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

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

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

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

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

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

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

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

Section 11 describes our survey. Section 111 presents basic empirical
results on the effects of human capital and incentives on the postpri-
vatization restructuring of shops. Section IV presents a conclusion.

II. Description of the Data

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

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

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

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

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

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

2 We also asked whether a shop had a minor renovation (kosmetichesky remont), which
was a much more common restructuring measure than major renovation, but not one
correlated with any of the determinants of restructuring investigated in this paper.



