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Privatization: What Have We Learned? 1 

Sergei Guriev2 and William Megginson3 

Abstract 

Privatization is one of the major economic phenomena in recent economic history. This paper 

summarizes empirical research on the effect of privatization on the performance of privatized 

firms and on the society. The extant evidence from privatizations in many developed and 

developing shows that privatization usually results in an increased productivity and positive 

effects on the society. The effect of privatization depends however on economic institutions in 

place, in particular on rule-of-law, competition, hard budget constraints, quality of governance 

and regulation. We pay a special attention to the cases of Russia and China and show that their 

experience is consistent with the conventional wisdom once one accounts for an appropriate 

counterfactual. 

1 This paper is prepared for ABCDE conference in St Petersberg, January 2006. The paper draws heavily on 

Megginson 2005 and Guriev and Rachinsky 2005.  

2 Human Capital Foundation Professor of Corporate Finance, New Economic School and CEFIR, Moscow, and 

CEPR. E-mail: sguriev@nes.ru. 

3 Professor and Rainbolt Chair in Finance, University of Oklahoma. E-mail: wmegginson@ou.edu. 
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Why Is Privatization Research Important? 

Since 1979, many countries have embarked on the course of privatization which has changed the 

economic landscape around the world. Privatization has spread to many industries, including 

those that had never been privately owned. Privatization has transformed command economies in 

post-communist countries into decentralized ones. It has changed the political balance of power 

in many societies and revolutionized global financial markets. Yet, the intellectual debate on the 

benefits of privatization is far from over. The available research shows that the impact of 

privatization on the privatized firms and on the economy and society depends on many variables 

including political and economic institutions. There are significant complementarities between 

privatization and other reforms. It also matters how privatization is structured and who the new 

owners are. In particular, there are substantial benefits to opening up to foreign ownership.  

We summarize the extant research on privatization in this article, and also discuss two important 

cases that are often referred to as evidence against privatization: Russia and China. In Russia 

(and some other CIS countries), privatization seems to have produced few benefits for the 

privatized firms or for society, whereas China has managed to pursue a reform package that has 

not so far included the mass privatization of state-owned enterprises and yet has produced very 

impressive results. We argue that in both cases–as well as in other controversial privatization 

examples such as Latin America–the outcomes can be explained within the conventional 

framework once one accounts for an appropriate counterfactual. 

A comprehensive survey of the existing research on privatization would take over fifty pages (as 

it actually does in Megginson and Netter 2001; Djankov and Murrel 2002; and Megginson 2005) 

so we only summarize the general lessons and discuss the representative studies.  
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Privatization Around the World 

While it is now hard to imagine the world without privatization, it is still a very recent 

phenomenon by historical standards. While there were important privatization programs in West 

Germany in the early 1960s, and in Chile during the 1970s, state ownership of business 

enterprise was pervasive, and growing, in the world economy until a quarter-century ago. In 

OECD countries, this was a result of (1) the Great Depression, which inspired a profound 

critique of private ownership, (2) the two World Wars, during which governments established (or 

reestablished) public ownership over “strategic” industries, and (3) widespread acceptance of 

social democrat philosophies stressing the strategic need for state control of an economy’s 

“commanding heights.” In the socialist countries, public ownership of the means of production 

was the essential piece of ideology; private ownership was limited to personal consumption 

goods and – in some countries – to small agricultural land plots. Not surprisingly, given the 

perceived success of Soviet industrialization and the important role of public ownership in the 

developed West, many developing countries also adopted state-directed development policies 

during the post-WWII era. 

By the late 1970s, however, there was growing disappointment with the dismal performance of 

the state-owned companies, as well as the growth slowdown in the socialist countries, prompted 

the first privatization attempts by Britain’s conservative Thatcher government. Since then, 

privatization has spread to more than 100 countries that collectively have privatized tens of 

thousands of firms, and have raised almost $1.5 trillion. Privatization has produced substantial 

fiscal benefits: in many countries, privatization revenues accounted for 10 percent or more of 

government budgets in some years, and saved almost as much via eliminating the need for 

further subsidies to the state owned enterprises. 
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Certainly, the most dramatic privatization experiences have occurred in transition countries 

where socialist economies have been become predominantly privately owned within a decade. 

Yet, other countries have also pursued impressive privatization programs; moreover, as much of 

post-communist privatization was non-cash-based, OECD countries and other developing 

countries easily surpassed transition economies in terms of privatization revenues.  
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Figure 1: Developing countries’ revenues from privatization. Source: World Bank Privatization 

Database.  

 

Since 1984, the share of state-owned enterprises (SOE) in the GDP of industrialized countries 

has fallen by almost half, to less than 5 percent.  The change was even more substantial in the 

developing countries: according to Sheshinski and Lopez-Calva 1999, between 1980 and 1997, 
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SOEs’ activities as a percentage of GDP decreased from 11 to 5 percent in middle income 

countries, and from 15 to 3 percent in low income economies. The change in employment was 

even larger. In the middle-income countries, SOE employment has come down from a peak of 13 

to about 2 percent of total employment, while in low income countries employment in state 

enterprises has dropped from over 20 to about 9 percent (Sheshinski and Lopez-Calva 1999). 

 

Figure 2: The share of SOE in GDP by region. Source: Lopez-de-Silanes 2005, Figure 1. 

The Theoretical Debate on Privatization 

The policy debate on privatization is often reduced to the following simple arguments. 

Privatization helps to raise revenues for the government. Private ownership strengthens the 

incentives for profit maximization and therefore should lead to increased productive and 

allocative efficiency. Yet private ownership may involve substantial costs: there can be market 
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failures related to externalities, market power, and public goods. These market failures provide a 

rationale for public ownership. 

While the policy debate is usually focused on the trade-offs above, economists argue that the 

picture is actually much more nuanced. Privatization, particularly in post-socialist countries, 

tends to impact almost all macroeconomic and many microeconomic forces, sometimes in 

conflicting ways. 

Fiscal considerations. The argument that privatization helps to raise cash for the government is 

related to the privatization’s impact on productivity. If the public ownership is optimal, then 

government is better off keeping the firms in public ownership and receiving the stream of 

profits. If the government is cash-strapped it should issue debt (or raise taxes). The privatization 

proceeds are high only when the new private owners are more efficient (or at least expect to be 

more efficient).  Therefore the fiscal benefits of privatization are certainly related to the 

efficiency and welfare advantages of private ownership. Yet, the fiscal issues are very important 

as they provide government with incentives to undertake the privatization–to raise cash and to 

eliminate public subsidies to SOE.  

Privatization and market failures. Market failures, even when they exist, do not have to be 

corrected through public ownership. Much can be achieved through regulation, taxation, and 

private provision of public goods (through profit-maximizing firms or non-profit organizations). 

There are certainly limits to this argument. Similarly to the multitasking framework of 

Holmstrom and Milgrom 1991, Shleifer 1998 argues that privatization may result in an excessive 

emphasis on profit maximization at the expense of other socially valuable objectives. If the latter 

are not contractible, then the multitasking theory suggests that it may be optimal to weaken the 
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profit maximization incentives. For example, private prisons may be very good at cutting costs 

but do not necessarily internalize the well-being of the convicts (Hart et al. 1997). Therefore 

state ownership of prisons may be socially optimal even though they would not undertake cost-

reducing measures.  

This argument applies to all societal effects of privatization–externalities, distributional 

concerns, market power–whenever government’s regulatory capacity is limited. If, for some 

reason, government cannot ensure effective regulation of the privatized firms to limit the 

negative externalities, privatization may indeed have negative implications for social welfare. 

The regulatory failure may arise from either lack of competence or incentives within government 

bureaucracy or because of regulatory capture by the regulated firms. As shown in Guriev and 

Rachinsky 2005, privatization can create powerful interest groups that have a serious effect on 

economic policy choices. In particular, if privatization creates large private monopolies in an 

economy with poor institutions, it is very likely that competition policy will never develop. 

Faccio 2006 shows that political connections are especially important in countries with less 

mature institutions. 

On the other hand, public ownership may not resolve all the relevant issues: both in democratic 

and in non-democratic regimes politicians are often concerned with issues other than economic 

efficiency and social welfare; they may be either driven by political motives or simply corrupt. 

Privatization reduces their ability to pursue political objectives.  

Market socialism. The opponents of privatization argue that neoclassical economics’ welfare 

theorems should also work in an economy with public ownership. Instead of a Soviet-type 

economy with public ownership and planning, one can imagine a market socialism (Barone 
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1908; Lange 1936) system where firms are publicly owned, but exchange occurs in competitive 

markets, and SOE managers are incentivized via performance contracts. Some adherents of 

market socialism argue this is exactly what has been successfully implemented in China.  

Critics of this idea argue that it is very hard for the government to commit not to intervene in 

markets. Under market socialism, the government is omnipotent and can directly control all the 

prices. Therefore, it is hard to protect market competition from the government monopoly, which 

would not only expropriate the consumer surplus but would also undermine efficiency. It is also 

hard for the government to commit to the strict antitrust policy that weakens the market power of 

state-owned firms. Even in an open economy which “imports” product market competition, the 

government still wields a monopoly in the labor market and in markets for nontradeables. The 

government is also unable to commit to abstain from political pursuits while designing and 

enforcing management contracts. 

Another problem of government ownership is the inability to ensure the exit of failing firms. 

Governments (or government banks) often bail out firms, private or public, in order to preserve 

employment. This problem is especially severe in the case of the public firms. It is essentially 

impossible for the state to commit to not bailing out its own firms. The resulting soft budget 

constraints further aggravate the incentives problem for state-owned enterprises.  

Yet another argument in favor of private ownership is the importance of innovation. Shleifer 

1998 argues that innovation can only prosper under private ownership. While inventors can come 

up with great ideas independently of the predominant ownership forms, further development and 

commercialization of innovative ideas is certainly more likely under private ownership.  
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Policy Challenges: Speed, Sequencing and Methods  

Complementarities and Sequencing  

The debate above implies that the success of privatization depends on the quality of economic 

and political institutions. Therefore reforms assuring property rights protection, competition and 

openness, hard budget constraints, good corporate governance, low corruption, and optimal 

regulation are all complementary to privatization. 

The fundamental problem of privatization is that the need for privatization is stronger in 

countries with less competent and accountable governments, yet these are exactly the countries 

that lack mature economic and political institutions. Hence, the government that cannot run the 

publicly owned firms well is often the government that is not able to design and implement 

privatization well and to carry out the complementary reforms.   

Privatizers in such countries face a chicken-and-egg problem. On one hand, they should first 

build market institutions that would reinforce the benefits of privatization. On the other hand, it 

is not clear why the reforms introducing such institutions would find any support until there is a 

critical mass of private ownership. This problem is virtually absent in OECD countries where (a) 

such institutions are already in place; (b) the majority of voters respect private property. The 

situation is very different in developing and especially transition countries where prior to mass 

privatization, the demand for market institutions is simply absent.  

It is certainly not clear which approach is better suited for solving the chicken and egg problem. 

Some countries have tried the “Machiavellian privatization” (Biais and Perotti 2002) approach 

by selling cheap and fast in order to create a demand for institutions. Others delayed privatization 
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until the institutions were in place.  In Central and Eastern Europe, both approaches were tried 

and ultimately both succeeded – probably because of the external anchor of possible EU 

accession. In the former Soviet Union, both approaches were attempted but neither seems to have 

succeeded. In some countries, both privatization and institutional changes have been delayed 

indefinitely; in others, privatization has happened but institutional change is still slow. In some 

countries, particularly Russia, privatization was deemed illegitimate by the vast majority of 

population because of the perceived corruption of the sale process. This eventually resulted in a 

policy reversal, including major renationalizations.  

Speed 

An important policy choice is the speed of privatization. On one hand, in order to maximize 

privatization revenues and find the most efficient owners, privatization should be administered 

case by case rather than en masse. However, as Boycko, Shleifer, and Vishny 1995 argue, 

privatization often has to be undertaken by a divided government. In this case, the window of 

opportunity is very narrow and the case-by-case privatization is too slow while rapid, mass 

privatization may assure the transformation’s irreversibility. The problem with mass 

privatization is that if the government fails to design the mass privatization process well, this 

may undermine the public support for further reforms and the legitimacy of the emerging private 

property rights regime. 

Another sequencing/speed issue is whether to restructure and improve performance before 

privatization—not least in order to maximize privatization revenues. Boycko, Shleifer, and 

Vishny 1995 argue that if the firm can be made profitable under public ownership, it should 

probably not be privatized in the first place. And vice versa, if the firm is slated for privatization 
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as the government bureaucracy is not capable of running it, why trust the bureaucracy with 

restructuring the firm? 

Methods of Privatization: Share Issues, Trade Sales, or Non-Cash Privatization 

Government can privatize firms through three major approaches: share issue privatization (SIP), 

asset sales to a single buyer (trade sales), and non-cash (or “voucher”) privatization. The choice 

between SIP and the trade sales is usually driven by size. Smaller firms are sold via private 

markets (usually auctions) to a single buyer. This resolves the issue of separation of ownership 

and control which is especially severe in countries with poor corporate governance. Larger firms 

are harder to sell in their entirety, since the lack of financial intermediation precludes buyers 

from raising sufficient funds to pay a high price for the asset (Maskin 2000). Such firms are 

usually privatized via public capital markets.  

In both SIPs and asset sales, an important decision is whether to allow foreigners to bid. For an 

economist, increasing competition among bidders (either via SIP or in trade sales) should raise 

privatization revenues and eventually attract a more efficient owner. However, foreign 

participation is often ruled out due to political/nationalistic sentiment. In many cases, the 

sentiment is promoted by the incumbent bidders, who benefit from the ban on foreign ownership 

at the expense of the domestic public. Indeed, the exclusion of the foreign bidders raises 

substantial problems, especially in the case of mass privatization. When a post-socialist 

government is about to privatize a large part of the economy, there is insufficient wealth within 

the country to assure a high price for the assets. Therefore one has to resort either to dispersed 

ownership, even for small firms, or to non-cash privatization.  The latter may result in inefficient 

insider ownership and/or low privatization revenues, leading to disappointment with reforms.  

11



Lessons from Privatization  

The discussion above implies that privatization’s success depends on many variables, and there 

is a large scope for empirical research to measure their relative importance.  In this section we 

summarize the results of such empirical studies. 

Methodological Issues 

Most studies focus on comparing the performance of firms under private and public ownership. 

Some run cross-section regressions on the large samples of both private and public firms 

estimating the effect of ownership controlling for other determinants of performance (see the 

seminal paper by Boardman and Vining 1989). This approach is problematic as (a) ownership is 

endogenous (Himmelberg, Hubbard, and Palia 1999) and (b) in a cross-section, it is very hard to 

control for all possible determinants of performance at the firm level.   

The other influential approach focuses on privatization per se rather than on ownership and 

compares pre- and post-privatization performance of privatized firms. This approach–suggested 

and first used by Megginson, Nash and van Randenborgh 1994, hereinafter referred to as MNR–

allows for comparing privatized firms in different industries, countries and even time periods. 

The MNR methodology has become a tool of choice for privatization researchers as it only 

requires data on the privatized firms for three years before and three years after the event of 

privatization; such data are usually readily available.  

Yet, MNR’s major advantage of looking only at the privatized firms is also a weakness. Indeed, 

one should compare the change in performance of the privatized firms to that of the other firms, 

public or private, that did not undergo privatization during this period. This approach is more 
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demanding as it requires a panel dataset that would track a large set of firms over a reasonably 

long period of time (as described in Brown, Earle, and Telegdy 2006).  

There are additional methodological problems with all the approaches. First, there are many 

questions related to the appropriate measure of performance—such as whether it is best proxied 

by stock market or accounting data. Second, there are endogeneity issues. To ensure their own 

viability and to prevent the policy reversals, governments may begin by privatizing the firms that 

are likely to benefit from privatization the most. This causes a selection bias. Another source of 

selection bias is related to the quality of data, which is usually higher in countries with more 

effective government and market institutions. As the latter are more conducive to the success of 

privatization, it is likely that there are more studies of privatization successes than failures.   

Third, studies of the firm-level impacts of privatization by definition miss the external effects of 

privatization on the economy and society at large. In particular if the privatized firm is an 

unregulated monopoly, the firm-level study is likely to find a productivity increase: the resulting 

price increase will be recorded as a TFP growth even though the social returns may actually be 

negative. There are a number of ways to go beyond the firm level. One can study the well-being 

of the privatized firm’s customers. This is doable when the privatized firm is a utility company 

serving a specific region or when there is a comprehensive privatization within an industry. 

Alternatively, if a country goes through a mass privatization program, one can compare the 

economic and social outcomes at the country level.  
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Summary of Research 

Firm-level effects of privatization. 

The extant firm-level empirical research on the change in productivity and employment around 

the world is summarized in the Tables 1-4 (compiled from Megginson 2005, chapters 3 and 4, 

and Chong and Lopes-de-Silanes 2005); see also tables 2.1-2.4 in Megginson 2005. The results 

of these studies show that privatization usually results in increased productivity but also leads to 

a reduction or no change in employment. There is also a strong evidence that privatization to 

foreign investors results in higher productivity gains. Privatization brings higher benefits to the 

firms wherever the appropriate institutions are in place. One should emphasize that tens of 

studies on developed, developing and transition countries using very diverse methodologies seem 

to yield very similar results.  

Consistent with the critique of market socialism above, the evidence show that performance 

contracts, corporatization, and hard budget constraints do not  work without privatization (Table 

5, Shirley and Xu, 1998, Shirley, 1999).  

Country-level effects and complementary reforms.  

Zinnes, Eilat, and Sachs 2001 study the transition experiences of 25 countries and show that 

privatization is complementary to the institutional reforms that introduce rule-of-law, hard 

budget constraints, and investor protection (see the Table 2.4 in Megginsion 2005).  If these 

institutions are not developed, privatization’s impact on the economic performance is actually 

negative.  
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Restructuring prior to privatization. Does it pay to restructure the firm before privatizing? The 

evidence suggests a negative answer, in line with the basic logic of privatization: privatization 

makes sense precisely because governments are not good at restructuring firms. As shown by 

Lopes-de-Silanes 1997 and Chong and Lopes-de-Silanes 2002, who study the effect of pre-

privatization restructuring on the net privatization price received, debt absorption has no effect 

on the net price, while “investment” and “efficiency” programs actually reduce the price. Chong 

and Lopes-de-Silanes also show that even labor force retrenchment programs are counter-

productive, as they all too often lead to adverse selection in the employees being let go. 

Methods of sales. Megginson, Nash, Netter, and Poulsen 2004 study the determinants of the 

choice between asset sales and share issue privatization. They show that the choice depends on 

both the market institutions and the firm-specific factors. Larger and more profitable firms are 

more likely to be sold via public capital markets. Better protection of property rights leads to a 

higher chance of asset sales privatization.  

The existing research on share issue privatization (summarized in Megginson 2005, chapter 6) 

shows that these issues are substantially underpriced. Investors who buy the privatization share 

issues earn statistically and economically significant excess returns (about 30%!) both in short- 

and long-term. This is especially striking given that the corporate finance literature documents 

negative long-term excess returns for private-sector share offerings. The underpricing probably 

reflects the fact that privatizing governments pursue multiple goals rather than just revenue 

maximization (see Boycko, Shleifer, and Vishny 1995 and Biais and Perotti 2002).  

Welfare effects. Studies of the effects of privatization on social welfare and inequality have been 

traditionally focused on utilities divestments. These studies measure the effect of privatization on 
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the access to services and generally find substantial benefits, especially for lower income groups 

(see MacKenzie and Mookherjee 2003 for four countries in Latin America; Fischer, Serra, and 

Gutierrez 2004 for Chile; Jones, Jammal and Gokgur 1998 for Cote d’Ivoire; Appiah-Kubi 2001 

for Guinea). Galiani, Gertler, and Schargrodsky 2001 show that water privatization in Argentina 

has resulted not only in substantial productivity growth but also in reduction in child mortality 

(saving about 500 infant and young children lives per year). Similar results are obtained in the 

studies of telecom privatizations (see Tables 4.12 and 4.13 in Megginson 2005 for a summary of 

the results). 

Stock market development. Another important impact of privatization is the development of 

financial markets. Privatizations have contributed not only to the rise of the global capital 

markets but, more importantly, have increased capitalization and liquidity of almost all non-U.S. 

national stock markets. Boutchkova and Megginson 2000 calculate the turnover ratios (total 

value of trading over the market capitalization) for individual financial markets and regress these 

on the number of privatization deals in a given country in a particular year. Controlling for 

country’s fixed effects and first-order autocorrelation, they find that each privatization raises the 

stock market liquidity (proxied by the turnover ratio) by 2.3 percent in the next year and by 

further 1.7 percent the year after that. The relationship between privatization and stock market 

development seems to be well understood by the governments: Megginson, Nash, Netter, and 

Poulsen 2004 show that governments are more likely to privatize through share issues in the 

countries with less developed capital markets, apparently in order to foster stock market 

development.  
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When Does Privatization NOT Work? 

The most thorough panel study of mass privatization (Brown, Earle, and Telegdy 2006) shows 

that privatization substantially improves productivity in Romania and Hungary (by about 20-

30%) but has no positive effect in Ukraine and even a negative effect in Russia. If the general 

lesson from privatization research is that privatization usually “works”, how should one explain 

the failure of privatization in Russia and other CIS countries? The evidence suggests that 

privatization succeeds, but only if the relevant institutional environment is in place: private 

property rights protection, rule-of-law, hard budget constraints, competition and regulation (see 

Table 5 as well as Tables 1-4). In this respect, Russia and other CIS countries did not have the 

benefit of prospective EU accession to force the pace of necessary reforms. Also, EU accession 

made privatization irreversible in Central and Eastern Europe, while in the CIS policy reversal 

was indeed an important risk (which did in fact materialize in Belarus and Russia, and almost 

materialized in Ukraine), hence a fast mass privatization was needed. The other major problem in 

the CIS arose from the decision to rule out foreign participation in privatization for ideological 

reasons. Given all the constraints, Russian and other CIS privatizers had to adopt non-cash 

privatizations.  

Research shows that non-cash privatization is inferior to trade sales and share issue privatization. 

The intuition is straightforward. First, non-cash privatization results in insider ownership, which 

implies that demand for institutional reforms develops very slowly. Since market institutions are 

not in place, secondary market trading results in ownership concentration in the hands of a few 

politically connected owners (in Faccio’s dataset, Russia comes firms in terms of political 

connections). The larger the insider’s ownership stake the more he or she is protected from 

expropriation and regulation, and the more market power the company has. Therefore it is not 
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surprising in Russia, Ukraine and other CIS countries the post-privatization redistribution results 

in economic domination by a few large business groups (Guriev and Rachinsky 2005).  The role 

of these so called “oligarchs” is not clear. On one hand, they improve performance of their own 

firms and provide the only counterweight to a predatory government. They also represent the 

only significant constituency for whatever pro-market institutional change might take place in 

Russia (Boone and Rodionov 2002 and Guriev and Rachinsky 2005). On the other hand, their 

dominance subverts institutions in their own favor at the expense of competition policy and entry 

of new firms (Glaeser et al., 2003, Sonin, 2003, Acemoglu, 2005). 

The other implication of non-cash mass privatization is the resulting fragility and ambiguity of 

private property rights. As the owners have paid relatively little for the assets, voters believe that 

privatization is not fair and the politicians can always find support for expropriation; this risk 

undermines incentives to invest. Moreover, the negative attitude to privatization may eventually 

result in a nationalization backlash (as observed in Russia since early 2004).  

Given all the problems with privatization in Russia, was there a better alternative? Boycko, 

Shleifer, and Vishny 1995 and Nellis 1999 argue the voucher privatization was the lesser evil. 

Also, although Russian transition is taking longer than in CEE, it is still happening while in 

Belarus and a few other CIS countries the reforms are delayed indefinitely. It is also important to 

put the Russian experience in perspective. Grosfeld and Hashi 2003 show that even though 

Czech Republic and Poland have pursued very different privatization policies, the ultimate 

ownership structures are actually quite similar and are driven by the same factors. This is also 

consistent with the studies in Table 4: privatization works in Russia as well whenever it results in 

concentrated ownership (in particular, foreign ownership). By design, the Russian voucher 

privatization program did not generate such ownership structure right away but the post-
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privatization reallocation should eventually produce an efficient ownership structure. Because of 

underdeveloped financial markets and legal system it has taken much longer than expected but 

the recent comprehensive study of ownership structure in Russian industry (Guriev and 

Rachinsky 2003) shows that this pattern is finally emerging. 

The “Great Outlier”: China 

Another case study often used by the opponents of privatization is the transition experience of 

China. Allegedly, China is growing very fast without mass privatization, or even due to the 

decision not to privatize. However, the existing evidence suggests that privatization works in 

China as well (see Table 7). Foreign ownership and foreign listing (in particular, listing in Hong-

Kong) also positively affect performance.  

It is also not true that China has not privatized, although initially the government decided to try 

to improve SOE performance without privatization. As these hopes faded, China began 

privatizing smaller SOEs or leasing them to managers in an exchange of a fixed share of the 

resulting profit (Kikeri and Kolo 2005). This arrangement can be likened to partial privatization. 

Much privatization has also occurred via foreign direct investment into China. As a result, 

employment at Chinese state-owned industrial enterprises fell by half during 1990s.  

China has also undertaken case-by-case privatizations of minority blocks for a few hundred large 

SOEs. According to the World Bank Privatization Database, there were about 200 large 

privatization deals between 1991 and 2003 that yielded revenues of more than 18 billion dollars–

about as much as the entire Russian privatization. However, partial privatization did not result in 

substantial efficiency improvements; one reason was the prevalence of soft budget constraints 

resulting from state banks making non-performing loans to SOEs. While further privatization is 
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certainly needed, the Chinese government is delaying full privatization of all SOEs out of fear of 

high unemployment and the attendant negative political implications.  

 

Conclusions and Policy Implications.  

There is now a growing body of research on all aspects of privatization that uses detailed datasets 

and up-to-date methodology. This research provides solid evidence that privatization “generally” 

works, both for the firms that are privatized and for privatizing economies as a whole. While 

privatization usually results both in increased productivity and reduced employment in privatized 

firms, fears of negative overall effects at the economy level are not justified. 

An important caveat here is that the benefits of privatizations depend on market institutions 

being in place. The countries that manage to ensure property rights protection and the rule-of-

law, impose hard budget constraints, increase competition, and improve corporate governance 

reap the largest benefits. If appropriate institutions are not in place, privatization often fails to 

improve performance at the firm level and for the economy as a whole. 

Emprical research provides a strong case for openness in privatization. Virtually all studies point 

to a positive role of foreign investors. Firms privatized to foreign owners exhibit the highest 

productivity increases. Moreover, as foreign owners usually buy the assets in a more competitive 

bidding process, they are likely to pay a high price for the privatized assets—and the threat of 

competition from foreign bidders also tends to raise the bids of domestic investors. Receiving a 

high net privatization price is important, not only for fiscal reasons, but also for the political 

legitimacy of emerging private property rights and the sustainability of reforms. 
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Once translated into policymakers’ language, the lessons from privatization research are quite 

straightforward, as summarized below.  

- Privatization can deliver substantial benefits. In some cases productivity doubles; in other 

cases it increases by single percentage points. The “weighted average” productivity 

increase is probably around 20 percent.  

- Privatization is usually accompanied by either no change or a reduction in employment. 

Privatizers should be prepared to handle the increased unemployment, and experience 

suggests tht most privatizing countries manage this problem reasonably well. 

- Privatization usually produces welfare gains beyond the increased productivity at the firm 

level.  

- Restructuring enterprises prior to privatization is unlikely to work.  

- Mass privatization is usually inferior to the case by case approach. Non-cash privatization 

is generally worse than trade sales and share issue privatization. The choice between 

share issue privatizations and trade sales is driven by several factors-firm size, the need to 

develop national stock markets, and the trade-off between better governance under 

concentrated ownership versus the difficulty of finding a single buyer for a large 

company.  

- Policy trade-offs are resolved most effectively when privatization is transparent and open 

to foreign investors. However, insiders and domestic investors always lobby against 

allowing foreign participation and often stir up nationalistic sentiment. Precluding foreign 
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ownership always results in lower privatization prices and lower post-privatization 

efficiency.   

- Share issue privatization brings an important side benefit of contributing to the 

development of the national stock market.  

- Privatization works well wherever there are good institutions. China and Russia are not 

outliers. China’s growth has come from private sector development, even as many SOEs 

are still destroying value. Russia lacked good institutions yet the demand for institutions 

has started to emerge. While this may be happening more slowly than expected–due to 

macroeconomic instability, or inequality and illegitimacy of property rights–it is not clear 

whether there was a better alternative, since openness to foreigners was probably 

politically unacceptable.  
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