs own. a majorityof shares in the westem 

regions ýDf Ivano-Frankivska, Uvivska anci in the capital, Kiev. As expected, tfie 

go-vermuent retained smaller share stakes in the southern, central and western chlasts 

with the exception of Ivaiio-Frankivska. In Ivano. -Frankivska, it has retainc-d a quarter of 

shares and in the industrialised eastern oblasts of Kharkiva and DnePropetrovskaya, it 

has a stake of over 20%. Foreigners have insignificant stakes in all regions, the largest 

stake being in the Central-Western oblast of Hmelnitskaya. 

Moving on to the structure of ownership by sector, Figure 5. d presents the ownership 

structure of the sample by sector. We would expect that insiders would own larger 

stakes in companies that were cheaper to purchase. These are the low technology areas 

of textiles and agriculture. We would also expect the state to own larger stakes in 

industries with high fixed costs and large average firm size such as machine building 

and metals. 
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Figure 5. d - Ownership by sector (%) 
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The analysis of the sample supported our expectations. The large governmerit stakes are 

in Metals (50%), Phannaceuticals (42%) and Machine Building (25%). These are all 

industries with high fixed -costs. As expected, vorkers do own a majority of shares in 

the low-technology areas of textiles and agriculture (over 50%). However, surprisingly 

workers also owned a majority stake in the high tech, high fixed cost and thus, 

expensive to buy, pharmaceuticals sector. Managerial stakes are highest in sectors 

where finn size is below average (wood/paper/pulp, textiles). However it is also high in 

pliannaceuticals which is a sector with high fixed costs. 

Size of firm 

Having analysed the ownership profile of our sample, we now focus on its size structure 

of the sample, looking at it according to ownership, sector and region. In Figure 5. e we 
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have sorted firms in the sample firstly into majority owner categories and then by size 

as deten-nined by number of employees in 1996. 

Figure 5. e - Size of firm by ownership 
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Figare 5. e builds on the information given by Figure D'. b In particular, we saw that the 

LFovernment continued to hold larger stakes in bigger companies and that workers held 

larger stakes in smaller enterprises. This pattern is confirmed in Figure 5. e. For insider 

dominated firms we might on the one hand expect them to be smaller as these firms 

would have been cheaper and easier to acquire for the workers collective. However, on 

the other hand we might also expect insider-dominated firms to conserve employment 

more than other ownershi-Dcategories. As firm size is judged by number of employees, 

they may appear to be larger than they would otherwise have been. 

State owned firms are indeed far larger than other types with an average of 2,084 

employees per company. Thus, as expected the state has kept a big stake in the larger, 

and presumably more expensive firms. Insider owned companies are on average larger 

than outsider owned firms. However, of the three insider categories, worker owned 
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finns are the smallest with an average of only 553 employees. This could be due to the 

financing constraints for employees buying their companies. Manager owned and 

managers/worker owned could well have had greater access to finance and thus been 

able to buy bigger companies. Outside owned firms are not overly large (671 

employees) and non-privatised firms are the smallest companies. 

Figure 
--). 

f shows the size of firm according to industrial sector. We would expect heavy 

industrial firms to be larger than agr; cultural businesses, textiles and. , Nood/paper/pulp 

fi n-n s. 

This is mostly the case with the largest firms being metals and machine building 

companies. However, construction materials firms with an average of 509 employees 

are smaller than expected. The smallest companies are in wood/paper/pulp. 

Interestingly, although worker owned companies tend to be smaller than other 

ownership types (see Figure 5. e), the worker-owner dominated textile sector has a 

relatively high average of 586 employees per firm. 
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Figure 5. g shows the size of firms by region. We might expect the eastern oblasts of 

Kharkiva,, Dnepropetrovskaya and the capital, Kylvska to have larger firms than the 

south and west. 
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Contrary to %-Ixpectacions, it is the oblasts of Uvivska and ývano-Frankivska that have - 

the largest companies. In particular, in Uvivska an enormous chocolate factory (Agro- 

business) and a machine builder skew the size distribution results. The smallest firms 

are in Odessa. We revisited some of the sample firms in Odessa in 1999 and they had 

shrunk further due to very poor sales and financial Performance. 

The previous tables have described the ownership, size, regions and industrial sectors of 

the data set. We will now turn to the perfonnance of the firms. We start by looking at 

the performance of the whole sample. 
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Performance 

In Table 5.6, we use our survey data to describe the perfonnance of the Ukrainian 

industrial enterprise sector from 1991 to 1996. In this period, Ukraine moved from the 

Rouble (1991) to the Karbonavets (1992-1995) and finally the Hryvnia (1996). The 

conversion rates are I Rouble =I Karbonavets = 1/100,000 Hryvnia. Sales increased in 

nominal terms for the average firm by 194,854% and the consumer price index rose 

over the period by 550,900%. Thus, in so far as we can interpret such data in the 

absence of sectoral. deflators, by 1996 average real sales in our sample firms fell by 

more than GDP, to around 35% of the 1991 level. Employment fell by almost 40% on 

average over the same period. This implies that Productivity, measured as sales per 

worker. fell during the first years of transition, to around 60% of its 1991 level. The 

sample also provides evidence of significant tabour hoarding; enterprises report that, on 

average, 227.5% of their labour forces were ou uDpaid leave in 1996. More than half of 

firms report that their employment levels in that year were too high; more (han a quarter 

OF thein add that the overmanning -was greater than 30% of the labour forcol. Table 5.6 

-als the parlous financial condition of most firms. On average, the profit to sales also rew 

ratio measured by one minus the ratio of total operating costs to sales was just positive 

in 1991 ý 1992 and 1994. Negative figures for the other years mean that Finns have not 

even been covering their operating costs since then. 
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Table 5.6 - Key Statistics of Ukrainian Enterprise 

Variables 

1991 1992 

Mean (S. D. ) 

1993 1994 1995 1996 

"Profit"/Sales a 0.05 0.13 -0.1 0.15 -0-015 -0.03 
(1) (0.5) (2.5) (1) (0.85) (1) 

Average 1,170 1,087 1,015 910 813 725 
Employment 

(1,633) (1,478) (1,370.5) (1,206.5) (1,058) (944.5) 

Investment/Output 3.5 4 7 5 2 4 
ratio (%) 

(5) (10) (2) (3) (5) (10) 

Total exports in 24 21 20 18 17 16 
output (%) of which: 

(31) (28) (26) (26) (25) (25) 

to near abroad 21 18 16 4 12 12 

(30) (26) (24) (22) (21 (22) 

to former CMEA 2 1, 0.5 1 1 

(7) (4) (3) (7) (7) 

to OECD 0.5 0.5 1 2 
.2 

2 

(3) (3) (5) (8) (9) (10) 

to non-OECD 0.2 0.2 0.2 0.3 0,4 0.6 

(1) (1) (1) (3) (4) (6) 

a: the indexused 's LI - (costs/sales)] 

Table 5.6 also reveals the modest pace of restructuring in Ukraine. Employmeint decline 

over a six-year period does not match the decline in sales or output and there is also 

little evidence of investment in new technology or products required for long run 

restructuring (Estrin, Gelb and Singh, 1995). The ratio of investment to output does not 

exceed 7% in any year after 1991 and was below 5% after 1994. As a result, the 

Ukrainian capital stock is found to be typically very old. 
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Capital Stock and Investment 

The vintage of the capital stock in Ukrainian firms is old with 46.5% of machines more 

than 15 years old and only 9% are less than five years old. With obsolete equipment, 

long term restructuring may take a long time to yield improved performance. Thus, any 

recovery in the Ukrainian economy is likely to be limited by the obsolescence of the 

capital stock. 

Table 5.7 - Capital Equipment in use by age category (%) 

Variables Mean (S. D. ) 

0-5 years old 9 
(16) 

5- 10 years old 20 
(22.5) 

10 - 15 years, old 24 
(23) 

More than 15 years old 46.5 

No of observations 

(33) 
150 

Ukrainian firms have been doing very little investment, as we saw in Table 5.6. We 

asked companies whether they had borrowed money: 79.5% of firms answered 

positively. These saine firms were then asked about the origins of the loans and their 

evolution over time. The results are presented in Table 5.8. 
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Table 5.8 - Investment and Finance (% of firms in sample) 

MEAN (S. D. ) 

Variables 1991 1992 1993 1994 1995 1996 

% of firms having borrowed money 79.5 

of which: 
from - private bank 30 33 42.5 49 59 54 

(46) (47) (49.5) (50) (49.5) (49.5) 

- state bank 16.5 21.5 15 13 8.5 8 
(37) (41) (35.5) (33.5) (28) (27) 

- government 1 1 1 4 11 2 
(10) (10) (10) (19) (19) (13.5) 

Government assistance received, in form of: 

subsidies 0.7 0.7 0.7 0.7 0.7 1.5 
tax benefits 0.7 0.7 0.7 0.7 1.5 2 
beneficiary loans 0.0 2 3 7 3.5 3 
financing from 8 9.5 6 5 7.5 4 

authorities 

- None 90 87 Iq 0 87 93. 9-1.5 

In 1996,54% of firms borrowing money used private banks. As highlighted in Table 

5.8, this proportion has been rising since 1991, as loans from the state banks have 

reduced. This largely reflects the privatisation of the banking sector. The table also 

shows that the government is only playing a small role in openly financing the 

enterprise sector, either through debt or subsidy. From 1991 to 1996 around 90% of 

Ukrainian firms in the sample received no government assistance at all and only 21/'o 

were borrowing directly from the government in 1996. However, there are a number of 

indirect and hidden means for the government to provide subsidies to the enterprise 

sector. Firstly, an enterprise can owe tax arrears. In a period of high inflation, even a 

delayed tax bill will save a company a lot of money, by reducing the real amount to be 
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paid. Secondly, when the government guarantees payment for oil and gas supplies from 

domestic or foreign suppliers they may not get round to collecting the debt from the 

purchasing enterprise. Incidentally, the government itself may stall and negotiate over 

paying the bill to a foreign company such as Gasprom. This is a regular agenda item 

when the leaders of Ukraine and Russia meet. 

Profitability 

Ukrainian data on profitability is unreliable and the effects of hyperinflation on asset 

and stock valuation exacerbate the difficulties. We have used a proxy for profits which 

is costs as a percentage of the value of output. If costs are lower than the sale value of 

output, i. e. less than 100% of the sales value, then the company is profitable. However, 

if costs exceed revenue, i. e. are higher than 100% of the sale value, 'losses are made. To 

ndicate trends in this area., Figures 5. h to 51 report %costs as a percen-cage of output by 

enterprise size class (Figure 5. h), by ownership (Figure 5. i), by region (Figure 5j) and 

by sector (Figure 51). 

Figure 5. h shows that our proxy for profitability commences low in most size classes, 

improves slightly until 1993/1994 and then deteriorates sharply. All size classes are on 

ave. tage loss making by 1996, though only three of the six are so in 1995. 
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Figure 5. h- Costs as a% of Output by No of employees 
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The Ilosses are by far the greatest, as a -proportion of' costs in very large enterprises 

empjoying more than 3000 people. Costs exceed output by over -10% in these fu. -nis 

from 1994 and they are twice as high as the output level by 1996. This suggests that 

parlicular problems for the Ukrainian economy are concentrated in these fimis. It is 

disappointing to see that even the smallest firms, employing fewer than 100 workers, 

slipped into loss by 1996, and the situation is even worse in middle sized enterprises 

'100-500 workers. Although the losses were less deep for this category, they employing . 

occurred more frequently. 

In Figure 5. i we report costs as a percentage of output for the three main ownership 

categories - state, insi er and outsider - defined in 1996. The "Other" category includes 

all firms that do not fit in any of the first three categories. 
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Figure 5A - Costs as a% of Output by Ownership 
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In the early period of transition, 1991-93, profitability as measured by costs/outptit was 

broadly similar in all the firms later to be pri-iatised. However. performance began to 

-ý, -ar'$7markedly from 1994. In 1995, Firms owned by insiders on average made profits 

while all other categories on average broke even or made losses. This might indicate 

that managers and workers, with the benefit of their superior inside information,, 

managed to buy the firms with the best prospects of cost cutting possibilities. However, 

as the future outlook will also depend upon the ability of the insider owners to generate 

revenue, they will need to undertake more restructuring measures such as developing 

existing products and/or launching new products while finding new domestic and/or 

foreign markets. Insiders are not necessarily the best owners to develop the most 

effective revenue generation strategies. So any advantage that they gain from buying the 

best companies may prove to be transient. 
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The deteriorating profitability situation in 1996 was concentrated especially in the state 

sector and in outsider owned firms. Figure 5. j looks at the profitability of our sample by 

describing the ratio of costs to output by region in each year. We saw in Figure 5. h that 

larger finns are less profitable. There are bigger firms in Uvivska (see Figure 5. g) and 

therefore firms could be less profitable in this region. 

Thus, we would expect some endogeneity between these results and those by sector 

reported in Figure 4J. 

Figure 5. j- Costs as a% of Output by Region 
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The results show that the "profitability" of firms deteriorated least in Kyivska and 

L'vivska. In the case of L'vivska, this is surprising, as it is a region with large finns on 

average. The decline was most marked in Ivano-Frankisvska, which was predicted. The 
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decline in Dnepropetrovskaya could be linked to the preponderance of heavy industry in 

the oblast. 

Figure 5. k shows profitability by sector. In general we would expect all sectors to have 

had their profitability artificially boosted during the years of near hyperinflation in 

1992/1994. Conversely, following the monetary tightening after 1994, we would expect 

profitability to fall. We might also expect heavy industry to be less profitable than other 

industrial sectors due to he loss of markets in the FSU ind COMECON. 

Figure 5. k - Costs as % of Output by Sector 
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As expected, all sectors showed a rise in profitability in the middle of the period 

(1993/1994). During this period many companies benefited from windfall inflationary 

gains on stock valuation. The monetary tightening from late 1994 had a dampening 

effect on profitability with all sectors showing a decline in profitability in 1996. 
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In terms of sectors, costs exceeded output in most years in agriculture, while there were 

"profits" in most years in the chemical sector (including petro-chemicals) and 

pharmaceuticals. The deterioration in "profitability" was most marked in 1995/6 in the 

textile sector, construction materials, wood and machine building. The textile and 

wood/paper/pulp products sectors are more often in the west whilst trends in the 

niachine-building and construction sectors affect the East more. This is the source of the 

endogeneity between profitability by region and by sector mentioned above. 

A key driver of performance is the behaviour of costs. We would expect the pattern of 

costs to have changed significantly over the period 1991-1996. This was a period of 

high and variable rates of inflation with a large t-ise in ftiel and --iiergy costs. We would 

expect the share of wages in costs to have fallen during the near hyperinflatio-a of 1992- 

1994 as prices rose faster than wages. The share of wages c. ould catch up in later years. 

As the price of fijel and energy rose following the break-up of the Soliiet Union (see 

Chapter 2) our expectation is that the share of fuel and energy costs -ý%Tould rise. 
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Table 5.9 - Components of Costs (as % of costs) 

MEAN (S. D. ) 

VARIABLES 1991 1992 1993 1994 1995 1996 

Wages and salaries 18 15 12.5 12.5 15 18.5 
(12) (10) (10) (9) (10) (9.5) 

Social security taxes and 6.5 6 7 6.5 7 8.5 
other basic taxes on wages (7.5) (4) (5.5) (5) (4.5) (5) 

Material inputs 66 63.5 63.5 65 61 55.5 
(21.5) (20) (20) (19) (19) (19) 

Fuel and energy 10 8.5 12 12 12.5 12 
(12) (9) (12) (11.5) (11.5) (11) 

Depreciation 3 2 1.5 1 3 6 
(7) (2) (2) (1.5) (4) (7) 

Overall, there have not been huge changes in the structure of costs. 'T'he proportion of 

wages in costs acted as expected. The share of wages in costs, already rather lo, %v M 

1991, MI further in 1993-94 but has since returned to its previous level. There was less 

of a jump in fuel and raw material costs compared to our expectations. The share of 

material costs has gone down because firms are producing less output, while the share 

of energy'llias gone up. The share of taxes has hardly changed. 
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Employment 

A second indicator influencing profitability and revealing the level of restructuring of a 

firm is its level of employment. Ukraine started the transition with overmanning in 

many enterprises (IMF, 1996). In addition, by 1996, sales had fallen by two thirds, 

whereas employment had only fallen by 40%. Therefore one can conclude that 

overmanning had got worse. We would expect firms to feel that they have too many 

workers on their books. A countervailing argument is that firms wish to keep workers 

on their books in the hope of better times ahead and they can do this at little cost. They 

do not pay workers on unpaid leave and often do not pay the other workers in full or on 

time. There was an average 3.8% of the workforce on unpaid leave at the time of the 

survey. We would also expect worker shareholders to p. ressure managers to maintain 

employment. 

Table 5.10 - Employment 

VARIABLES 

Too high by more than 30% 

Too high by 20 - 30% 

Too high by 10 - 20% 

Slightly too high by 5- 10% 

Employment level about right 

Too low by 5- 10% 

Too low by more than 10% 

Difficult to say 

Based on, 
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Table 4.10 suggests that there is still a significant amount of labour hoarding in 

Ukrainian firms, despite the sharp drop in employment. More than half of the firms in 

the sample reported that their employment levels were too high and more than a quarter 

that over-manning was greater than 30% of the labour force. Interestingly, when asked 

why they did not reduce employment further, 70% of firms with over-manning 

responded that a recovery in output and demand was expected. A total of 49% cited the 

cost of severance pay as a reason for not reducing further employment. This shows that 

severance costs may be hindering restructuring. A smaller 34% noted social and e"thical 

reasons for not laying workers off. Anecdotally, the author noticed that many general 

directors had patriarchal attitudes wishing to 'look after' their workers. This behaviour 

also impedes restructuring. Workers' resistance and the role of employees as 

shareholders were noted by a further 19% of firms. As expected, worker shareholders 

would seem to influence managers to keep -. mploym---. nt above the optimal level. 

Figure 55.1 shows the average level of employment of firms from 1991-1996. 'it sorts 

finns into the SPF size categories using 1991 data. It then tags these firms and traces 

them through the following six years. We have used 1991 figures for several reasons. 

Firstly, it was the last official year of the Soviet planning system (although vestiges of it 

remain to this day as outlined in Chapter 2). Secondly, a firm that was large in 1991 will 

probably still have the characteristics/issues related to a large firm even if it has shrunk 

since. Thirdly, it was necessary to choose a reference point and 1991 is a date before 

privatisation took place. Fourthly, it is the first year in our data set. 
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Our expectation is that the largest firms will shrink most due to the disruption to their 

markets/operations from the break-up of the common trading area of the Soviet Union 

and COMECOM and the subsequent precipitant decline in the Ukrainian economy. 

Large firms will also be less flexible than smaller firms and thus find it harder to adapt 

to the new economic conditions. 

Figure 5.1 - Size of firms 1991-1996 using SPF size 
categories on 1991 employment figures 

6000 

5000 

4000 

3000 

1)000 

1000 

in <50 im 50-100 Ei 100-200 Ei 200-500 a 500-1000 n 1000-3000 im >3000 

Our expectations proved to be the case. It can be seen that average employment levels 

are falling in all firms that employed more than 200 workers in 199 1. However, the 

decline is most marked in the very largest enterprises, which employed more than 3006 

workers in 1991. In contrast, average employment in the smallest firms, a non-existent 

category pre-1991, tended to rise very slightly between 1991 and 1996. This suggests 

that Ukraine has been following the pattern in the size distribution of firms common to 

all transition economies (see World Bank Development Report, 1996), with the share of 
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the very largest firms, which was enormous pre-reform, shrinking while the deficiency 

in the share of small firms begins to improve. 

Restructuring 

We will now turn to the issue of Restructuring. The following tables will show the level 

of restructuring 1-indertaken by the firms in the sample. We will start by analysing the 

qiualitative data on restructuring. Wehad 26 qualitative questions on restructuring in our 

survey. Each question was answered by a qualitative response scaled from 1, 

representing no change at all, to 5 indicating that everything has changed, On average, 

the extent of restructuring in Ukrainian enterprises is very low. For the 26 questions on 

a one-to-five scale, the highest average scor, -., is 3.78 for mange in itwentory policy and 

Jý ,ss than 2.0 ffie lowest is 1.18 tbr change in -. -tew loans, The aggregate score is K: 

- and less, than (representing small amount of charige) iii 12 areas of the 126, 

(representing moderate change) for 23 questions out of 26. G lven the disniption to 

distribution networks and trading relationships referred to in Chapter /I., we might expect 

very high scores for changing distribution networks, changing suppliers and seeking 

new domestic markets. All three areas score more than 3. However, there are also 

surprises. Given the rise in the cost of cnergy, we might expect most firnis to - he 

attempting to save on energy inputs. 'rhe average is only 2.01 indicating less than 

moderate change. We might also expect Ukrainian firms to be disposing of social assets 

as the local authorities take on some of the 'social' role of enterprises. However, it 

averages only 1.7, which represents less than a small amount of change. The following 

table presents the mean and standard deviation of all 26 restructuring questions. 
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Table 5.11 - Restructuring variables (Mean and Standard Deviation) 
1 change in sector of activity 1.41 

(0.93) 

2 changing product mix within traditional strategy 2.60 
(1.28) 

3 improvement in product quality 2.56 
(1.08) 

4 improve marketing 2.82 
(1.18) 

5 seeking new domestic markets 3.05 
(1.13) 

6 change product price relative to competitors 2.24 
(0.93) 

change in inventory policy 3.78 
(1.41) 

8 change distribution network 3.41 
(1.39) 

9 increasing export efforts 2.20 
(1.26) 

10 new investments or change in technology 2.16 
(1.16) 

11 reducing material inputs 2.05 
(0.95) 

12 change suppliers 3.20 
(1.42) 

-13 saving on energy inputs 2.61 
(1.03) 

'14 disposing of social assets 1.70 
(II . Cj 5) 

15 disposing of assets (other than social assets) 1.50 
(0.79) 

16 closing of plant/shop 1.60 
(0.97) 

changes in management structure 2.46 (1.25) 

18 changes in management personnel 2.69 
, "I .. 5) 

i9 change in composition of the Board of Directors 1.69 
(1.17) 

20 reschedule loans 1.67 
(1.04) 

21 obtain new loans from banks 1.76 
(1.15) 

22 obtain new loans from other (non-bank) sources 1.18 
(0,65) 

23 lengthening period for payables 1.97 
( , 1.11) 

'14 reducing outstanding receivables 2.04 
(1.00) 

25 changing bank connections 1.93 
(1.43) 

26 seeking foreign investors/partners 1.98 
(1.18) 

TOTAL 2.24 1 
(0.65) 
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Restructuring by Ownership 

Table 5.12 presents sub-samples of the restructuring variables by dominant owner. The 

average score of restructuring for all ownership groups is very similar, ranging from 

2.17 for Outsider Owners to 2.38 for firms with no clear owner. It is surprising that 

outsider owners appear to be restructuring less than all other dominant owner types. In 

particular they are disposing of non-social assets less than other owners. We saw in 

Chapter 2 that the government had put restrictions on the behaviour of some outside 

owners. Before privatisation, the government made soine buyers sign commitments to 

keep certain plants open or maintain a certain level of employment etc... Therefore, part 

of what we are seeing may be explained by restrictions on the freedom of manoeuvre of 

outsider buyers of privatised firms. Outsider owners are also changing their sector of 

activity less than other types of owners. They are saving less on energy or material 

inputs but they are more likely to change suppliers. 

Insider owners are changing product inix, improving inarketing and rnaking new 

investments more than other categories of owneis. Once again this is surprising given 

the conservatism of many insider owned firms and the difficulties they have in securing 

finance for new investments (see Chapter 3). We have already seen earlier in this 

chapter that they were achieving the highest level of profitability when proxied by costs 

as a percentage of sales value. This showed their ability to cut costs in comparison to 

other ownership categories. 

State owners are rescheduling loans less and securing new bank loans less than other 

owners. They are also changing their bank connections less. This might indicate that 

state owned firms are less dependent on bank finance than other owners. However, state 
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owned enterprises are also investing less, which indicates that they may be avoiding 

difficult restructuring decisions. The low scores on the finance restructuring variables 

could be linked to the withdrawal from the official economy to the 'virtual' economy 

(Ickes and Gaddy, 1998). 

Finns with no clear owner appear to be restructuring more than other owners. They are 

-mere effective at changing distribution systems and inventory policy than other owners. 

However,. they are changing their product mix and securing new bank loans less than 

other owners. 
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Table 5.12 - Restructuring variables by dominant owner 

Restructuring variables Insider Outsider State No clear Tot 
Owned Owner al 

change in sector of activity 1.35 1.25 1.65 1.78 1.41 
(0.81) (0.78) (1.09) (1.35) (0.93) 

changing product mix 2.86 2.41 2.60 2.11 2.60 
(1.29) (1.21) (1.23) (1.37) (1.28) 

improvement in product quality 2.74 2.30 2.55 2.56 2.56 
(. 1.06) (1.13) (0.94) (1.10) (1.08) 

improve marketing 2.91 2.68 2.80 2.89 2.82 
(1.16) (1.18) (1.28) (1.18) (1 18) 

Seeking new domestic Markets 3.12 2.91 2.85 3.33 3.05 
(1.13) (0.98) (1.14) (1.46) (1.13) 

Change product price rel. to competitors 2.25 2.16 2.20 2.41 2.24 
(0.88) (0.81) (1.01) (1.33) (0.93 

Change in inventory policy 3.76 3.70 3.70 4.11 3.78 
(1.41) (1.44) (1.59) (1.18) (1.41) 

change distribution network 3.42 3.61 2.75 3.65 3.41 
(1.40) (1.32) (1.52) (, 1.27) (1.3 

increasing export efforts 2.23 2.27 2.35 1.71 2.2-0 
(1.29) (1.32) (1.18) . 26) 

new investments/change in technology 2.43 2.09 1.70 1.89 2.16 
(1.12) (1.16) (1.03) (1.32) 'x1.16) 

reducing material inputs 2.08 1.86 2.10 2.39 2.0,55; 
(0.90) (0.88) (0.97) (1.20) k'0.95) 

change suppliers 3.14 3.34 3.40 2.89 3.20 
(1.40) ý 1.46' ) (l. 35) (1.53) (1.42) 

saving on energy inputs 2.53 _ 2.45 _. _ 2.95 2.89 2.61 
(1.04) (1.04) (1.00) (0.90) (1.03) 

disposing of social assets 1.52 1.75 2.05 1.82 1,70 
(0.95) (-1.10) (1.05) (1.24) 1,1.05) 

disposing of assets (non social) 1.45 1.39 1.80 1.65 1.1,501 
(G. 83) (0.58) (0.77) (1.06) 10 . 791 kj 

closing of p! ant/shop 1.48 1.57 2.10 1.59 1.60 
(0.95) (0.73) (1.29) (1.06) (. 0.97) 

changes in managemerýt structure 2.21 2.50 2.85 2.83 2.46 
(1.21) (1.27) (1.04) (1.42) (1.25) 

changes in management 2.50 2.59 3.15 4 3.1, 2.69 

. 
(1.06) (1.14) (1.08) ý1.15) 

change in of the Board of Directors 1. 70 1.56 1.70 2.00 1.69 
(1.20) (1.00) (0.82) (1.66) (1.17) 

reschedule loans 1.61 1.73 1.59 1.92 1.67 
(0.99) (1.00) (1.00) (1.44) (1.04) 

obtain new loans from banks 1.90 1.59 1.29 2.23 1.76 
(1.16) (1.09) (0.77) (1.48) (1-15) 

obtain new loans from other sources 1.22 1.17 1.19 1.00 -1.18 
(0.70) (0.62) (0.75) (0.00) (0.65) 

lengthening period for payables 1.88 1.77 2.22 2.60 1.97 
(1.09) (0.96) (1.26) (1.18) (1 . 11) 

reducing outstanding receivables 1.98 2.02 2.06 2.33 2.04 
(0.95) (0.96) (0.94) (1.35) (1-00) 

changing banK connections 1.90 2.00 1.56 2.31 1.93 
(1.42) (1.53) (1.15) (1.45) (1.43) 

seeking foreign investors/partners 2.00 2.00 1.94 1.86 1.98 
(1.24) (1.12) (1.06) (1.35) (1-18) 

TOTAL 2.24 2.18 2.27 2.38 2.24 
(0.67) (0.67) (0.65) (0.70) (0.65) 
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Restructuring by Size 

We have a clear pattern to restructuring according to the size of finn. There is a steady 

increase in the level of restructuring as firm size increases from 1.95 for the smallest 

firms to 2.46 for the largest. This is perhaps not surprising as large firms need to 

restructure more. They started the transition with more social assets, have more non- 

core, non performing assets and used more energy. We have also seen that large firms 

have had -the worst record of profitability which may have persuaded managers to 

undertake more restructuring measures. Large firms are disposing of social and non- 

social assets and saving on energy more than smaller firms. There are also greater 

potential returns to restructuring for large finns. On the other hand, we have seen that 

larger firms are more likely to be state-owned, which., as we have just seen, it-. ern to 

restructure less in terms of finaiicing/linvestmei its. This wouICL lead us to think that largc 

firms are more pro-active 'in restructuring the asser. ý, ý! hat they hav-- inherited. rhe type 

of restructuring measures taken by larger firirns-.. lead to short-tenii, i. m7proved 

perfonnanc%-,.,. 
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Table 5.13 - Restructuring variables by size (number of employees) 

Restructuring variables 50- 100- 200- 500- 1000- Over 
100 200 500 1000 3000 3000 Total 

change in sector of activity 1.00 1.5 1.4 1.3 1.6 1.4 1.41 
(0.00) (1.08) (0.84) (0.87) (1.30) (0.79) (0.93) 

changing product mix 2.30 2.9 2.5 2.3 3.0 3.0 2.60 
(1.25) (1.32) (1.22) (1.28) (1.40) (1.15) (1.28) 

improvement in product quality 2.70 2.5 2.5 2.6 2.4 3.1 2.56 
(1.06) (1.27) (1.01) (1.13) (1.09) (0.69) (1.08) 

improve marketing 2.60 2.3 2.8 3.0 2.9 3.9 2.82 
(1.07) (1.30) (1.10) 1,1.26) (1.04) (0.69) (1 18) 

seeking new domestic markets 2.90 2.8 3.2 3.1 3.0 3.3 3.05 
(0.99) (1.17) (0.99) (1.24) (1.25) (1.38) (1.13) 

change price rel. to competitors 20 22 2.0 2.1 2.4 2.5 2.5 2.24 
(0.79) (0.93) (0-80) (0.99) (1.14) (1.05) (0.93) 

cii-an-ge in inventory policy 3.10 3.3 3.9 3.9 4.1 3.3 3.78 
(1.73) (1.64) (1.30) (1.40) (1.23) (1.38) (1.41) 

change distribution network 3.20 3.3 3.4 3.8 3.2 3.6 3.41 
(1.14) (1.61) (1.35) (1.39) ', 1.51) (1.13) (1.39) 

increasing export efforts 1.70, 1.7 1.9 2.4 3.1 2.7 2.20 
(1.25) (1.04) (1.09) (1.32) (1.28) (1.11) (1.26) 

new investments in technology 2.00 2.4 2.0 2.3 2.2 2.3 2.16 
(1.25) (1.33) (1.02) (1.28) (1.15) (1.25) (1.16) 

reducing material inputs 2.20 2.0 2.0 T-9 -2.4 2.1 2.05 
(1.03) (0.98) (0.84) (1.00) (1.05) (1.07) (0.95) 

change suppliers 3.10 3.0 3.2 3.3 3.4 3.1 3.20 
(1.37) (1.58) (. 1.47) (1.48) (1.22) (1.35) (1.42) 

saving onenergy inputs Z60 -2. -6 2.5 --2. -7 -- 2.6 3.0 2.61 
iO. 97) (0.90) 

- 
(1.05) (1.12) (J. 14) (0.82) 

- - 
(1.03) 

'- - - disposing of social assets 1.20 i-. 4 1.6 2.0 2.7 f 
. 70 

(0.42) (0.96) (1-09) (0.75) (1.13) 
--- 

(1.25) (1.05) 

disposing of assets (non social) 1.50 1.4 1.4 1.4 .9 1.50 
(1.08) (0.58) 

- - 
(0.75) (0.80) (0ý85) (0.90) (0 -fq) kciosing 

of plant/shop 1.20 - - 1.5 1.5 1.9 1.5 2.0 1.60 
(0.63) (0.90) (0.87) (1.31) (0.74) (1.00) (0.97) 

changes in management 1.60 2.4 2.4 2.4 2.7 3.7 2.46 
(0.97) (1.23) (1.28) (1.24) (1.17) (0.95) (1.25) 

Changes in management 2.40 2.2 2.9 2.7 2.7 2.7 2.69 
personnel (1.26) (1.20) (1.08) (1.15) (1.16) (1.25) (1.15) 

change in the Board of Directors 1 1.13 1.6 1.6 1.8 2.0 1.4 1.69 
(0.35) (11.15) (1.19) (1.17) (1.37) (0.79) (1.17) 

rI eschedule loans 
r 1.40 1.7 1.7 --f r - 1.6 1. ý 1.67 

(0.97) (1.06) (1.02) (. 1.15) (1.12) (0.55) (1.04) 
ýobtain 

new loans from banks 2.00 1.7 1.6 1.7 2.0 2.0 1.76 
(1.25) (1.19) (0.93) (1.09) (1 37) (1.41) (1.15) 

new loans from other sources 1.10 1.2 1.1 1.1 1.4 1.18 
(0.32) (0.71) (0.54) (0.58) (0.86) (1.13) (0.65) 

lengthening period for payables 1.60 1.9 2.1 2.1 1.8 2.0 1.97 
(0.97) (1.18) (1.13) (1.17) (1.01) (1.26) (1.11) 

.1 
2.3 2.0 1.8 2.04 

(0.52) (0.79) (0.93) (1.15) (1.23) (0.75) (1.00) 

changing bank connections 1.50 1.7 2.2 1.8 2.0 1.9 1.93 
(1.27) (1.38) (1.55) (1.38) (1.32) (1.57) (1.43) 

seeking foreign 1.20 1.6 2.0 2.2 2.5 1.7 1.98 
investors/partners (0.63) (1.07) (1.15) (1.18) (1.36) (0.95) (1.18) 

TOTAL 1- 96 2.10 2.22 2.30 2.4 2.46 2.24 
(0.70) (0.61) (0.69) (0.71) (0.66) (0.76) (0.65) 
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Restructuring by region 

There is little difference between the average level of restructuring between the seven 

regions. The level ranges from 2.0 for Kyivska to 2.4 for Khmel'nyts'kaya. We 

discussed earlier the differences between western and eastern Ukraine. Many authors 

lead us to expect that attitudes in the west are more pro-reform and more western 

orientated while the east is more pro-Russian. more left wing and more hostile to private 

ownership (Khmelko, 1996). Therefore, we were expecting a difference in restructuring 

efforts between east and west. However, there is little difference in the overall mean and 

standard deviation between the L'vivska in the West and Dnepropetrovskaya in the 

East. 

"Y"he situation is mixed within the various regions observed. They all seem to achieve 

high scores oil a few restructuring measuces, but this is compensated by a below average 

performance on other -measures. 
Odesskaya is a port -in the south of Ukraine. However, 

against expectatiors, firms in this region are increasir)g export efforts less than, average. 

They are also disposing of social assets less. 

Firms in Khmel*'nyts'kaya achieve higher scores on improving product quality, 

changing distribution networks, making new investments, changing technology and 

increasing the period for payables. They are reducing material inputs most but disposing 

of non-social assets least. 

Firms in Kharkiva in the north east change management structure and personnel most 

but have changed the composition of the Board of Directors least. They also reschedule 

loans less and obtain new bank loans less. 
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Firms in Kyivska are restructuring the least. However, they are changing their inventory 

policies more than other regions. None of the firms in Kyivska are changing their sector 

of activity or obtaining loans from new non-bank sources. They are also changing their 

product mix less, improving product quality less, responding to price competition less 

and making less new investments. They are disposing of fewer social and non-social 

assets, changing management less, changing their bank connections less and seeking 

foreign investors or partners less than other regions. 

Firms in Uvivska seek new domestic markets least but change their prices in relation to 

competitive pressures most. They dispose of non-social assets most and of social assets 

more than average. They also seek foreign investors or partners most. This may be 

I tinked to their geographical proximity to Europe and to the more pro-reform attitude of 

the population in Uvivska (Khmelko, 1996). However, firms in the other western 

region, Ivano-Frankivskivska changetheir distribution network and their suppliers 1east. 

Firms in the eastern oblast of Dnepropetrovskaya are restructuring in a similar way to 

finns in the western oblast of L'vivska. In Dnepropetrovskaya, firms are disposing of 

social assets more. They are disposing of non-social assets second only to L'vivska. 

They are also rescheduling loans more, equalling the score achieved in Uvivska. 

However, they are increasing export efforts less. These results show that regional 

location does not appear to be the simplistic predictor of firm restructuring as the 

literature had led us to believe. 
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Table 5.14 - Restructurin variables by region 
nestructuring variables 1 2 3 4 5 6 7 

Total 
change in sector of activity 1.25 1.58 1.04 1.00 1.38 1.50 2.00 1.41 (0.85) (1.28) (0.20) (0.00) (0.74) (0.94) (1.14) (0.93) 

changing product mix 2.71 3.00 2.75 2.21 2.63 2.43 2.47 2.60 (1.16) (1.44) (1.42) (1.50) (1.19) (0.94) (1.07) (1.28) 
Improve product quality 2.67 2.92 2.50 2.29 2.38 2.79 2.40 2.56 (1.20) (1.02) (1.14) (1.20) (1.19) (0.80) (0.93) (1.08) 

improve marketing 2.75 3.17 2.67 2.96 2.50 2.79 2.73 2.82 
(1.19) (1.05) (1.17) (1.08) (1.41) (1.58) (1.11) (1.18) 

seeking new domestic 3.21 3.25 3.08 2.83 2.50 3.07 3.03 3.05 
markets (1.14) (1.11) (1.10) (0.96) (1.20) (1.14) (1.30) (1.13) 

change price rel. to 2.04 2.33 2.17 9-6 2.83 2,50 2.34 2.24 
competitors (0.86) (0.92) (0.92) (0.88) (1.33) (0,76) (1.01) (0.93) 

change in inventory policy 4.25 4.00 3.96 4.42 2.63 2.64 3.40 3.78 
(0.79) (1.41) (1.46) (1.35) (1.60) (1.34) (1.33) (1.41) 

change distribution network 
rc 

3.50 3.88 3.79 3.67 2.50 2.36 3.21 3.41 
(1.35) (1.30) (1.35) (1.40) (1.31) (1.50) (1.21) (1.39) 

qUAFUI L VI IVI LnP 4. UU 4. %: ) 0 Z. 14 z 
19-1. 

U4 Z. tD Z. 60 ]. ýIlj 'r-, 
. 
2- U 

(I ý25) (1.31) (1.35) (1 ý 19) (1.16) (1.55) (1.09) (1.26) 
new investments or change in 2.29 2.38 2.33 1.83 2.25 2.21 1.97 2.16 
technology (1.12) (1.21) (1.34) (1.01) (1.49) (0.89) (1.18) (1.16) 
reducing material inputs 2.08 2.46 1.79 1.58 1.88 2.43 2.17 2.05 

(078) (0.98) (0.98) 
- 

(0.78) (1.13) (0.85) (0.99) (0.95) 
cýhange suppliers 3.17 3.46 3.54 S 0-4 -3.50 2,43 3.17 3.2 0 

(1.49) (1.61) (1.53) "1.52) (1.20) (1.34) (1.05) (1.42) 
saving on energy inputs 2.79 2.63 3.00 2.08 2.50 '2-. 79 2.50. 2.61 

(1.10) (0.92) (1.02) '0.93) (1.20) (0.70) (1.11) (1.03) 
disposing of social assets 1.63 1.42 1.63 1.49 2.00 1.71 2.21 1.70 

(1 17) (0.72) (1.13) (0.93) (0.93) (0.53) (1.23) (1.05) 
disposing of assets (non 1.500 1.21 1.67 1.29 2.25 1.29 1.69 1.50 
social) (0.83) (0.41) (0.96) 

- - 
(0.62) (1.16) (0.47) (0.81) (0.79) 

closing of plant/shOD 11.88 1.96 1.25 5 1.13 2.43 1.29 1.72 1.60 
k (1.23) (1.12) (. 0.61, - !, 0.34) (1.27) (0.61) (1.00) (0.97) 

cilhanges in management 2.79 2.79 2.38 -1.58 -2-. 75- - 2.43 2.63 2.46 i 
(1.28) (1.18) (1.31) (1.06) (1.49) (0,85) (1.22) (1.25) 

changes in management 2.67 2.88 3.00 2.21 2.75 2.79 2.63 2.69 
personnel (1.05) (1.30) (1.25) (1.14) (1.39) (0.80) (1.10) (1.15) 

change in composition of the '11.16 1.63 1.14 1.62 2.71 1.75 2.38 1.69 
Board of Directors (0.37) (1.13) (0.65) (0.86) (1.89) (1.22) (1.47) (1.17) 

reschedule loans 1.70 1.70 1.25 1.83 2.00 1.43 2.00 1.67 
(0.97) (1.02) (0.53) 27) (1.19- (1.26) (0,85) (1.22) (1.04) 

obtain new loans from banks 1.57 1.78 1.35 1.46 2.14 2.36 2.19 1.76 
(0.84) (1.17) (0.83) (0.93) (1.46) (1.39) (1.44) (1.15) 

new loans from other sources 1.04 1.17 1.13 1.00 1.50 1.27 1.53 1.18 
(0.21) (0.64) (0.45) (0.00) (1.22) (0.65) (1.18) kO. 65) 

lengthening period for 1.91 2.68 1.83 1.75 1.83 1.64 1.96 1.97 
payables (1.15) (1.25) (1.13) (0.99) (0.75) (0.84) (1.07) (1.11) 
Reducing receivables 2.00 2.17 2.29 1.78 2.17 1.86 2.05 2.04 

(0.93) (1.07) (1.08) (1.04) (0.98) (0.66) (1.05) (1.00) 

changing bank connections 1.79 1.87 1.83 1.68 2.50 1.71 2.46 1.93 
(1441 (1.69) (1.61) (1.43) (1.38) (0.83) (1.22) (1.43) 

seeking foreign 2.25 1.91 1.61 1.59 2.57 2.43 2.05 1.98 
investors/partners (1.29) (1.04) (0.99) (1.14) (0.98) (1.34) (1.23) (1.18) 

TOTAL 2.25 2.41 2.21 2.01 2.38 2.16 2.34 2.24 
(0.77) (0.78) (0.84) (0.81) (0.45) (0.55) (0.48) (0.66) 

' 1=Odesskaya; 2=KhmeI'nyts'kaya; 3=Kharkiva; 4=Kyivska; 5=L'vivska; 
6=1vano-Frankivskivska; 7=Dnepropetrovskaya 
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Restructuring by industry 

We expect there to be a link between profitability and restructuring. The more profitable 

sectors may be under less pressure to effect restructuring. In total, wood/paper/pulp 

companies appear to be restructuring most while pharmaceutical companies are 

restructuring least. This conforms to our expectations as pharmaceuticals are the most 

profitable sector while wood/paper/pulp made serious losses in 1996. 

Metals are changing product price in reaction to competitive pressure less than other 

sectors. The chemical sector is improving marketing, seeking new domestic markets and 

changing prices in reaction to competition more than other sectors. 

T Machine building Ifirms are disposing of social assets more than other sectors bw they 

are improvingi, product quality less and making less new investments or changing 

technology less than other sectors. Machine-builders may be reacting in this way dpe to 

the dire financial performance of the sector, which may have forced asset dislPosals and 

constrained the ability to invest and to apgrade quality. 

Wood/paper/pulp firms are changing their product mix most. 'rhey are also changing 

management structure and personnel most. However, they are increasing their export 
I 

. Ibrts least. Construction materials are disposing of social assets less and rescheduling ef 

loans less and obtaining less new loans. Textiles firms, are changing their Board of 

Directors less but are changing management personnel more than average. 

Agricultural firms are seeking new domestic markets, making more new investments or 

changes in technology and obtaining more new bank loans than other sectors but they 

150 



are disposing of social and non-social assets less than average. Phannaceutical firms are 

reducing material inputs and saving on energy less than other sectors. Restructuring 

may have seemed less urgent in this sector as it has made profits each year from 1991. 
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Table 5.15 - Restructuring variables by industry sector 

Restructuring Metal Che- Ma- Wood Const Tex- Agri- Phar- 

variables mical chine ruc- tiles cul- ma- Total 
Buil- tion ture ceutic 
ding als 

change in activity 1.00 1.50 1.75 1.80 1.21 1.27 1.23 1.20 1.41 
(0.00) (0.76) (1.32) (1.79) (0.54) (0.46) (0.69) (0.42) (0.93) 

changing product mix 3.50 3.38 2.65 3.80 1.95 3.27 2.50 1.80 2.60 
(0.71) (0.92) (1.41) (1.10) (0.85) (1.39) (1.17) (1.23) (1.28) 

product quality 1.50 2.75 2.13 2.60 2.53 2.87 2.83 2.50 2.56 
(0.71) (1.04) (0.99) (1.34) (0.96) (1.13) (1.06) (1.18) (1.08) 

improve marketing 2.50 3.25 2.83 2.60 2.53 2.80 2.90 2.80 2.82 
(2.12) (1.04) (1.08) (1.52) (0.90) (1.21) (1.31) (1.32) (1.18) 

new domestic markets 2.50 3.25 2.93 3.00 2.84 3.07 3.25 2.70 3.05 
(2.12) (1.16) (1.23) (1.22) (0.90) (1,10) (1.08) (1.25) (1.13) 

product price 1.50 2.38 2.30 2.60 2.06 2.40 2.22 1.78 2.24 
(0.71) (0.52) (1.02) (0.55) (0.87) (0.83) (1.01) (0.67) (0.93) 

inventory policy 4.50 4.13 3.83 4.40 3.00 4.13 3.69 4.10 3.78 
(0.71) (1.13) (1.36) (0.89) (1.49) (1.06) (1.52) (1.66) (1.41) 

distribution network 4.00 3.88 3.50 3.40 2.89 3.07 3.68 2.80 3.41 
(1.41) (1.25) (1.41) (1.34) (1.37) (1.53) (1.25) (1.81) (1.39) 

increasing export 3.00 2.43 2.60 1.60 1.74 2.80 1.89 2.00 2.20 
(1.41) (1.51) (1-19) (0.89) (1.28) (1.26) (1.18) (1.32) (1.26) 

change in technology 2.00 2.25 1.80 2.00 2.11 2.33 2.50 2.00 2.16 
(1.4,11) (1.28) (1.02) (1.73) (1.10) (1.40) (1.13) (1.12) (1.16) 

reducing material 2.00 2.38 2.13 2.80 2.05 2.00 1.96 i. 70 2.05 
inputs (1.41) (1.06) (1.04) (1.30) (1.03) (0.85) (0.82) (0.82) (0-95) 

change suppliers 2.50 3.63 3.48 3.60 2.63 4.00 2.83 3.44 3.20 
(0.71) (1.19) (1.47) (1.34) (1.38) (1.25) (1.42) (1.33) (1.42) 

saving on energy 2.50 2.25 2.98 3.00 2.68 2.93 2.31 2'. 10 2.61 
(2.12) (1.04) (1.03) (1.58) (0.95) k (1.10) (0.85) (3.99) (1.03) 

disposing of social 2.00 1.75 2.10 1.80 1.42 1.73 1.47 1.44 1.70 
assets (1.41) (1.04) (1.06) (1.79) (0.77) (0.88) (1.10) (0.88) (1.05) 

disposing of assets 2.00 1.50 1.68 1.40 1.26 1.80 1.36 1.40 1.50 
(non social ) (0.00) (0.53) (0.76) (0.55) (0.73) (1.01) (0.82) (0.79) (0.79) 

closing of plant/shop 1.50 1.13 1.93 1.60 1.58 2.00 1.38 1.30 1.60 
(0.71) (0.35) (1.14) (0.89) (0.90) (1.30) (0.80) (0.67) (0.97) 

management structure 3.00 2.50 2.90 3.20 2.21 2.47 2.17 2.10 2.46 
(1.41) (1.41) (1.26) (1.64) (1.18) (1.25) (1.10) (1.45) (1.25) 

management changes 3.00 2.63 2.88 3.60 2.74 2.93 2.46 2.20 2.69 
(1.41) (1.51) (1.14) (1.52) (1.05) (1.03) (1.11) (1.23) (1.15) 

Board of Directors n/a 1.67 1.76 3.33 1.68 1.45 1.60 1.50 1.69 
n/a! (1.63) (1.14) (2.08) (1.29) (0.93) (1.10) (0.84) (1.17) 

reschedule loans 1.50 2.00 1.71 1.80 1.44 1.85 1.53 22.2 5 1.67 
(0.71) (1.15) (1.14) (1.79) (0-86) (1.14) (0.85) (1-16) (1.04) 

new loans from banks 1.50 1.71 1.63 1.80 1.44 1.69 2.02 1.86 1.76 
(0.71) (1.11) (1-10) (1.79) (1.04) (0.95) (1.21) (1.46) (1-15) 

new loans from 1.00 1.33 1.08 1.00 1.06 1.27 1.27 1.38 1.18 
other sources (0.00) (0.82) (0.49) (0.00) (0.24) (0.65) (0.81) (1.06) (0.65) 

lengthening period for 1.50 1.57 2.05 1.75 2.06 2.15 1.88 2.22 1.97 
payables (0.71) (0.79) (1.23) (1.50) (1.21) (1.21) (0.98) (1.09) (1-11) 

_ reducing receivables 1.50 1.71 2.18 2.25 2.00 2.50 1.93 1.78 2.04 
(0.71) (0.95) (1.14) (1.50) (0.84) (1.09) (0.88) (0.83) (1-00) 

changing bank 2.00 1.63 1.86 2.00 1.78 1.77 2.20 1.78 1.93 
(1.41) (1-19) (1.42) (2.00) (1.26) (1.24) (1.62) (1.30) (1.43) 

seeking foreign 2.00 2.71 2.11 1.50 1.68 2.00 1.93 1.89 1.98 
investors/ partners (1.41) (1.50) (1.29) (1.00) (1.00) (1.18) (1.14) (1.05) (1.18) 
TOTAL 2.22 2.36 2.34 2.47 2.02 2.41 2.19 2.08 2.24 

(089) (0.83) (0.67) (0.88) (0.57) (0.76) (0.69) (0.67) (0.65) 
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Social Asset Expenditure 

We will now turn to the other restructuring questions in the data set. In the following 

sections, we will look at three other restructuring and performance measures: 

expenditure on social benefits, barter and orientation of production towards export 

trade. Reducing social benefits expenditure is not only a question of costs. It is also a 

signal which shows the willingness on the part of management to make a break with C: i, 

the past. 

Table 5.16 - Level of Social Asset Expenditure in 1996 compared to 1991 

The scale of social benefits has: I% Respondents 

Increased a lot 

Increased a little 

Stayed about the same 

Been cut a little 

Been cut a great deal 

Not applicable 

Difficult to say 

Based on 148 observations 

6 

9 

18 

13 

53 

1.5 

0.0 

A key issue in restructuring enterprises in the former Soviet Union concerns the level of 

social benefits. In the Soviet Union, social services such as housing, medical care and 

holiday accommodation were provided by enterprises. Leaving aside the issue of who 

should provide these social services and how they should be funded, we can expect that 

the boundaries of the firm will reduce as other bodies take on these responsibilities. We 

would therefore hope to see a reduction in the provision of social services by 

companies. The companies in the sample were asked whether they had changed their 

provision of social benefits. Table 5.16 shows that social asset expenditure has been cut 
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in almost two thirds of firms included in our sample, by a great deal in 53% of cases. 

However, social benefits have actually been increased in 15% of the sample's firms. 

Figures 5. m - 5. q, report on the extent of changes in social asset expenditure on a scale 

from I (increase a lot) to 5 (decrease a lot) are reported in graphical form. The higher 

the score, the more restructuring of social benefit expenditure has taken place. 

Neutrality is achieved at 3. 

In Figure 5. m, the enterprises are categorised according to dominant owner. Theory 

would suggest that outside owners would reduce social asset expenditures more than 

other ownership types in order to maximise profits (Shleifer and Vasiliev, 1996). 

Insiders might be expected to increase or maintain social asset expenditure, as they are 

the beneficiaries. We would expect the state to be less Offective at redijcing social asset 

expenditures (Vickers and Yarrow, 1988). 
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Figure 5. m- Change in Social asset expenditure 
by ownership 

Government Insiders Outsiders Other 
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Ine results show that all enterprises are on av, -, -,: age iewicing social expenditures 

IIpII but that adjustments are least in insider owned firms. Sur risingly, social 

as, set expenditure reduction is greatest in government owned firms. -1"he adjustment by 

outsiders is intermediate. Outsiders may feel constrained, as they may necd to seek 

acceptance by both the authorities and the workers collective. 
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In Figure 5. n we have broken down the ownership structure more finely in order to see 

the actions of different majority owners. 

Figure 5. n- Change in Social asset expenditure by 
ownership (disaggregated) 

t 
0 

CD 

CD 
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as 

The results are very revealing. Mariagers as owaers are altering expenditure on social 

assets least. As mentioned earlier,, managers can have patriarcl-. al attitudes that could 

result in a wish to 'look after' their workers with social benefits. The second lowest 

category is enterprises owned by workers. As workers are the ones to benefit from 

social asset expenditure, it is not so surprising that they would reduce least expenditure 

on social benefits. Also unsurprisingly, decreases are greatest in 
. 
1breign owned firms. 

They are followed by state owned enterprises. Ukrainian banks as owners are not more 

aggressive about this issue than other outsider owners, or even than the state. This 

suggests the possibility that financial institutions are not active investors helping to 

monitor management, but are merely portfolio investors. 
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We have no strong views on which regions might reduce social asset expenditure most. 

Perhaps the supposedly pro-reform, pro-privatisation west (Khmelko, 1996. Wilson. 

1997, Wolczuk,, 1996) might be expected to reduce social benefits most. Figures 5. o 

report changes in social expenditure by region. 

Figure 5. o- Social benefits expenditure by Region 
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-IFLhere is not a great deal of regional variation ; 
-n expenditures on social assets. All 

regions report a small decline but the western oblast of Lvivska reports the smallest 

decline. This is slightly surprising as'L'viv is often viewed simplistically as more 

orientated towards the West. 

Figure 5. p shows social asset expenditure by sector. It may be that the sectors that 

suffered the worst financial crisis that have of necessity cut expenditure most. We 

would therefore expect machine building and construction material to be two sectors to 
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reduce social asset expenditure the most. However, we might also expect industrial 

sectors with high worker ownership to show the smallest decline as workers -oxvners 

may be loath to give up their benefits. This would mean that chemicals, textiles and 

agriculture are the sectors to reduce social assets the least. 

Figure 5. p - Social Asset Expenditure by Sector 
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Social asset expenditure has declined in all industrial sectors. As expected, the smallest 

decline is in agriculture, which has high worker ownership and above average 

profitability. The largest decline is in metals and wood/paper/pulp industries. These 

industries do not have the worst profitability and wood/paper/pulp is not a heavy 

industrial sector. However, they are industries where workers haveý on average, a 

relatively small stake (less than 20% for wood/paper/pulp and less than 10% in metals). 

This suggests that the level of worker ownership may be key to determining how much 

firms cut back their social spending. 
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Figure 5. q shows the change in social asset expenditure by size. We might expect 

smaller firms to be more willing to cut social benefits. However, it could also be argued 

that large firms have more scope to cut as they start from a higher starting position. 

Figure 5. q- Change in Socia, Asset Expenditure by size 

In fact,, there is not a great deal of variation between the size categories. Smaller firms 

are cutting social benefits more than large firms. Thus, it looks like large firms are not 

using their increased scope for cuts. 
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Barter 

Barter is a widespread phenomenon throughout the FSU. According to EBRD (1998), 

barter in the Russian economy had reached 41 % of GDP in the second half of 1997. The 

EBRD report a similar figure of 42% iin Ukraine. In our sample we find that 77.3% of 

firms engage in barter for an average 45.5% of their trade. 

Chapter 3 showed how some authors (Ickes and Gaddy, 1998, Commander and 

Niumssen, 1998) believe that barter is often used in order to avoid the necessity of 

generating adequate cash flow from operations to pay for inputs. It is also used to avoid 

difficult restructuring decisions, and/or to avoid or delay the payment of taxes. On this 

analysis, we would expect state owned firms to barter most as an alternative to geraiine 

festructuring. Insider owned firms might wish to barter for the samp- r. -I, asons. However, 

insider owned firms tend to be smaller (see I able 5. e) and managers of worker owned 

c. o. terprises might be less well connected to a network of contacts with. Nvhom they. could 

barter. Therefore we would expect them to barter icss than state-owned; --riterprises. Our 

e-xpectation is that outsider owned firms would barter less than other oNNmership types. 

An alternative view of barter put forwatd by Marin, Kaufmann and Gorochowskij 

(2000) is -that barter can mitigate contracimal hazards when markets are too 

disorganised. In this view, private owi-iers may use barter as much as state owned Firms. 
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Table 5.17 - Barter by Ownership 

VARIABLES MEAN (S. D. ) 

MO COM 10 Non No 00 Total 
WO (part Priv clear 

Priv) 
Percentage of firms 71.7 100.0 80.0 80.0 40.0 89.5 86.7 77.3 
accepting payments in 

term of other productSa 
Proportion of goods 39.9 38.0 61.1 20.8 70.5 45.9 48.2 45.5 
traded in this way b 

(28.2) (0) (25.6) (32.4) (24.6) (. 36.5) (28.5) (30.0) 
What proportion of value 
of goods received as 54.7 32.0 84.4 47.5 3& 8 40.4 56.9 54.7 
payment is raw material 
necessary for 

(35.7) (0) (20.5) (55-0) (37.5) (41.9) (37.1) (37.6) 

production of own good b 

The resvIts are very different to those predicted by our hypothesis which was based on 

4- 

the work of Ickes and Gaddy, (1998), and Commander and Mumssen, (1998). It is the 

non-privatised firms that barter the least. Only 401/, o of'noii-privatised firms engage in 

balter which is around half the. a-verage score. However the minority of non-privatised 

firms that do barter, barter more than all other ow-nership categories. 

State-owned, partially privatised firms do conform to expectations with 80% of firms 

using barter for an average of 6 1.1 % of their trade. A majority of insider owned firms 

also barter but manager and manager/worker (10) owned firms barter more than worker 

owned firms. Perhaps as expected, worker owned firms suffer from a less effective 

network of contacts than manager owned firms? However, the proportion of goods 

bartered in insider owned firms is less than average in the 20-40% range. 

The big surprise is the amount of barter undertaken by outsider owned firms. 86.7% of 

outsider owned firms engage in barter and it accounts for almost half of all goods 
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traded. Using the hypothesis of Marin, Kaufmann and Gorochowskij (2000), this high 

level of barter could be interpreted as a rational response to an uncertain business 

enviromnent and disorganised markets. 

We also asked the firms what proportion of received bartered goods were used as raw 

material inputs. Chapter 3 noted that barter is especially inefficient if the receiving firm 

must expend time and energy on locating customers for the bartered goods. Barter is 

thus less inefficient if the goods received can be used as raw materials in the production 

process. This can be avoided if promissory notes or veksels (see Chapter 3) are used but 

as the author found out anecdotally, this is not always the case. 

We expected state owned firms to be somewhat less choosy about the type of bartered 

good received, and therefore to receive an above average percentage of bartered goods 

that could not be used as raw materials. We also expected outside owners to receive 

fewer non-raw material 'bartered goods. On balance, insider owners were expected to 

use more of their bartered goods received as raw materials than state owned firms but 

less than outside owned enterprises. 

Contrary to expectations, the partially privatised, but still state owned firms use almost 

all bartered goods received (84.4%) as raw materials. Non privati-sed firms offer a 

mixed bag of results. The minority of non-privatised firms that engage in barter do 

conform to expectations with only 38.8% of goods received being used as raw 

materials. The ownership types that use bartered goods as raw materials the least are the 

insider owner categones and firms with no clear owner. Outside owners use 56.9% of 
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bartered goods received as raw materials which is slightly above the average for the 

whole sample but less than state owned enterprises. 

Table 5.18 reports on the extent of barter by sector. We would expect some variation in 

the use of barter by industrial sector. Barter is often used by distressed companies or by 

firms that seek to avoid difficult restructuring decisions. We would therefore expect 

more barter to take place in the heavy industrial sectors. Agro-businesses are sometimes 

close to the final customer and can thus insist on payment in cash. We would therefore 

expect them to barter less. Textile firms can have foreign outsourcing contracts that 

would also be settled in cash. 

Table 5.18 - Barter by Sector 

V. UUABLES MEAN (S. D. ) 

Chemi- Machi- Wood[ Cons- Texti- Agricul Pharma Total 
Metals cal ne paper/ truc- les -ture cou- 

Buil- pulp tion ticals 

ding mate- 

rials 

Percentage of 
firms accepting 100 87.5 90 80 100 68.5 63.5 50 77.5 
payments in term 

of other prodUCtSa 

Proportion of 43.3 36.5 56 30 67 33 26 31.2 45.5 
goods traded in (9) (27) (24) (44) (21.5) (31.5) (25.5) (31.5) (30) 
this wayb 

What proportion of 

value of goods 57 69 65 49 57.5 39 46 33.4 54.5 
received as (38) (31.5) (31) (53.5) (29) (46) (44) (41) (37.5) 
payment is raw 

material necessary 

for production of 

own good 
b 

Table 4.18 shows that there is some industry variations. As expected, barter is low as a 

percentage of trades in agriculture, textiles, wood and phannaceuticals, and far higher in 
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the heavy industrial sectors of metals, machine building and construction materials. 

The situation is most grave with construction materials companies who all engage in 

barter and for an average of two-thirds of their output. 

Table 5.19 - Barter by region 

VARIABLES MEAN (S. D. ) 

South East West Centre Total 

Percentage of firms 

accepting payments 79 42/56 82 81.5 77.5 
in term of other 

prod UCtSa 

Proportion of goods 37.5 48.5 42.5 48 45.5 

traded in this wayb (28) (33) (28) (28.5). (30) 

What proportion of 

value of goods 58.5 55.5 43 57.5 5-4.5 

received as (41.5) (39) (34) "17 5) (36) 
payment is raw 

material necessary 
for production of 

own good 
b 

No of observations 24 56 22 48 11 

a: Sample: all responderits b- all answering yes to tne previous qUCSLIOn 

Table 4.19 shows that most regions are using barter for a majority of transactions. The 

South has the smallest proportion of trades that use barter at 37.5%. This is linked to the 

fact that the South has a higher proportion of agricultural enterprises thall other regions 

with 37.5% of enterprises in the Odessa sub-set being agricultural enterprises. Table 

4.18, showed that agricultural firms barter less than other industries with only 26% of 

goods bartered against an average of 45.5% for all sectors. Interestingly, the proportion 

of bartered goods that are used as raw materials is highest in the South. Thus, firms in 
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the south barter less but when they do barter, they receive on average a higher 

proportion of goods that can be used as inputs into their own production processes. 

Table 4.20 shows the extent of barter according to size of company. We would expect 

large firms to barter more. 

Table 5.20 -- Barter by size 

VARIABLES MEAN (S. D. ) 

50-100 100-200 200-500 500- 1000- >3000 Total 

1000 3000 

Percentage of 
firms accepting 70 66.7 66.7 90.6 100 85.7 77.9 
payments in term 

of other productsa 
-PFc-portion of 24.4 40.8 42. 2.3 46.2 68.3 45.5 

goods traded in (24.2) (28.8) (30.9) (31.0) (26.0) (2 9 
this wayb 

What proportion of 

value of goods 25.0 52.7 54.2 65.7 45.6 77.7 54.7 

received as (36.4) (37.9) (38.5) (35.3) (34.9) (33.3) (37.6) 
payment is raw 

material necessary 
for production of 

own good 
b 

As expected, small firms do barter less than larger companies. The majority of* the 

smallest category of firms does engage in barter but they only do so for a quarter of 

their output. In contrast, 85% of the largest category use barter for a massive 68.3% of 

their output. Interestingly, these finns also use 77.7% of received bartered goods in the 

production process. These large firms appear to be withdrawing from monetary 
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transactions. This is probably due to their very poor financial perfonnance (see Figure 

51). Again, small companies are performing best. 

Exports 

One of the critical factors behind the revival of growth in Centrai Europe has been an 

upswing in exports, particularly to the European Union (Carlin and Landesmann. (1997), 

Sinith (1997)). Table 5.21 reveals that there is no evidence of such a revival in Ukraine. 

In fact, the share of sales going to the domestic market has risen from 1991-1996. It is 

the share to the "near abroad" (former Soviet Union) which has declined. This is due to 

the break-up of the Soviet Union and the imposition of border controls and' excise taxes 

on imports from Ukraine into Russia. However, whilst access to the Russian market was 

also restricted for central European countries, they have seen a massive incicase in their 

exports to the OECD. Figure 5.21 shows that although the proportion of total sales 

going to the OECD has quadrupled, it is still a pitifully low at 2%. 

Table 5.21 - Structure of sales (%) 

F 

VARIABLES 1991 1992 

MEAN (S. D. ) 

1993 1994 1995 1996 

Total domestic sales 75 78 80 81 82 83 
(31) (28) (26) (26) (26) (25) 

T Otal exports, of which: 24 21 20 -18 17 16 
(31) -(2 8) (26) (26) (25) (25) 

to near abroad 21 18 16 14 12 12 
(30) (26) (24) (22) (21) (22) 

to former CMEA 2 1 0.5 1 1 2 
(7) (4) (3) (7) (7) (10) 

to OECD 0.5 0.5 1 2 2 2 
(3) (3) (5) (8) (9) (10) 

to non-OECD 0.2 0.2 0.2 0.3 0.4 0.6 
(1) (1) (1) (3) (4) (6) 
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An important indicator of restructuring relates to exports, and whether firms are 

successfully shifting their sales from the domestic market, or traditional customers in 

the FSU to the more competitive markets of Europe and North America. The survey 

suggests that developments in this area have been modest, and that privatisation has not 

been an important factor motivating this type of restructuring, at least in the period to 

1996. 

Figure 5. r reports the percentage of output exported in 1991-96 by ownership type. 

When firms are able to export, it signals that their output is able to make the grade 

against international competition. It is thus a key indicator of firm performance. 

We might expect outsider owners (which includes foreign owners) i. o be trying to export 

more than other ownership groups. insiders are likely to be focused on the ý-nown 

doinestic market. The figures are weighted by employment. 
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Figure 5. r - Percentage of output exported by 
ownership (weighted by employment) 

45' 

40- EJ91 
35- 

E92 
30- 

E]93 
25- 

E]94 
20- 

5 
15 

IN Ej 96 
10__ 

tI l 

5 

f 

O 
Insider- State-Owned Non No Clear Outside 
Owned Privatised Owner Owner 

All private ownership categories have experienced -falling exports over tiine apart from 

P. on-privatised. Insider owners have followed a steady decline from 18.32% to 11.5 1 

State owned firms have declined from 226.7% in 1991 to 16.44 % in 1995 before rising 

slightly to 16.56% in 1996. The surprise result is for non-privatised firms. This sub-set 

of firms has increased the percentage of output exported. This sub-set of firms has not 

only exported more than other ownership types, it is also more profitable and it barters 

less. At this point, it is worth considering whether the state has kept ownership of the 

best firms. 

Contrary to expectations, the percentage of output exported by outsider owned finns has 

plummeted. At the start of the transition, outsider owned firms exported a high 39.33% 

of their output. This halved to 18.68% in 1996. This shows that the Ukrainian enterprise 

sector is following a very different path to that of enterprises in central and Eastern 
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Europe. In particular, there appears to be a fall in the percentage of output exported after 

1994. 

Figure 5. s shows the percentage of output exported by SPF size category, weighted by 

employment. We would expect larger companies to export more, but considering the 

poor overall export perfonnance shown in the previous 'fable 5.2 1, we would expect 

that share to decline over time. 

Figure 5. s - Percentage of output exported by size 
I , weighted by employment) 
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Firms employing more than 500 employees exported over 40% of their output in 1991, 

mostly to the rest of the Soviet Union. The level of exports fell slightly in the years 

before 1994. In 1994 the percentage of output exported fell sharply to level off at 

around half the initial level in 1995. In the small to mid sized category of 200-500 
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employees, the percentage of output declined steadily from 12.99% in 1991 to 9.18% in 

1996. The smallest size category is the only group that manages to increase the 

percentage of output exported. 

Figure 5. t shows the percentage of output exported, weighted by employment, by sector 

of activity. Following the previous two charts we might expect exports from all sectors 

to be in decline. 

Figtire 6. t - Percentage of output exported by 
sector (weighted by employment) 

80 
70 
60 
50 

. 10 
30 
20 
10 

0 

I, F 
0 

I 

rd C) 

91 
iMK 

9 
9 
9 

El 9 

it is interesting to see that exports tended to be concentrated in the heavy industrial 

sectors of metals, chemicals and machine building. These sectors were most integrated 

into the trading system of the Soviet Union and COMECON. It is also interesting to 
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note that it is these sectors that experience a decline in exports. This tends to support the 

view expressed in Chapter 2 that Ukraine entered the transition with a mis-speciallsed 

economy. 

The level of exports in output also falls sharply for pharmaceutical companies from 

15.92% in 1991 to 9.51% in 1996. The light industrial sectors of textiles and agri- 

bu-sinesses maintain their level of exports at approximately 10% of their output. 

Our last chart shows the percentage of output exported by region, weighted by 

employment. We might expect all regions to show a decline. 
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Contrary to expectations, Khmel'nyts"kaya shows a rise while Ivano-Frankivskivska 

and Dnepropetrovskaya show only a small decline. It is the regions of Odesskaya, 

Kyivska and L'vivska that show the expected sharp fall. 
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We have now looked at the percentage of output exported in terms of ownership type, 

size, sector and region. It is very disappointing to note that exports are falling for most 

categories. The most notable trends have been the good export performance of non- 

privatised enterprises and the improving trend for small firms. However, overall the 

Ukrainian industrial sector is exporting a smaller proportion of a lower output. This is 

serious for the macro-economy as Ukraine needs a surplus on its balance of payments 

for industrial/agricultural goods in order to finance the deficit on oil and gas. 

Conclusions 

We have seen that enterprise insiders own the majority of shares in Ukrainian firrris. We 

have also seen how the performance of these firms has deteriorated sharply, movirig into 

. overall loss by 1996. 

This chapter has described the data set and its composition. The key variables hav. ý, - been 

aj., -alysed 
by ownership, size of firm, region and industrial sector. In the ownership sub- 

sam; iles, we have seen that non-privatised and outsider owned firms are performing 

better than state owned firms. Otherwise, we have, seen that small firms are performing 

better than larger firms are, and that heavy industrial sectors are performing less well. 

This reinforces the conclusion that state owned finns are performing less well as they 

tend to large and many are operating in the heavy industrial sectors. Overall, 

performance is deteriorating. 

The biggest surprise of the analysis has been the performance of non privatised firms 

that have often performed better than average, exported more and bartered less. We 

have seen the extent and pattern of barter. Barter accounts for a massive 45.5% of trades 
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in the 77.5% of firms that barter. Surprisingly, outsider owned firms are bartering more 

than average. Insider owned firms are bartering less than average. These results must 

make us less confident that the tests in the following chapter will conform to theory and 

show that private firms perform best. The next chapter will continue the analysis of the 

data set by testing the relationship between ownership and enterprise restructuring and 

performance. 
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Chapter 6: Econometric Results 

Chapter 5 described the data set and analysed the key perfonnance and restructuring 

variables by ownership, sector, size and region. This chapter will use the theory on 

ownership, privatisation, incentives, restructuring, soft budget constraints and barter to 

form hypotheses on the relationship between ownership and restructuring, ownership 

and performance and between restructuring and performance. These hypotheses will be 

used to specify a series of equations that will test these relationships. 

6.1 - Introduction 

This chapter is the econometric results chapter. We will use all the information on 

Ukraine (Chapter 2), economic theory (Chapter 3) and initial analysis of the data in 

Chapter 5 to form hypotheses on the effect of ownership on restructuring and 

perfon-nance. These hypotheses will be tested using OLS and logit regressions. 

As reported in Chapter 2, Ukraine is a reform laggard (EBRD, 1999), with a slow pace 

of privatisation (Leshchenko and Revenko, 1999). We also saw that the privatisation 

process had not helped Ukraine improve its macro-ecoinorn. ic perfonnance. In the five 

years before the survey took place (1992-1997) Ukrainian GDP fell by 53%. Prices rose 

by a staggering 80,931,637,330,000% over the same period. Ukrainian trade had 

remained orientated towards the FSU and it has run a current account deficit every year. 

This was exacerbated by the large rise in the price of imported oil following the break- 

up of the Soviet Union. In addition, Ukrainian industry has operated under soft budget 
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constraints. This came firstly from subsidies, tax credits, soft loans and debt 

restructuring on advantageous terms in the early years of independence and then more 

and more through the pervasive non-payments, arrears and barter arrangements outlined 

in Chapter 3. This has weakened the incentives to restructure the enterprise sector. Thus, 

the performance of Ukraine since 1991 has been very poor and the use of barter is 

widespread. 

Restructuring has also been very modest, although rather more differentiated across 

enterprises. Chapter 3 showed how private ownership is regarded as a key detenninant 

of enterprise performance in transition economies (eg Blanchard, 1997). In addition, as 

Kornai (1994) stresses, one of the key changes required to motivate restructuring within 

surviving state-owned firms is enforcing a hard budget constraint. This can be achieved 

via a combination of privatization and the elimination of government subsidies 

(Schaffer, 1998). The widespread emergence of barter in Ukraine is also used as a 

measure of restructuring as it can be interpreted as evidence that quasi-state agencies, 

such as the utilities, were finding ways to offer finns continued access to credit despite 

ostensibly restrictive monetary policies (Commander and Mumssen, 1998). 

Thus, the theory in chapter 3 leads us to expect that private ownership will be correlated 

with improved performance and faster restructuring. 

Chapter 3 looked at ownership, privatisation, theory of the firm, principal/agent issues, 

institutional environment, hard budget constraints, and restructuring/performance. The 

main conclusions were as follows. 
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I- In the West, privatisation has been established empirically as an important factor 

enhancing company performance (see e. g. Boardman and Vining (1994), Megginson et 

al (1994)) and the evidence in transition economies is also mounting (see e. g. Carlin 

and Landesmann (1997) for a survey). 

2- Private ownership will yield superior perfonnance to state ownership, because of the 

better managerial incentives in private firms and monitoring problems in state ones 

(Vickers and Yarrow, 1988). State-owned firms also have broader objectives than 

private ones, which may make managerial targets harder to identify and make it harder 

to provide focused incentives. Thus we will expect privately owned firms to restructure 

faster and perform better than state owned firms. 

One would also expect differing performances from alternative lonns of private 

ownership. Within private ownership, outsider owners are expected to produce better 

results than insiders do because they have the strongest incentive to maximise profits. 

Insider owners have split objectives. In addition to profit maximisation, they may also 

wish to preserve employment, maximise wages, have an easy life or be in control of 

their own destiny. 

Within insider ownership, we would expect manager ownership to be superior to worker 

ownership because manager owners have stronger incentives than worker owners to 

improve performance. This is firstly because manager owners will have larger 

individual share stakes than worker owners. They will therefore gain more from any 

increase in perfon-nance. Secondly, managers may find it easier to close down 

operations and lay off workers than worker owners. For example, if restructuring 
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necessitates the closure of a unit, the worker shareholders that work in that operation 

would be disproportionately affected and could vote against the action, even though it 

would have been welfare enhancing for the whole company. 

However,, as shown in Chapter 3, manager ownership can also lead to the entrenchment 

of poor managers. Where managers have low ability for managing a firm in a market 

economy then increasing incentives through ownership will not produce improved 

results. Instead,, the managers may continue to nurture contacts within the state 

bureaucracy and resist all restructuring. Thus, we would expect manager owned and 

jointly manager /worker owned enterprises to perform better than worker owned firms. 

4- There are two competing views on Barter. The first states that it is a phenomenon 

linked to soft budget constraints (Ickes and Gaddy, 1998). We would expect budget 

constraints to be harder for private owners than state owners. This is because soft 

budget constraints often originate in the state sector or government-influenced 

organisations. Subsidies, tax credits and soft loans are granted directly by the 

government. Payment arrears and barter arrangements often originate in the state- 

influenced utility sector. The state pressurises the utility companies to extend credit to 

well-connected firms even when the bills remain unpaid. Private firms are not immune 

from these effects but we would expect State owned finns to be operating under softer 

budget constraints. 

Therefore, we would also expect private firms to barter less than state owned firms. As 

firms often use barter in order to avoid difficult restructuring decisions, we would also 

177 



expect an inverse relationship between the percentage of sales bartered and extent of 

restructuring. 

An alternative view of barter outlined by Marin, Kaufmann and Gorochowskij (2000) 

and Carlin, Fries, Schaffer and Seabright (2000) argues that barter in Ukraine is a 

rational response to disorganisation and the possibility of 'hold-up' as barter acts as a 

'hostage' securing payment. Marin, Kaufmann and Gorochowskij (2000) claim that 

"barter can prevent output from declining even more than it otherwise would. " Our 

initial results in Chapter 5 do not disagree with this view by showing that outsider 

owners were bartering more than Insider owners. There seems to be a dimension to 

barter that is associated with flexibility of manoeuvre in the disorganised Ukrainian 

economic environment. 

In this chapter, we will be testing ownership on performance, restructuring and on 

restructuring and performance. In order to do this, we use a number of definitions of 

ovm. ership. 

Ownership structure is used to explain differences in corporate performance and 

restructuring efforts. The restructuring and performance variables will be tested against 

the percentage shareholding of each ownership category. However, as even large 

minority stakes may be unable to have any influence over managers in Ukraine we have 

split the enterprises into 'dominant owner' groups. 

In order to do this we have used the methodology of Earle and Estrin (1997) outlined in 

Chapter 5 to define dominant owner categories. The impact of privatization is thus 
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tested at three levels: Commercialised state-owned (COM) versus private firms (PRIV); 

insider (10) versus outsider owned (00) and commercialised state owned finns (COM); 

and at the finest classification, manager-owned (MO), worker-owned (WO), outsider- 

owned (00), firms with no clear owner (NO) and commercialised state-owned firms 

(COM). This leaves a small number of firms without a dominant owner,, and these are 

divided into those in which insiders (workers plus managers) have a dominant stake 

(IPO) and firms with "no clear owners" (NCO). The omitted category in every 

regression is non-privatised state owned firms, which provide the point of reference. 

Performance 

In this section we will test hypotheses on the relationship between private ownership 

and enterprise performance measured quantitatively. We wiil explore whet-her particular 

ownership forms, i. e. insider, manager, worker. outsider, have yielded differentiated 

enterprise perfonnance. 

For each finn il it is hypothesised that: 

Pi = f( Oi, Xj, li, Ri) - (1) 

where P denotes company performance, 0 is ownership form, X is a vector of controls 

for the enterprise's economic situation and other transition factors. li and Ri are sectoral 

and regional controls respectively. 

Commencing with the performance variable, Pi, we follow Frydman, Gray and 

Rapaczynski (1997) and Jones and Mygind (1998) in using a variety of enterprise level 
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indicators. The most obvious one - total factor productivity - cannot be reliably 

calculated because Ukrainian data on capital are too unreliable. Profitability is very 

badly measured because of poor accounting standards (Ukrainian Economic Trends, 

1997). As a result, data on profitability and the capital stock have limited value. The 

problems in measuring capital stock prevent sensible estimation of total factor 

productivity. In addition, this is not helped by widespread tax evasion (Ukrainian 

European Policy and Legal Advice Centre, 1997) and the scale of the informal 

economy, up to 50% of GDP according to some estimates (Johnson, Kaufman, Shleifer, 

1997). 

Difficulties also stem from the fact that fixed assets are not measured properly in 

company accounts, due partially to the high inflation. In the West, it is often possible to 

use financial measures such as share price performance but in the illiquid and shallow 

equity market in Ukraine, share price movements are not a good guide to performance. 

Profitability (H) is an alternative measure, which we use in the equations. However, 

measurement problems aside, in the transition context profits may yield a distorted 

picture if active enterprise restructuring leads to the writing off of bad debts or 

accumulated losses. We therefore include three further performance measures: sales 

(Sj), employment (Li) and barter (13j). In the deep post reform recession, in which GDP 

more than halved, enterprise survival has been as much associated with the ability to 

generate resources as profits; hence the focus on sales. Moreover, because overmanning 

was already endemic before reforms, and productivity has fallen significantly since 1, the 

reduction of employment is a critical element in successful restructuring. Finally, the 

' in our sample, real output fell on average by more than 60% and employment by around 40%. 
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pervasive character of barter in the Ukraine leads us to include it both as a control factor 

in the profits, sales and employment equations, and as a performance variable in its own 

right. Following Ickes and Gaddy (1998) we expect that barter, if it emanates from the 

state sector, to be lower in private firms. However, we have already seen in Chapter 5 

that contrary to expectations outsider owned firms appear to be bartering more than 

average. This may agree with the theory of Marin, Kaufmann and Gorochowskij (2000) 

who argue that barter is a rational response to disorganisation. They find that private 

firms barter more than state o,,., vned firms. 

As transition is a dynamic phenomenon, it is important to consider enterprise 

performance through time, so the equations for profits, sales and employment also 

include a lagged endogenous variable. However, we seek only to explaiii the level of 

barter, partly for data reasons 2 but largely because our initial concern is to explain its 

occurrence, not its changes. 

We have chosen a number of controls to include in the equations co proxy -for the 

Ukrainian economic environment. Investment rates have been very low since Ukrainian 

independence in 1991. The first control is a measure of capital quality, proxied by the 

population of capital older than fifteen years. This indicates the extent of equipment 

obsolescence. 

In the FSU and in post independence Ukraine, energy was not priced at world market 

levels. This gave little incentive to industry to develop processes that minimised energy 

use. As a result, Ukrainian industry is a heavy user of energy and it is having difficulty 

We only have one observation on the extent of barter, for 1996. 
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adjusting to a more efficient use of energy. Thus, the second control is a ratio showing 

the share of energy in total costs. This shows the exposure of the company to material 

cost shocks. Considering the massive increase in energy costs, one would expect high- 

energy users to need to restructure more urgently than other companies. 

The third control is an indicator of competitiveness. It measures the proportion of sales 

that are exported and we would expect that firms that compete on world markets would 

perform better than average. 

Finally, we include in all equation except that for Bi the proportion of sales undertaken 

in barter, since this influences enterprise cash flow and the transactions costs associated 

with doing business in Ukraine in the period under review. 

The regions (R) are Odesskaya in the south, Khmel'nyts'kaya in the centre/west, 

Kharkiva in the east, Kyivska in the centre, Uvivska in the south, Ivano-Frankivskivska 

in the West and Dnepropetrovskaya in the East. 

The industrial sectors (1) are metals, chemicals, machine building, wood/paper/Pulp, 

construction materials,, textiles, agricultural enterprises and pharmaceuticals. 

In the remainder of this section the variables used to specify equation (1) for 

econometric estimation are discussed. 

The specification of ownership in equation (1) is different between the West and in 

transition economies for two reasons. The economic theory underlying the beneficial 
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impact of private ownership on company performance derives from models in which 

capital markets are competitive, with privatisation automatically leading to a shift from 

state to outsider ownership. In Western economies, private ownership is taken to mean 

ownership by outsiders, exercising effective corporate governance through competitive 

capital markets in the context of a developed system of corporate law (EBRD, 1998). 

Privatisation in Ukraine did not result in majority outsider ownership. The new owners 

are insiders with employees as the predominant owners. As shown in Chapter 3, 

employee ownership does have drawbacks as they may seek to maximise wages and/or 

maintain employment at the expense of profitability (see e. g. Blanchard et al (I 990)ý 

Earle and Estrin (1996. )) In addition, in the aftermath of privatisation, significant 

outside blockholders are the exception rather than the rule. Ownership may be highly 

dispersed in the hands of managers and workers. In which case, as shown in the section 

on ownership concentration in Chapter 3, there is often insufficient incentive for owners 

with. small share stakes to effectively monitor the performance of managers. This is 

because the shareholder will bear- all the costs of monitoring but will only receive a 

portion of the benefit (equal to his percentage share stake in the company) from this 

monitoring activity. 

The theory states that outsider-owned firms should prove to have improved their 

performance by much more than state-owned firms. However, the initial analysis in 

Chapter 5 has alerted us to the possibility that this may not prove to be clear-cut. 

We tested our equations using both simple ownership categories and the dominant 

owner categories outlined above to represent ownership. The R2 for the equations using 

simple ownership categories was lower than those using the dominant owner categories. 
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In addition, fewer variables were significant. We decided therefore to use the dominant 

owner classification to define ownership in the equations that follow. 

We will now turn to the equations to be tested. We estimate four equations using the 

three levels of dominant ownership category defined above. 

Pit = ao + a, Privit + a2Xjt + a3li + a4Ri + a5Pit-I + 1, , it (2.1) 

Pit = bo + b, jOit + bl200it+bl3+NOit + bl4+Comit 

bl5Xjt + bl6Ii + bl7Ri + bl8Pit-l + flit (2.2) 

Pit:::::::::: CO + C2 I MOit +C22 WOit + C23 00it + C24COmit (2.3) 

+ C251POit + C26NOit + C27xit + C284 + C29Ri 

-ý- C30Pit-. '+ I Il 
it 

, A-bere 'the performance variable Pit takes the form S--t, 17it. Lit and Bit in four separate 

sets of equations at the three levels of disaggregation ! 3, nd Z denotes the error term. 

When Pit 
:: --- Bit, a5 and B5 ý 0; 'three of the equations include a lagged endogenous 

dePendent variable. 

Our ownership hypotheses are as follows: relative to our omitted category - non- 

privatised firms - 

Hypothesis 1 
Privately owned firms will perform better. Note that in the transition context this 

implies a positive coefficient on the private ownership dummy in the sales and profit 

equation, and a negative one in the employment and barter equation. Our null 

hypothesis is that it is only outsider ownership, rather than private ownership, which 

will yield improved performance. 
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Hypothesis 2 
Performance will be differentiated according to ownership type. In particular, outsider 

owned firms would perform better than all other ownership types. This could fail to 

materialise, if, despite obtaining majority ownership, outsiders were unable to exercise 

effective control over insider behaviour, or state interference prevented serious 

restructuring. Note that the null to the first hypothesis above implies that we expect 

equation form (2.3) and (2.2) to fit better than (2.1). Acceptance of Hypothesis 2 could 

therefore be consistent with refutation of Hypothesis 1. 

Hypothesis 3 
lnsider control may still yield some improvement in performancý-- nelative to state 

ownership. Both managers and workers (MOs, WOs, IPOs) have a vested interest in 

reducing non-labour costs and therefore increasing profitability. They also have an 

iuceintive -'to raise sales to maintain employment a-ad profits, The scale of improvement 

may not be as gteat as in outsider controlled firms, but perhaps still greater than under 

pre-privatisation state ownership. Commercialised state owned firms (COM) also have 

an incentive to improve performance, to establish a track record pre-privatisation and to 

establish the careers and competencies of their managerial group in the market place. 

Indeed, evidence from Central Europe suggests that commercialised firms improved 

their performance in a similar way to privatised ones in the early years of transition (see 

e. g. Pinto et al (1993), Belka et al (1994)). Thus, commercialisation may lead in the 

shorter term to performance not markedly inferior to insider privatisation. 
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Hypothesis 4 
Workers as owners may be less willing to reduce employment than managers. Thus we 

might predict insider control to yield improved performance primarily in areas such as 

profitability and sales, but less so in productivity or employment reduction, especially 

when workers are the dominant owners. 

Our predicti-ons are that: 

>0 if Pi = I7j, Sj,; aI <0 if Pi =Lj, , 
Bi. (3) 

CC 11, C 13ý C 14i, C 15 C 16 ýý 0 if Pi: --Ili, Si, (4) 

0 otherwise. 

(A) C 13 CIIýC 12, C 15!, C 16 C 14 ý! O if Pi ý:: Ili, Si (5) 
C 13 CIIýC 12ý C 15ý C 16:!! ý C 14! ý Ootherwise. 

1!! ý C 12 

when Pit = Lit. 

Empirical Results 

We test these four hypotheses in the empirical work that follows using a variety of 

controls for enterprise performance in addition to industry and regional dummies. After 

some experimentation, we report equations in which the X vector contains the size of 

the firm, measured by employment 3, in the profit equation to control for the size-control 

relationship. 

Our findings are reported in Tables 6.1-6-4. Each table reports the results of OLS 

regressions for equations of 3 fon-ns of ownership category defined above. The 
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equations are always significant at the 99% level and where relevant the dynamic 

specification is supported. However, for the nominal variables (profits and sales) the 

coefficient on the lagged endogenous variable is very low reflecting high inflation, great 

variability in enterprise performance over time and measurement error. The controls for 

exports/sales, fuel costs and capital vintage are never statistically significant. Thus we 

do not find enterprise performance in terms of sales, profitability or employment to be 

affected by foreign currency earnings, energy intensity or capital quality. This suggests 

that longer-term supply side influences oin performance are not yet having much effect 

in Ukrainian firms. However, as expected, profitability is significantly influenced by 

the size of the firm and by the percentage of transaction in barter. Sectoral and regional 

factors are significant in most of the equations. 

Employment could not be included in the employment equation and was omitted from the sales equation 
because sales are an alternative measure of size. We had no clear predictions about the relationship 
between barter and size. 
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Table 6.1 - Profits (1996) Equations (Mit) 

Equation (1) Equation (2) Equation (3) 
Hit., 0.002** 0.002 0.002 

(0.001) (0.001) (0.001) 
Lit 1.108 1.783*** 1.641 *** 

(0.40) (0.45) (0.51) 
Energy /Costs 6.081 23.575 22.828 

(33.04) (32.61) (32.18) 
% Capital older than 15 years 2.055 -0.532 -3.444 (11.37) (11.32) (11.30) 
Exports/Sales 1.919 -2.057 -0.653 (14.67) (13.98) (14.02) 
% Barter -24.952' -18.18 -22.216 (13.84) (13.45) (13.35) 
Private -2512.4 

(2787.18) 
10i -1746.5 

(2637.3) 
Comi -7370.32 .. -8025.21 

(3100.36) (3201) 
1poi -2260 

(3696) 
NOi -3253.01 -4339 

(2701.5) (2743) 
MCI 3339 

(3772) 
w0i -2819 

(2668) 
00i -1797.5* -2783 

(2688.6) (2716) 
Yes Yes Yes 

Ri Yes Yes Yes 
Adj R2 0.126 0.240 0.260 
F 1.579 2.101 2.122 
Note. Fiaures in Darentheses are standard errors 

Denotes significant at 99% level 
Denotes significant at 95% level 
Denotes significant at 90% level 
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Turning to our ownership hypotheses, we find the coefficient on the private ownership 

dummy (ao in equation (2.1)) is not significant in the regression explaining sales, 

employment or profits. We therefore refute Hypothesis I that privatisation is associated 

with improved company performance. We consider below the reasons for this important 

finding, which parallels that for Russia (see Earle, Estrin, Leshchenko (1996)). Table 7 

however reveals that, as predicted by Ickes and Gaddy (1998), privately owned firms do 

undertake a significantly smaller proportion of their transactions in barter. 
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Table 6.2 - Sales (1996) Equations (Sj 
Equation Equation Equation (3) 

(1) (2) 
Sit-1 0.033 0.033 0.03 

(0.007) (0.007) (0.007) 
Energy/Costs 816.2 1032.7 5865 

(682.6) (692.2) (639.5) 
% Capital older than 15 years 136.68 117.37 28.9 

(215.2) (222.94) (208) 
Export/Sales -130.5 -81.66 -133.0 

(269.3) (268.68) (245) 

Barter % -8.69 146.85 317.5 
(262.9) (273.4) (252) 

Private 2425.2 

i0i 

comi 

1poi 

NOi 

mo 

w0i 

00i 

Ri 
Adj R2 
F 

Note. Figures in parentheses are standard errors. 

Denotes significant at 99% level 
Denotes significant at 95% level 
Denotes significant at 90% level 

(38763) 

Yes 
Yes 
0.109 
1.649 

27549 
(407522.2) 

-20651.7 
(44582.8) 

-18749 
(40627) 

158729 
(48234) 

-6634.2 -12150 
(41570.9) (38268) 

11208 
(72930) 

9898 
(37704) 

11337,6 3294 
(39506.5) (36177) 

Yes Yes 

Yes Yes 

0.123 0.272 

1.645 Z573 
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We noted above that Hypothesis I might fail if the definitions of private ownership are 

not fine enough. Equations using the second level of dominant owner classification 

yield better fits for the most part and the more disaggregated ownership categories are 

significant more frequently. This supports the conjecture that ownership effects do not 

work through blanket privatisation, but depend on particular dominant owners. 

However, the findings are not always consistent with the hypotheses about the 

performance impact of particular dominant owners. We find that most privately owned 

firms earn the same profit, as nationalised state owned ones (Table 6.1), though 

performance is significantly worse in commercialised companies. Sales a4justment is 

howevei- significantly better (Table 6.2) in insider owned firms (IPOs). But there is no 

difference in the adjustment of employment in Table 6.3 'between any form of privately 

ova, xed -firnis, including outsider ovined finns. Thus no privatised Ukrainian firm, 

-vNTlioever is the dominant owner, is adjusting employment more than nationalised state 

owned companies. 
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Table 6.3 Employment Equations (1996, Lit) 

Equation Equation Equation (3) 
(1) (2) 

Lit., 0.882 0.891 0.883 
(0.017) (0.019) (0.02) 

Energy/Costs -1.903 -2.24 -2.47 
(1.66) (1.67) (1.69) 

% Capital older than 15 years 0.25 0.37 0.27 
(0.52) (0.54) (0.56) 

Export/Sales 0.009 0.066 0.003 
(0.72) (0.727) (0.73) 

Barter % -0.700 -0.923 -0.81 
(0.67) (0.694) (0.71) 

Private 23.29 
(99.7) 

101 0.065 
(104.64) 

Comi -42.01 -33.30 
(116.42) (117) 

1poi 89.91 
(139) 

NOj 83.65 69.0 
(107.57) (109 

mo 82.03 
(209) 

w0i -20.76 
(106.8) 

00i 13.75 -3.53 
(102.11) (95.21) 

li Yes* Yes Yes* 

Ri Yes* Yes* Yes- 

Adj R2 0.973 0.973 0.973 

F 211.38 182.59 166.12 

Note. Figures in parentheses are standard errors. 

Denotes significant at 99% level 
Denotes significant at 95% level 
Denotes significant at 90% level 
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Table 6.4 - Barter Equations (Bit) 

Equation (1) Equation (2) Equation (3) 
Energy/Costs -0.245 -0.31 -0.26 (0.262) (0.26) (0.26) 
% Capital older than 15 years -0.03 -0.008 0.042 

(0.08) (0.84) (0.09) 
Export/Sales 0.139 0.106 0.115 

(0.11) (0.107) (0.11) 
Private -32.30 

(15.41) 
10, 

-38.99** 
(15.73) 

comi -22.67 -22.58 
(17.22) (17.30) 

1poi -52.74 . - 
(20.05) 

NOi -20.89 -21.35 
(16.7) ( 16.95) 

Imo -12.13 
, 32.20) 

w0i -37.67*** 
(16.18) 

00i 36.17- -35.96 
(15.52) (15.67) 

li Yes Yes Yes 
Rl Yes Yes Yes 
Adj R 0.269 0.293 0.291 
F 3.362 3.257 3.034 
Note. Fiqures in parentheses are standard errors. 

Denotes significant at 99% level 
Denotes significant at 95% level 
Denotes significant at 90% level 
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Finally, let us turn to the barter equation in Table 6.4. Once again, the significantly 

better performance of privately owned finns does not come from outsider owned firms 

but from those with significant worker ownership (WOs and IPOs). This is not a 

surprise following our initial analysis in Chapter 5. Commercialised state owned firms, 

firms with no majoritY owner and outsider owned firms undertake barter to the same 

extent as non privatised state owned firms. These results do not disagree with those of 

Marin, Kaufmann and Gorochowskij (2000) who argue that in a 'disorganised market, 

private firms can barter even more than state-owned enterprises. 

Turning to the history of the privatisation process outlined in Chapter 21, one might 

expect that there would be a qualitative difference between firms privatised in the mass 

privatisation. programme after the autumn of 1994 compared to firms priNatised (mostly 

in lease- buyouts) earlier. Firms privatised in the early period might have been 'cheM, - 

picked' as the best firms. They might also have more entrepreneurial managers. To test 

this, we also ran the same performance equations with an extra variable indicating 

whether the enterprise was privatised before or after 1995. The R2 was lower in all cases 

with reduced levels of significance. This was also the case if the cut-off point was set at 

1996. Therefore, the explanatory power of the perfonnance equations is reduced if a 

variable for date of privatisation is included. 

privatisation is not related to conventional measures of enterprise performance such as 

profitability and productivity. This is not a consequence of a highly aggregated 

specification of private ownership; the results hold even if ownership forni is identified 
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in a finer way. These findings are similar to those for Russia by Earle, Estrin and 

Leshchenko (1996). 

Some of the most interesting results relate to barter and outside ownership. Barter is 

significantly less common in private firms taken together and especially in worker 

owned firms. However, there is still something further to understand over the extent of 

barter undertaken by outsider owned firms. It may be that Marin, Kaufmann and 

Gorochowskij (2000) are right to argue that barter is a rational response to 

disorganisation and the threat of 'hold-up'. This should be the subject of ftirther 

research. The apparent failure of outsider ownership in effecting restructuring in 

Ukraine is hard to explain. One possible interpretation is that the weak legal framework 

makes it very hard for outsiders to exercise any real control over companie-3 in which 

they have a maj ority stake (see Blasi et al 1997) for thi s argument applied in Russia). A 

second explanation, explored by Earle and Estrin (1997), :s that, since insiders 

controlled the privatisation process, they ensured that outsiders only gained dominant 

shareholdings in the'worst finns. A third explanation is that outsider owned finns are 

reacting more flexibly to their institutional environment and are hiding resources 

through the manipulation of barter transactions and activity in the informal economy. 

This hypothesis cannot be proved witb the information available but it could Drove to be 

a fruitful area for further research. 
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Restructuring 

Chapter 3 showed us that we could expect privatisation to lead to increased 

restructuring. Restructuring is the vector of activities for a firm in disequilibrium that 

lead to enhanced economic performance. It involves changing suppliers, distribution 

systems, production, finance, marketing and management functions and often changing 

product ranges and disposing of non-core operations. We saw in Chapter 3 that 

changing management, reducing headcount and setting up marketing departments were 

key restructuring issues. 

As in our performance equations, we would also expect that restructuring would be 

greater in private than state owned firms, and more in outsider than insider owned firm. 

As mentioned above this is because private firms in which insiders are the predominant 

owners may fail to restructure due to the viorkers' conflicting interests. 

The questionnaire contained 26 questions on restructuring. In order to analyse the 

pattern of restructuring, we sought -to create a number of restructuring indices grouping 

together similar activities. Three methods of grouping were attempted. The first method 

was principal components factor analysis. This method of data reduction explains the- 

- vatriance-co-variance structure of the data. A principal components analysis of the 26 

variables found that there were no common patterns between the restructuring variables. 

There were a large number of components: eight measured 89.33% of the variance. The 

first component measured 23% of the co-variance matrix but the following 3 

components only explained a further 40%. None of the components had particular 

explanatory power and none related to any intuitive grouping of categories. On this 
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basis, we took the view that principal component analysis was not a good methodology 

for creating the restructuring indices for this data set. 

The second method attempted was cluster analysis. Cluster analysis classifies data into 

groups. The data points within a cluster are more similar to each other than to data 

points in other clusters. A number of cluster analysis hierarchical procedures were run 

on SPSS. The analysis did show which of the 26 indices have the most different 

profiles. They are: 1) change suppliers; 2) change in distribution networks; 3) change in 

inventory policy and 4) change in bank connections. The results are reported in an 

'icicle diagram' (Table 6.5). However, we were not been able to construct 

economically meaningful restructuring indices from the analysis. For instance, at the 

level of 5 clusters the first four clusters had one variable each (the four variables 

outlined above) and one cluster with the other 21 variables. For this romson, we did not 

use indices based on cluster analysis in the work that follows 
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Table 6.5 Icicle Diagram of Restructuring Variables 

Case 
No of change change change change manage manage energy reducing change increase New improve seeking clusters supplier i ni n bank ment ment saving outstandin product export investme nt ment in new distribut i nventor connect personn structur 9 price efforts or chan ge product domestic 

i on y policy ions el e receivables relative to in quality markets 
network changes change competitor technology 

1 XX XX XX XX XX XX XX XX XX XX XX XX X 
2 XX XX X XX XX XX XX XX XX XX XX XX X 
3 XX X X XX XX XX XX XX XX XX XX XX X 
4 XX X X X XX XX XX XX XX XX XX XX X 
5 X X X X XX XX XX XX XX XX XX XX X 
6 X X X X XX XX XX XX XX XX XX XX X 
7 X X X X XX XX XX XX X XX XX XX X 
8 X X X X XX XX XX XX X X XX XX X 
9 X X X X XX XX XX XX X X XX X X 

10 X X X X XX XX XX XX X X XX X X 
11 X X X X XX XX XX XX X X XX X X 
12 X X X X XX X XX XX X X XX X X 
13 X X X X XX X XX XX X X XX X X 
14 X X X X XX X XX XX X X X X X 
15 X X X X XX X X XX X X XX X X 
16 X X X X XX X X XX X X XX X X 
17 X X X X XX X X XX X X X X X 
18 X X X X XX X X XX X X X X X 
19 X X X X XX X X XX X X X X X 
20 X X X X X X X XX X X X X X 
21 X X X X X X X XX X X X X X 
22 X X X X X X X X X X X X X 
23 X X X X X X X X X X X X X 
24 X X X X X X X X X X X X X 
25 X X X X X X X X X X X X X 

Case 
No of improve change lengthe seeki ng reduce chang e new resched dispose of closing of new loan s disposal changein 
clusters marketi product ning foreign material sin loans ule social plant/sho p from non- of sector of 

ng mix period investor inputs compos from loans issets banks assets activity 
within for ition of bank s 3urces (non 
tradition payable Board social) 
al of 
strategy Director 

1 XX *XX XX XX XX XX vX 11 XX XX XX XX XX X 
2 XX XX XX XX XX XX XX XX XX XX XX XX X 
3 XX XX XX XX XX XX XX XX XX XX XX XX X 
4 XX XX XX XX XX XX XX VX XX XX XX XX X 
5 XX XA XX XX XX XX XX XX XX XX XX XX X 
6 XX X XX XX XX AX XX XX XX XX XX XX X 
7 XX X Xx XX XX XX XX XX XX XX XX XX X 
8 XX X XX XX XX XX XX XX XX XX XX XX X 
9 XX X XX XX XX XX XX XX XX XX XX XX X 

10 X X XX XX XX XX XX XX XX XX XX XX 
11 X X X XX XX XX XX XX XX XX XX XX X 
12 X X X XX XX XX XX XX XX XX XX 
12 X X X XX X XX XX XX XX XX XX XX X 
14 X X X XX X X XX XX XX XX X 
15 X X X XX X X XX XX XX XX XX 
16 X X X XX X X XX X XX XX X 
17 X X X XX X X XX X XX XX X 
18 X X X X X X XX X XX XX X 
19 X X X X X X XX X X XX X 
20 X X X X X X XX X X XX 
21 X X X X X X XX X X X 
22 X X X X X X XX X X X 
23 X X X X X X X X X X 
24 X X X X X X X X X X 
25 X X X X X X X X X X 
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The third method was to base the indices on an analysis of restructuring activity (see 

Estrin, Gelb and Singh (1995)) Five broad areas of restructuring were identified. These 

were: 

product restructuring, e. g. adjustment to quality, product mix, structure of sales by 

region, country and outlet. 

2. input restructuring, e. g. reducing waste in material inputs, energy, changing 

suppliers. 

3. management and labour restructuring e. g. changing management structure, new 

board of directors, new top managers, effective system of corporate governance. 

/4. Asset disposal e. g. sales of fixed or social assets. 

Financial restructuring, e. g. restructuring loans, lengthening period'for payables, 

reducing outstanding receivables. 

Each question was answered by a qualitative response scaled ftom either 1, i. e. no 

change at all, IILo 5, i. e. everything has changed. Using an unweighted means of these 

scaled answers, "restructuring indices" were calculated for the five categories of 

restructuring measures. After some experimentation, we decided to use this method to 

fonnulate the restructuring indices. 

We have shown that in transition economies, performance and restructuring might 

suffer from the bias of corporate ownership structure towards insider-ownership. It is 

therefore not clear whether, in countries like Ukraine, private ownership per se will 

yield the benefits predicted by the theory on performance and restructuring: we may fail 

to identify increased restructuring in private firms in which insiders are the predominant 

owners. 
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Restructuring is the variable stressed in the transition literature as the key to economic 

growth and progress (Estrin, Gelb and Singh, 1995, and World Bank, World 

Development Report, 1996). It is a dynamic phenomenon. Earle, Estrin (1996) argue 

that, because it entails a change in behaviour across a range of decisions, restructuring 

has to be understood as a multifaceted activity. 

In the early years of transition, the extent of restructuring activity may be as useful as 

conventional measures of enterprise performance in indicating the progress of the 

enterprise sector towards a market economy. First the effects of private ownership on 

restructuring activities are observed more quickly than the impact on profitability. 

Moreover, it is in the areas of enterprise objectives, corporate governance, orientation to 

the domestic and the international market and the social. role of the --iiterprise that 

ownership changes might be expected to impact first. Restructuring may be a 

particularly important indicator of corporate performance in (he Ukrainian CODICXt 

because of the measurement problems for more conventional variablt--s (outlined above). 

In addition, the refonns, which transformed the system from plan to market, altered the 

equilibrium configurations of inputs and outputs in firins. They tightened budget 

constraints, and exposed managerial systems as being inadequate to the new 

environment. Restructuring involves a shift in enterprise behaviour across a range of 

activities simultaneously. Perhaps most significantly, organisational strategies had to be 

altered in the direction of profit maximisation, so that the new market signals actually 

did encourage finns to change their allocation decisions (see Kornai, 1994). The bundle 

of activities that we refer to as "restructuring" is therefore very broad, partially 

qualitative and partially quantitative, and hard to measure. 
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In this survey, restructuring is measured directly by asking firms about their 

restructuring activities across a large variety of areas from cost reduction through 

managerial changes to asset disposal. 

We noted above that there is some doubt over the accuracy of figures in the accounts. 

This is due to the prevalence of barter transactions, under-reporting, informal economy 

transactions and criminality. Thus, performance statistics provided by the firm may be 

false. This is why we have relied on qualitative responses to our restructuring questions 

as they might prove to be more accurate. 

These argments lead us to extend equation (1) from our section on performance and 

propose the following structure: 

Pi = (Ri) =f (Xi,, li, Ri . Owni) 117) 

where Ri denotes Ehe vector of restructuring indices. The previous discussioa suggests 

that restructuring in each dimension will be greater in private than state owned firms 

and also greater in outsider than insider owned ones. We further hypothesise that -greater 

restructuring activity will lead to enhanced performance; equation (7) argues that the 

primary channel through which ownership affects performance is restructuring. This is 

consistent with the theoretical literature that views privatisation as affecting enterprise 

performance primarily through managerial incentives and the independent monitoring 

of behaviour through capital markets. 

Equation (1) could now be interpreted as presenting an alternative view of the 

performance-ownership relationship that does not rely on restructuring. Privatisation 
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could improve some enterprise performance indicators directly, for example by 

providing access to new technologies and capital equipment that increase productivity 

and profitability without influencing the restructuring activities measured by our 

indices. Unfortunately, our survey does not provide any evidence on investment activity 

apart from information in value terms on investments that proved hard to interpret. 

Hence we have been unable to explore this further. Therefore, equation (1) provides an 

alternative hypothesis to equation (7). 

The timing of the relationship between restructuring and performance also merits 

attention. If the former activities are defined correctly, it is axiomatic that we would 

predict a strong positive association in the long run. However, in the short run, the 

relationship might be weak or even negative. For example, strategies of' product 

restructuring, from selling domestically or within the FSU to Western markets, might 

not immediately affect profits. Indeed in the short term, restructuring and. profitability 

might be inversely related because enterprises might increase costs to develop a market 

oriented system of product control, quality and accounting, or to develop appropriate 

marketing, finance and personnel divisions. These costs would occur before the revenue 

benefits begin to show. Estimates of the two parts of equation (7) are reported in the 

following section. 

Private ownership in transition economies per se may therefore not yield the benefits 

predicted by theory. Moreover.. private firms in which insiders are the predominant 

owners may also fail to restructure. As with the performance equations, we ran the 

regressions using both simple ownership categories and using the dominant owner 

categories. The equations using the simple ownership categories had lower R2. 
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Therefore, in what follows, we test for the impact of privatisation at the three levels of 

dominant ownership classification set out above. 

For the second part of equation (7), we specify the following fifteen estimating 

equations, three for each of the five restructuring indices: 

Rij = a�, +a, Privi + a2(Xi� li, Ri )+ ei (8.1. ) 

Rij = b� + bi 110i + b1200i+ b13N0i +b14C0Mi+b2 (Xi� li, Ri)+ e, (8.2) 

Rij: ý-- Co -4- CI1M0i + C12W0i + Cl300i+CI4IN0i + C15NC0i (8.3) 

+C16C0Mi + C2 (Xi, 
3 lie Ri)+ ei 

for each of the five restructuring indices j =- 1,... 5, where ej denotes the error terryi. The 

omitted ownership category contains firms that have not been privatised. 

The theory suggests that privatisation should always lead to restructuring, but that the 

improvement will be more marked in outsider than insider owned firms. Privatisation to 

insiders may or may not yield improvement relative to state ownership (Earle and 

Estrin, 1996). This implies that the coefficient on private ownership (al) will be positive 

as will all the b and c coefficients in equation (8.2) and (8.3). More restructuring in 

outsider owned firms leads to the prediction that bl2andCl3will be significantly larger 

than the other b and c coefficients respectively. 
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bl2> bil, b13, b14 >0 

and 

C13 ýý* CI I, C12ý C149 C15ý C16 ýý' 

We are now interested in the relationship between performance and restructuring. We 

do this by estimating the first part of equation (7). 

f5 Pýj = ho + j=l hjjRýj + eij (9) 

We would expect performance and restlUcturing to be positively related i. e. hij >0 for 

all j. However, whether because of measurement error or because the period in question 

is too short,, some or all hij may equal --;, ero, which 'is the nall hypothesis. Moreover, 

product and input restructuring require fewer financial and managerial resources and 

they are likely 'Lo encounter less internal opposition than the other restnicturing 

activities. As a result, we might expect these particular restructuring indices to be 

significant determinants of performance, even if the other activities are not. 

Empirical Results 

We first explore the relationship between restructuring and the dominant ownership 

form. We go on to consider the relationship between labour productivity and the five 

indices of restructuring. 

We report in Tables 6.6,6.7 and 6.8 results from estimating equations (8.1) - (8.3). as 

in our performance equations, the omitted ownership category is non-privatised firms. 
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The equations were estimated using ordered logit methods because the dependant 

variable is an index ranging from one to five. 

Table 6.6 - Impact of Private ownership on Restructuring 

Restructuring Index (RI) Pseudo-R 2 Ch i2 Coefficient on private ownership (a, ) 

Product 0.0202 17.20 1.25* (0.64) 

Input 0.0258 22.67** 1.40** (0.61) 

Management/Labour 0.030 26.06** -0.84 (0.65) 

Asset Disposal 0.0459 25.09** 1.26 (0.71) 

Financial 0.016 13.64 0.70 (0.66) 

Note. Figures in parentheses are standard errors. (; oetticients estimated trom equations ot torm (8.1) using ordered logit estimation 
methods, where Ej is specified by sectoral and regional dummy variables. Non-privatiseed firms (excluding "commercialised state 
owned firms") are the omitted ownership category. 

Significant at the 90% level 
Significant at the 95% level 
Significant at the 99% level. 

Our equations provide a significant explanation of input, management aDd labour 

restructuring and asset disposal. However, the proportion of 4the -variance explained is 

always small. We are never able to offer a significant explanation of financial 

restructuring. In Ukraine financial restructuring appears to be independent of ownership 

as well as of sectoral and regional factors. 
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Fable 6.7 - Impact of Insider or Outsider Ownership on Restructuring 

Coefficient on Product Input Management Asset Financial 
/labour disposal 

Insider owned (b, j) 1.36** 1.66*** -0.88 1.32** 0.69 
(0.66) (0.65) (0.68) (0.73) (0.68) 

Outsider owned (b12) 1.03 1.08 -0.69 1.07 0.54 
(0.68) (0.62) (0.68) (0-74) (0.71) 

No clear owner (b13) 0.87 1.66** -0.41 1.44** 1.03 
(0.80) (0.77) (0.77) (0.84) (0.81) 

Commercialised (b14) 1.87** 1.25 -1.239 1.50* 1.15 
(0.84) (0.80) (0.84) (0.89) (0.91) 

Sector dummies Yes Yes* Yes** Yes** Yes 
Regional dummies Yes Yes Yes Yes Yes 
Chi 2 20.04 25.53** 28.29** 25.98** 15M 
Pseudo-R2 0.0236 0.0290 0.0359 0.0475 0.0177 
Note. Figures in parentheses are standard errors. Coefficients estimated from equations (8.2) using ordered logit methods 

Significant at the 90% level 
Significant at the 95% level 
Significant at the 99% level, 

Restructuring of management and labour is always independent of ownership categories 

as shown by the low pseudo R2of 0.0359 in Table 6.7 and 0.0381 in 'fable 6.8. It is an 

! important confirmation of our methodology to find that the equations perform better as 

the ownership categorisation gets finer. For example, the Chi2 in the 

management/labour restructuring equation rises from 26.06 in Table 6.6 to 28.29 in 

Table 6.7 and 30.03 in Table 6.8, with the pseudo R2 increasing accordingly (0.0330; 

0.0359; and 0.0381). This supports our hypothesis that, in transition economies, it is 

important to specify not only whether firms are private or state owned 'bui also to 

classify carefully the dominant owner. 
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Table 6.8 - Impact of Dominant Owner on Restructuring 

Coefficient 

Worker owned (C12) 

Manager owned (c, l) 

Outsider owned (C13) 

"Insider dominated" 
(CIA 

No clear owner (C15) 

Commercialised (C16) 

Sector dummies 
Regional dummies 
Chi 2 

Pseudo-R2 
Note. Figures in parentheses are 

Significant at the 90% level 
Significant at the 95% level 
Significant at the 99% level. 

Product Input Management/ Asset Financial 
labour disposal 

1.51 1.64** 0.73 1.39 0.88 
(0.69) (0.66) (0.70) (0.75) (0.70) 

2.26 4.87*** -0.49 1.86 -1.98 (1.74) (1.79) (1.79) (1.85) (1.90) 
1.03 1.01 -0.68 1.04 0.63 

(0.69) (0.66) (0.70) (0.75) (0.71) 
0.03 1.15 -1.99 0.65 -0.23 

(1.09) (1,04) (1.11) (1.09) (1.07) 
0.83 1.56** -0.44 1.41 * 1.14 

(0.81) (0.78) (0.78) (0.85) (0.82) 
1.85** 1.23 -1.41 1.47 1.15 
(0.85) (0.80) (0.84) (0.90) (0.91) 

Yes* Yes** Yes** Yes" Yes* 

Yes Yes Yes Yes Yes 

22.94** 28.90* 30.03** 26.71 18.72 

0.0270 0.0329 0.0381 0.4890 0.0220 
I errors. Coefficients estimated from equations (8.3) using ordered logit methods 

Sectoral factors are typically significant in explaining variation in restructuring. In 

Table 6.8 they are significant at the 90% level for the product restructuring index and at 

95% for the four restructuring indices. The sectoral dummies are probably proxying 

product market competitiveness and/or financial constraints, although we do not have 

the information to unpack these matters further. However, despite the deep regional 

diversity in Ukraine (Khmelko, 1996, Wilson, 1997, Wolczuk, 1996), regional factors 

do not explain differences in the extent of enterprise restructuring. 

The equations for input, management, labour restructuring and asset disposal in Table 

6.6 and 6.7 and for these and that of product restructuring in Table 6.8 are significant at 

the 90% or above level. In these equations we have isolated some significant positive 

effects on restructuring from various forms of non-state ownership. 

207 



Table 6.6 shows that the coefficient on private ownership (a, ) is positive and significant 

at the 95% level in the input restructuring equation. Table 6.7 shows that the co- 

efficient is significant at the 90% level in the product and asset disposal equations and at 

the 95% level for input restructuring. In Table 6.8, worker ownership is significant for 

both the product and input equations. The co-efficient on manager ownership is 

significant at the 99% level for the input equation. Thus, manager owners may 

concentrate more on cost reduction and changes in the supply chain than other 

ownership types. 

There are also some significant positive results at the 95% level for commercialised 

firms in the product restructuring equation and for firms with no clear owner in the 

input equation. Thus, our equations confirm that private ownership does influence most 

aspects of product and input restructuring. 

The impact of privatisation on restructuring is more marked as the ownership categories 

are defined more finely. In the transition context and particularly in economies less 

advanced in the process, the fact of privatisation matters less than the question of to 

whom the enterprise was privatised. However, contrary to expectations from theory, this 

is not because when we disaggregate ownership classes we are able to separate out the 

more marked influence of outsider ownership; quite the reverse. The equations refute 

the view that outsider ownership will yield greater restructuring than insider or 

commercialised state ownership do. The improved explanation comes from stronger 

effects from insider ownership, i. e. managerial ownership on input restructuring and 

worker ownership on product and input restructuring. Surprisingly, commercialisation is 
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also a significant positive force for product restructuring (Table 6.7) and asset disposal 

(Table 6.8) despite the fact that these companies remain majority state owned. 

Privatisation thus enhances restructuring in state owned firms even when the state itself 

retains a majority stake. 

Our attempts to explore the direct relationship between enterprise performance and 

restructuring (equation 9) using ordinary least squares were less satisfactory. We 

experimented with several performance indicators in our attempts to receive meaningful 

results from these equations. We ran OLS regressions proxying performance with 

profitability, sales and employment, but the equations turned out to be extremely poor 

fits. We then tried labour productivity as the proxy for enterprise performance. We 

report the results from the labour productivity equation because it is the best lit. Wc- ran 

the equation at the three levels of dominant owner classificatioin but as reporlted in Table 

6.9, the R2 never exceeded 0.06 and the equations were not statistically significant at the 

95 % level. The coefficients on the ownership variables were never. statistically 

significant at even the 90% level in any of the equations. 

There are three possible explanations for the poor fit of the restructuring on 

performance equations. The first is that the restructuring indices could be poorly 

specified. We reject this explanation because the indices worked well in equations 8.1 - 

8.3. The second possibility is that our measures of performance are poorly defined. As 

we noted above, there are significant problems with quantitative data in Ukraine due to 

poor accounting standards and under-reporting of output. Thusý we cannot re ect this j 

explanation out of hand. The third possibility is that restructuring measures have not yet 

had time to show through in improved performance 
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In the early years of transition in Ukraine, companies' multifaceted activities to 

restructure the firms to face the market place were not directly associated with 

improvements in conventional measures of performance such as productivity. 

Table 6.9 - Labour Productivity Equations 

Privatised (di) 

Insider owned (f, l) 

Outsider owned 012) 

No clear owner (f13) 

Commercialised 014) 

Worker owned 

Manager owned (912) 

Commercialised (g, 6) 

Insider Dominated (914) 

No Clear owner (g, 5) 

Outsider owned(913) 

Sector dummies 
Regional dummies 

R2 
Note. Figures in parentheses are stanc 

Significant at the 90% level 
Significant at the 95% level 
Significant at the 99% level 

123 

0.02 
(0.25) 

0.14 
(0.72) 
0.02 

(0.10) 

-0.73 
(0.5) 

-. 0.01 
(0.05) 

errors. 

0.15 

. (0. -19) 
0.02 

(0.23) 

.. 0.01 
(0.7) 
0.01 
(0.7) 

-0.07 
(0.48) 
0.02 

(0.12) 

Yes Yes* Yes 

Yes* Yes** Yes" 

0.04 0.04 0.06 
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Conclusions 

We have identified a positive significant relationship between restructuring, measured 

qualitatively, and ownership. As predicted, the relationship becomes stronger as the 

ownership classes become more narrowly defined. However, the iesults also refute 

theoretical expectations: outsiders do not perform better as owners than the state does. 

Restructuring gains come from insider ownership and commercialisation. 'I"his suggests 

that deficiencies of insiders as owners may have been overstated for the UkTainian 

environment, especially when one focuses on product and input rather than financial 

restructuring. Outsiders may not be able to improve effective corporate governance on 

Ukrainian firins, partly because of entrenched management and weak capital mafkets 

and partly because the dispersion of outside ownership prevents outsiders from 

influencing enterprise performance. 

; irtacturi. -ag However, we were unable to identify a significant relationship betweý-In res 

. uid performance. This may be because restruc(uring measures have not yet had time to 

show through in improved performance. 
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Chapter 7: Conclusions 

We have presented and analysed a new Ukrainian enterprise data set in order to 

determine how ownership affects perfon-nance and restructuring. Theory had led us to 

expect that private ownership would result in improved performance and faster 

restructuring. Similarly, within private ownership, we were expecting outside owners to 

perform better than inside owners. This is because in theory, outside owners have the 

undivided objective of shareholder value maximisation. Insider owners have split 

objectives between their stake in the firm as employees and their shareholder stake. 

They may seek to maintain emPloyment levels and/or maximise wages and social 

benefits to the detriment of profitability. This may occur in two scenarios. Firstly, as we 

saw in Chapter 3. if the employees stake as a wage-eamer and co-,, sumer of social 

benefits is greater than their shareholder stake. Secondly, if the share stake is not 

tradable. in which case the employee may not see value in the share stake. 

Within insider ownership, we expected there to be differences between manager and 

employee owners. In many cases, manager owners perform better than worker owners 

because they have the high powered incentive of ownership to encourage them to 

restructure and improve performance. However, in situations where managerial talent is 

low, managerial share ownership will result in the entrenchment of poor managers and 

thus result in poor performance. In addition, manager owners may spend their time 

maintaining close contacts with the state bureaucracy instead of carrying out 

restructuring measures. 
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Worker owned firms can perform well when the workforce is homogeneous in skill 

levels, age and aspirations. However, in situations where redundancies are required, it 

may be difficult to achieve a consensus between those worker shareholders who will 

keep their jobs and those who will lose them. We thus expected manager owners to be 

better able to restructure the work force. However, worker ownership does have the 

advantage that workers are less likely to maintain close contacts with the state 

bureaucracy. Thus, worker and manager owned firms have differing advantages and 

disadvantages in the Ukrainian institutional environment. On balance, the advantage of 

greater distance from the state with worker ownership might be greater than the 

incentive effects on managers in manager owned firms. 

The results from the survey were somewhat different to those predicted by theory. We 

found that state owned firms often performed better than outsider owned firms. We also 

found that insider owned-firms restructured more in the areas of product, inputs and 

asset disposal and performed more than outsider owners in terms of sales adjustment. 

State owned firms also restructured more than outsider owners in the areas of product 

and asset disposal (as defined by the restructuring indices) and performed better on 

profitability. When we defined the ownership more finely, we found that worker owned 

firms performed better than manager owned firms in the barter equation. Workers also 

restructured more than managers did with product restructuring and marginally less than 

managers with input restructuring. 

We offer three possible explanations for our results. Firstly, it may be that there are 

(selection' effects. It could be that insiders were able to buy the best finns. This would 

explain the outperformance of insider owned finns over outsider owned firms in the 
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data set. If outsider owners start with a poorer set of firms then it may take time for 

them to improve performance. In addition, a reluctant Parliament may have kept some 

of the best firms in state hands, thus explaining the better performance of state owned 

firms in relation to outsider owned firms. 

Secondly, it could be that outside owned firms are reacting more flexibly to their 

environment and we hiding resources through the iiianipulation of barter transactions 

and activity in the informal sector. 

Thirdly, state owned and insider owned firms might be performing better than outside 

owners due to deficiencies in the institutional environment. The weak legal framework 

in -Ukraine makes it hard -for outside owners to exercise real control over their firms. 

This explanation fits in with the hypothesis of -N'ellis (1999) that privatisation. in 

institutionally weak countries is unlikely to result in improved performance. This is 

because the deficiencies in the legal process combined with non-transparent capital 

markets and rampant corruption are likely to 'be stronger than the incentive eftects of 

private ownership. 

Topics for further research 

We visited the enterprises iin this survey in the period just after privatisation. Our data 

set gives information on the restructuring and performance of firms up until 1996. 

Further research on the performance of different ownership forms in subsequent years 

would be useful. In particular, we have speculated that insider owners were able to buy 

the best firms at the time of privatisation but that outside owners will be able to improve 

the performance of their firms over time. Further empirical research on the performance 

214 



of different ownership types in Ukraine a few years after privatisation would also allow 

us to better understand the process of transformation in an institutionally weak country - 

Another key area for ftirther research is the dynamics of barter in Ukraine. We analysed 

the pattern and extent of barter. There were two competing hypotheses on the causes 

and incidence of barter. The first by Ickes and Gaddy (1998) using a Russian data set 

argues that barter is an integral part of the 'virtual economy'. In this, many firms are 

value subtracting and only survive by using barter. Barter emanates from the state 

sector. 

The second hypothesis by Marin, Kauffman and Gorochowskij (2000) used a Ukrainian 

data set 
to 

show -that private finns baitered more than. state owned ories. They 

I hy-pothesise that barter is a rational response to deficiencies in the institutional 

environment. We found that outsider owned firms barter more than average. 

A deeper analysis of the incidence of barter might shed more light on to this issue. 

Perhaps both the worst perfonners and the best Perfonners use barter for different 

reasons. On the one hand, the worst performers may have no choice as they do not have 

the financial . -esources to deal in the cash economy and are thus relegated to the 'virtual' 

economy. On the other, the best performers may be using barter as a way of reacting 

flexibly to a disorganised market (Blanchard and Kremer, 1997). Barter can be used to 

guarantee payment for specific transactions with firms that might otherwise be unable to 

meet their obligations. The best performers may also be using barter to hide profits and 

engage in capital flight. Further research focussed on the mechanics and motivation of 

barter in Ukraine could further clarify this important phenomenon. 
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Policy conclusions 

Ukrainian economic performance has not yet benefited substantially from privatisation. 

Our survey shows that in the current setting, there are some benefits to insider 

ownership in Ukraine. However, empirical evidence from the rest of the world shows 

-that. outside ownership usually results in improved performance. Therefore, policy- 

makers should encourage an evolution of the ownership structure towards outside 

ownership. To this end, the government should promote a deepening and widening of 

the stock market. They should also consider adjustments to the tax system that would 

encourage share sales by insiders. One possibility would be to grant a time-limited tax 

break on the sale of shares by managers and workers. 

The pervasive nature of barter stifles economic development in Ukraine. It is inefficient 

as it enables value-subtracting enterprises to continue to exist and stymies the growth of 

de novo enterprises. It is crucial -that the state stops engaging in barter: it should stop 

using tax offsets and discourage barter by only accepting cash settlement of taxes. Barter 

can be a non-transparent way of subsidising favoured enterprises. It also provides 

opportunities for corrupt behaviour by officials. 

key element in the economic growth of neighbouring Poland has been the 

development of de novo firms. Ukraine needs to encourage the development of new 

small private enterprises. It could do this by reducing the number of bureaucratic 

signatures required before starting a business. It should then reduce opportunities for 

corrupt bureaucrats to extort monies from entrepreneurs by reducing regulation 

whenever possible. 
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Corrupt officials should be punished in order to give a good example. In addition, with 

the help of foreign donors, the goverment should give technical support and advice to 

entrepreneurs. This could take the form of advice on business plans, training in 

marketing, strategy, finance and cashflow analysis. 

We believe that the positive effects of privatisation are not being realised due to 

weaknesses in the institutional environment. In order to realise the goal of becoming a 

modem European country with high living standards, it will be necessary to reform the 

institutions in Ukraine. There needs to be effective law courts, capital market regulation, 

an active and free financial press and a rules-based competition policy. In addition, 

regulation should be based on clear simple rules, reducing bureaucratic discretion to a 

minimum and allowing a level playing field for existing and de novo companies. 
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Appendix: QUESTIONNAIRE 
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Firm name 
Address 

Telephone 
Region/Oblast 
Industry Code (Goskomstat system) By Sector of Activity 
Date of Formation 
No of Plants 

I. What is the current legal form of your company? 
(TICK ONE) 

Joint stock company ( mainly privately owned) 
Cooperative 
Ownership by physical persons 
Joint Stock company with 100% state ownership ( commercialised 
state -owned firm) 
Leasehold 
Non-incorporated state-owned enterprise 
Other (identify) 

2a) Did your company ever exist in another form? 'Yes / No 

2b) If Yes, which fonn did your firm have? 
(TICK ONE) 

I state-owned enterprise II 
laleasehold 
a co9perative 
other (describe) 

c) If No, Are you a) a completely new firm? 

or b) a spin-off from a state-owned enterprise 
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Private, Privatised and PrivatisinLy Firms 

3 Has your company been privatised? Yes / No 
a) If No (TICK ONE) If Yes, eo straiiiht to 3b 
Privatisation not planned 
Privatisation delayed 
Privatisation is planned in next 12 months 
The firm Was always private 
Not applicable 

If No go straight to Question 6 

If Yes 
b)Date of Registration (Commercialisation) Month Year 199.. 
Date of Transfer of Ownership from the State Month Year 199.. 
Date of First Shareholders Meeting Month Year 199.. 

4. Which option of privatisation did you choose? (TICK ONE) 

I)Buyout 
2)Lease-Buyout 
3)Auctioning 

--I .. 

4)Competitive Tender 
5)Joint Venture 
ý)Other(describe) 
6)Not applicable-firm was always private 
7)Difficult to say 

5. What are the percentage holdings of the following groups of shareholders? 

Shareholder Type Number of Shareholders % share 
Government 
Managers 
Workers 
Ukrainian Firms 
Ukrainian Banks/ Investments 
Ukrainian citizens 
Foreigners 
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6. What was the total annual level of Sales? 
1996 in Hyrnia output Sales 
1995 in Kbs 
1994 in Kbs 
1993 in Kbs 
1992 in Kbs 
1991 in Rubles 

7. Please give an approximate breakdown of your markets (percentage) of total Sales 

value 

1996 1995 1994 1993 1992 1991 
Total Domestic Sales 
Total Exports 
Of which a) exports to near 
abroad 
b) exports to former CMEA 

c) OECD 

LLL2! 2LýD 

8. What is the structure ol'your domestic sales by type of customer' , (percentage) of 
Domestic Sales Value 

Year 1996 1995 1994 1993 199L- ý, l 991 

Government 
Private Firms 
State Owned Enterprises 

9. How many people work in your firm? 

1996 1995 1994 19937 1992 19911 I 

Total number employed 

I O. a. What percentage of your total workforce is currently on unpaid leave % 

I O. b. What percentage of your total workforce was on unpaid leave? 

1996 1995 1994 1993 1 1992 991 I 

Total number on unpaid leave 
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II 
-With your existing capital stock, technology and level of output, how does your 

actual level of employment (not including those currently on involuntary leave) 
Compare to the efficient level of employment? (i. e. how many employees does your 
enterprise need, compared to the number actually employed? ) (Tick One) 

1) Too high by more than 30% 
2) Too high by 20-30% 
3) Too high by 10-20% 
4) Slightly too high by 5-10% 
5) Employment level about right (Go to Question 13) 
6) Too low by 5-10 % (Go to Question 13) 

_ 7) Too low by more than 10% (Go to Question 13) 
18) Difficult to say (Go to Question 13) 

12. If your answer to Question 11 was 1,2 or 3, what is the reason for not decreasing 
employment? 
(Tick as appropriate) 

1) No substantial financial problem 
2) Output and demand recovery expected 
3) Legal obstacles for firing workers 
4) Cost of severance pay too high 

. 
5) Social/ethical reasons 
6) Workers' resistance 
7) Employees are share holders in the firm 
8)Other (specify) 
9) It is difficult to say 

13. Compared to 1991, the scale of social benefits has: (Tick One) 

1) Increased a lot 
2) Increased a little 
3) Stayed about the same 
4) Been cut a little 
5) Been cut a great deal 
6) Not applicable 
7) It is difficult to say 
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14. Which items were your costs composed oV (as % of total costs) 

Cost 1996 1995 1994 1993 1992 1991 
wages and salaries 
social security taxes and 
other basic taxes on wages 
material inputs 
fuel and energy 
social benefits (included 
in costs) 

I Depreciation 
Total Cost 

15. What percentage of Sales are total costs? 

1996 1995 1994 1993 1992 1-1991 
II 

16. Average monthly wage of full time employees 

Vo- -rk jý Average 
1996 in Hm 
1995 in Krb 
1994 in K. -b 
1993 in Krb 
1992 in Krb 

(1991 in Rbs 

17. What are your major product lines today.. in order of importance? 
(Percentage of total output) 

Products % output 
1996 

% output 
1995 

% output 
1994 

% output 
1993 

% output 
1992 

% output 
1991 

1 
2 
3 
4 
5 
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18-What percentage of your capital equipment in use is in the age category? (Sums to 
100) 

1) 0-5 years old 
2) 5 -10 years old 
3) 10-15 years old 
4) More than 15 years old 

19. a) Do you currently accept payment for your products in the form of other 
products YES/NO 
If No go to Question 20. 
b) i) If Yes, what proportion of your goods are traded in this way? (by value) .... % 

ii) What proportion of the value of the goods you receive in payment are raw 
materials necessary for the production of your goods? (by volume) % 

Score all of Question 20 on a scale of : 
1. No change 
2. A small amount of change 
3 Moderate change 
4A lot has changed 
5 Everything has changed 

20. How much has been done in the following areas since 199 1? 

1) change in sector of activity 
2) changing product mix within traditional strategy 
3) improvement in product quality 
4) improve marketing 
5) seeking new domestic markets 
6) change product price relative to competitors 
7) change in inventory policy 
8) change distribution network 
9) increasing export efforts 
10) new investments or change in technology 
11) reducing material inputs 

12) change suppliers 
13)saving on energy inputs 
14)disposing of social assets 
15)disposing of assets (other than social assets) 
16)closing of plant/shop 
17) changes in management structure 
18) changes in management personnel 
19) change in composition of the Board of Directors 
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20. How much has been done in the following areas since 1991? (Continued) 

1. No change 
2. A small amount of change 
3 Moderate change 
4A lot has changed 
5 Everything has changed 

20) reschedule loans 
2 1) obtain new loans from banks 
22) obtain new loans from other (non-bank) sources (specify) 
23) lengthening period for payables 
24) reducing outstanding receivables 
25) changing bank connections 
26) seeking foreign investors/partners 
27)other (please specify) 

21 a) Has your firm borrowed any money? YES/NO 

b) If Yes Who from? (Please give percentage of total loans) Please indicate with (*) if 
the firm still borrows from the same bank as in 1991, but the Ownership of the bank 
has changed. 

Private Bank 
1996 1995 1994 1993 1992 1991 

State Bank 
Goverment 

22. What type of goverranent assistance have you received? (Tick All Boxes that 
apply) 

1996 1995 1994 1993 1992 1991 
None 
Subsidies 
Tax Benefits 
Beneficiary Loans 
Financing from Authorities 

r-Other 
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23. Has your company made any major sales, transfers or other disposal of assets in 
the period 1992-95? (Yes/No) If No go to Question 24. 

If Yes, a) what assets were involved in the largest recent disposal? (Tick One) 
Machinery or Equipment 
Building or land 
Social Assets 

b) What was the type of disposal? (Tick One) 
Sale 
Lease or Rent 
Transfer or gift of asset 
Other (please specify) 

c) Major reason for this disposal? (Tick One) 
Financial Reasons (improve cash flow, 
repay debt etc... 
Focus on Core Business 
Mandated by govermuent regulation/decree 
Other (please specify) 

24. Have you invested in fixed capital since 1990 ? YES/NO 

If Yes, Please specify the amounts 

NOTES FROM THE RESEARCHER 
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