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Abstract

This paper is a rough draft of a reflection abdwg tauses of restructuring in
transition economies (TEs), resulting from questiamisen after reading the
profuse literature related to restructuring. Sitlee beginning of the 1990s, the
number of enterprise restructuring determinantseurstudy has grown to
include competition, budget constraints, ownershiyman capital and
institutions. When most existing studies focus ba impact of one to three
different determinants, we will try to know if tlgmultaneous study of all five
determinants could lead to a global and cohererplaaation of the

restructuring process. For this study, | will referthe Bulgarian experience
with restructuring, and try to evaluate the artitidn between its potential
causes. Given the variety of problems that hampamiiative analysis of
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enterprise restructuring in TEs, | chose to referqualitative restructuring
indicators, following the distinction between “de$ive” and “strategic”
measures. During the first half of the 1990, contipet and harder budget
constraint (cut in subsidies) have spurred somendéfe adjustment measures,
while unconditional bank lending and the bad quabf institutions have
hampered more substantial restructuridgre recentlywe find that change in
ownership and hardened budget constraints do natemessarily in the same
direction, with respect to restructuring, and doethermore, dependent on the
quality of institutions and on the degree of (fgreicompetition.

KEYWORDS: restructuring, transition economies, competiti@wnership,
institutions, Bulgaria
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Introduction

The ultimate objective of economic reform in thansition countries is to

achieve sustainable economic growth. Enterpristruasring is considered

essential for this. It encompasses both short-oungdefensive» actions, and
long run, or «strategic», measures (Estrin et 2995; Grosfeld & Roland,

1995). The former set, addressed to the immediataval of the enterprise,

comprises, for example, reduction of employmentysstution of cheaper

material inputs, disposal of unneeded inventoriewl aquipment, and

adjustment of the current product mix to increzaless The latter set, altering
the entire business strategy, comprehends, forarost a different

organizational structure, investment for new praiducprocesses and product
lines, and stronger quality and markefing

Since 1990, numerous empirical studies have exahengerprise-level data in
order to highlight the forms and determinants etnecturing. This paper seeks
to document and synthesize the main determinanenifrprise restructurifig

and to ascertain whether the taking into accoumenfly found determinants

Different indicators are used to assess the reswftsrestructuring (employment, sales,
productivity, profitability). It has been argued ath in the early phase of «defensive»
restructuring, employment and sales are pertineticators while profitability indicators are
more appropriate during or after «strategic» restturing (Bornstein, 2000). This present paper
does not address problems related to the use s&thelicators. On this subject see, for example,
Djankov & Murrell (2000), Estrin (1998), and Bevanal. (1999).

3The study focuses on the restructuring of nonadtical and non-financial firms.
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leads to a better comprehension of the differemedsions of the phenomenon
or to the blurring of the already existing findinda other words, does the
addition of new restructuring determinants shed right on the type of
enterprise responses: does it qualify the statesywrdoes it contradict them?

The review of contributions to the field of entasgr restructuring shows five
main restructuring determinants: competition, thetes of the budget
constraints, ownership, human capital and institgi In order to study the
potential complementarities and, or conflicts of tlesults stemming from the
simultaneous use of these five determinants, | sgiler more particularly to
Bulgaria. The relevant literature on this subjatdlgzes the impact of isolated
variables, mostly competition and budget constsaiat the initial stage of
transition, the main reference being different Esdf Djankov & Hoekman
(1995, 1996, 1997). That precludes taking into mmration the important
implications for the enterprise restructuring, feé bwnership structure resulting
from mass privatization. The use of documents patjg from Bulgarian
independent economic research centers (e.g., Metnaly, 2000; Pankow et al.,
1999), as well as studies co-conducted by the aytoleva & Vincensini,
2000, 2002) allow the widening of the determinanéisiety, on the one hand,
and the integration of recent data (up to year 200 the present analysis, on
the other hand. | will refer to econometric studisswell as to case studies that
offer valuable insights concerning qualitative agpef enterprise adjustment.
The contribution of this paper is thus to put tbgetseveral fragmented studies
while discussing the interactions between the faabb restructuring.

The paper is organized as follows. Section |l pnesethe five main
determinants of enterprise restructuring in TEssimgi separately in the
economic literature. Section Il investigates theiechanisms of interaction
with respect to the case of enterprise adjustnaimg place in Bulgaria in the
first half of the 1990s. We will show that compietit and cut in subsidies both
triggered defensive restructuring, while the la€lstoategic restructuring could
be attributed to several other (institutional) fastwhose impact was neglected
by mainstream economics. These factors were brotghhe fore by the
economic crisis of 1996-97. The crisis ended byititduction of a currency
board that abolished independent monetary policg aestablished fiscal
discipline. This period coincided with the end betfirst wave of voucher
privatization, and with the launch of a new prization program. Given this,
since 1997 it has become possible to study the dmpd additional
determinants of restructuring in Bulgaria. Sectigrfocuses more particularly
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on the effects of privatization and hard budgetsti@int, while discussing their
relationship with the other determinants.

Five determinants of enterpriserestructuring

In the last ten years a bulk of analyses of ecoadnainsformation in Central
and Eastern Europe has investigated the respoheesenprises to the changes
in their environment. The review of these contiidns$ allows us to draw out
five main determinants of restructuring (withouetension of exhaustivity):
competition, budget constraints, ownership, manag®irnover and
«institutions».

Competition

In the first years of transition, the economistsengtrongly interested in testing
the importance of product market competition on gshbsequent performance
of enterprises. The neoclassical economic view kaggested that the
competitive environment will affect mainly the efficy of organizational
change: greater competition increases pressureatonize efficiency. It was
predicted that the generalized introduction of reaifirces through price and
trade liberalization would help to break the pa#pehdence and result in
beneficial changes made by rational actors (Lipforsachs, 1990). At the
center of this consensus was a confidence in thigyadf economic technocrats
to design feasible, if painful, solutions. Orgatizaal reforms departing most
decisively from practices of the past, such as stial sectors’
demonopolization through splitting of conglomeradeas spin-offs of individual
production units, and the entry of new private irmould increase pressure to
restructure.

The opposite assumption was formulated by evolatipreconomists, who

argued that enterprise behavior is a product oh lpesent incentives and
historical continuity. According to Murrell (1998,38), « the productivity of an
organization depends to no small degree on théyabfl that organization to

continue its operations within some small neighborhof its past behavior ».
Evolutionary economists were therefore concernatlttie reforms in transition
economies were too preoccupied with removing ustibal legacies for the

sake of freeing the competitive forces of markédsmg Western models. They
considered the process of destruction of largerizgéons to be harmful, due
to inherent externalities arising from the non-near&lements of coordination
intrinsic in organizations (routines). Core orgatianal properties, such as
goals, forms of authority, and marketing strategyy a&hange gradually. The
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slowness of the process makes it possible to lmough experience and to
benefit from existing information on the charadtics of the new system.
Consequently, to provide for individual and sodhrning processes in a
context of high volatility, evolutionists advocatadyradual lowering in barriers
to entry in order to permit firms in the temponanirotected sector to become
more competitive by the new, market-based rulethefgame, before facing
global competition. More generally, in the begirnof the 1990s evolutionists
like Murrell put forward the need to implement sliabtion programs with

caution and consider short-run decentralization ayadketization of the state
sector as less important than policies favoringgttoevth of the private sector.

Budget constraints

The second important factor that was expected steforestructuring of the
existing firms, arising from the literature on tsition, is the hardening of the
budget constraints. The concept of « soft budgestraint » was first used by
Kornai (1980) to depict ex-post bailouts of lossking enterprises by the
paternalistic state. The key routes by which buageistraints are softened in
TEs are twofold. The first is via tax nonpaymentmnachanism that enables
firms in financial difficulties to obtain what is ifact an additional government
financing. The second is via soft credits extendiedthe banking system. It is
generally assumed that the effect of state budgbsidies on soft budget
constraints in transition economies is not as stras under the centrally
planned economy. Budget subsidies consist esdgnitiabrice subsidies for a
small number of goods and services in the pubblodport, agricultural and
electric power generation sectors, a phenomenord Wwsbwn in many
developed market economies (Schaffer, 1997). Adrfimr-enterprise arrears,
their role in softening budget constraints is stillmatter of debate. While
Kornai (1993) considers that very large stocksadé¢ credit and overdue trade
credit present in transition economies are an elangd weak financial
discipline, Schaffer (1997) argue that the fearsragunding this apparent
payment indiscipline have been exaggerated becaasgpetition and the
hardening of budget constraints had encouragedpeisies to introduce cash
management techniques expected of a market economy.

Ownership
In the early debates on transition policy, the ingace of hard budget
constraints as a prerequisite of enterprise rdstring, has been emphasized by

the supporters of a gradual reform (Roland, 1992). the opposite, the
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advocates of a big bang reform (Lipton & Sachs,1)@®gued that only private
ownership would put in place proper incentives doterprises to restructure.
Privatization was then put forth as another meamariypothesized to have a
positive impact on firm adjustment and performarteas expected do so via
two causal channels. On the one hand, the intraduef a financial stake for
new owners should increase the monitoring of entpperformance: poor
performance endangering the financial investmenthefnew owners. On the
other hand, passing cash flow and control riglisfthe state to private owners
would dissolve the ‘umbilical cord’ linking the twdhus hardening budget
constraints and reducing managerial discretionutsye nonprofit maximizing
goals. The underlying assumption was that any fofnprivatization would
necessarily be much better than state ownershiptteatdmarket mechanisms
would lead gradually to a more efficient distriloutti of assets among private
owners. However, real development in TEs has leguiify this assumption,
putting forward two important issues. First, anr@asing number of researchers
currently argues that what matters most is notgb@ation as such but the type
of owner it gives control to. The method of privation chosen by each TE
determines the new controllers of the enterprisgghe likelihood of extensive
restructuring depends on their desire, knowledged amesources for
transformation (Frydmarmt al, 1999; Bevaret al, 1999). Second, studies
revealing that only foreign investors perform wadluld be misleading if they
do not address the bias that may be induced byah@re of the privatization
process. Firms having already recorded a good gfoem performance are
more likely to attract foreign owners; therefore ttausality could run from
performance to restructuring and not the other araynd.

While these three determinants of enterprise retstring in TES have arisen
separately in the economic literature during thet faalf of the 1990s, in recent
years some empirical analyses have tried to irye&titheir relationships. A
study by Frydmaret al. (2000) demonstrates the complementarity betwessh ha
budget constraint and privatization. State entegsriappear less likely to pay
back their debt. The creditors’ difficulty in impgog financial discipline is
related to the property rights structure. Accorditog the study, creditors
continue to finance firms’ losses in the hope aoftiply recovering, at a later
stage, the cost of their initial investment. Thipectation is strongly linked to
the prospect of privatization of these firms andhe anticipated improvement
in their performance. Other studies attest the dementarity between
competitive pressure and privatization. Thus, Galos® Tressel (2001) use
Polish quoted firms’ data and find that in privatizfirms, competitive pressure
tends to reinforce the disciplinary power of thevrewners, thus constraining
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managers to launch restructuring measures. Onahiacy, competition does
not have any significant impact on the performapicenterprises characterized
by weak corporate governance device: competitivesqure cannot be a
substitute for inefficient shareholders’ controeowanagers.

The main conclusion of these studies is that tleen® dominant determinant of
firm adjustment - competitive pressure, hard budgetstraints and ownership
act rather, as complementary factors. Another tlomof research since 1996
has consisted in stressing the role of new poteshi¢i'rminants of restructuring
in TEs, such as manager turnover and «institutions»

The role of managers

Manager turnover, or more broadly, new human chpiteorporation, is
considered to be important for improvement in grise performance not only
in private but also in state-owned firms. In a syrof Russian shops in the
period following privatization, Barberis et dl1996) show that privatization,
and the introduction of high-powered incentives fftanagers, are not enough
to cause shops to undertake major restructuringsanes (such as engaging in
capital renovation, keeping longer hours, changimgpliers). The replacement
of management has more effect than incentives. eTfiedings are confirmed
by Claessens & Djankov (1999) in a study of przedi Czech firms. In
addition, a large EBRD-World Bank survey (EBRD, 29%hows that the
probability of replacement of the top manager iases when the enterprise
faces harder budget constraints and higher pratacket competition.

Institutions

Although the beginning of the economic transitionincided with the
publication of North’s (1990) important book, itentral message, about the
crucial role of institutions in market economiesl dhe difficult process of their
building was not largely discussed by policy makersTEs. Liberalization,
stabilization and privatization were given the ptio Roland (2000, p.3)
summarizes the dominant slogan in the early nigetighe following terms: «
when the emphasis was on ‘getting the state othieoéconomy’, it should be a
surprise to nobody that fixing the law’ was a véoyv priority task and that
many legal loopholes were left widely unattended Hawever, the first
disappointments over privatization (asset-strippprgctices, continuation of
soft budget constraints, lack of restructuringirm$ privatized to insiders) led
economists to give further thought to the problevhshe sequencing and the
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complementarity of reforms. In the second half lné t1990s, an increasing
number of economists started to focus on this stibfgressing the economic
influence of corporate governance, corruption,ttarsd networks. However,
what these studies (including the World bank’s mattion) call « formal
institutions », is corporate governance laws, sgesrlaws, elements of civil
and criminal law and their respective enforcem@nbperty rights themselves
are not always analyzed as a separate institutioth privatization not
necessarily perceived as an institutional reforimer&fore, in what follows, |
will use the term «formal institution», in quotationarks, to designate this
relatively qualified vision, which differs from thariginal institutionalist view
(that of Commons in particular), considering theivity of acquiring and
disposing of property rights as the basic institodil unit of analysis.

As far as TEs are concerned, two opposite hyposhesge formulated with
respect to institutions. On the one hand, it hasnbargued that enterprise
restructuring in TEs will remain poor, because lf tow quality of «formal
institutions » (Murrell, 2000). On the other haisdme analysts consider that
enterprise performance, with no corporate goverard low securities, can
improve, because informal institutions (networkstarst) can operate as a
substitute (Moers, 2000). In addition, some analysve argued that in the
absence of institutions, in TEs, organized crime mavide a locus of authority
for contract enforcement (Feige, 1997; Hendbtyal, 2000). There are two
channels by which criminal groupings may affectibesses: first, by running
protection rackets and stealing good and cash, ftivsctly reducing
restructuring resources; second, by inducing viéeand insecurity in society,
which in turn lowelincentives for enterprise restructuring.

After this brief presentation of potential deteranits of restructuring, the point
is now to try and understand if their simultaneass contributes, or not, to
give a coherent picture of the kind of restructgrthat occurred or did not
occur in a given TE, in this case Bulgaria. The fiethowing sections raise
empirical evidence of enterprise restructuring inlgaria for two different

periods: from 1990 to 1996 (year of the most sewm@nomic and political

crisis since the beginning of transition) and frd@&®7 to 2000.
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Patterns of enterpriserestructuring in Bulgariain thefirst half of the 1990
Competition and cut in subsidies as factors of m&fe restructuring

The largest numbers of empirical studies on thisiope investigate the
relationship between competition and restructuririgs is not surprising given
that measures aiming at changing the highly comatsdt market structure
inherited from the command economy were implemeiteBlulgaria relatively
early on. Thus, the objectives of the demonopabtiradnd the decentralization
policies announced in 1990 consisted in the ligiodaof artificially created
administrative links in the economy, the eliminatiof the system of income
redistributions among economic units in the firmustures, the creation of
independent economic agents with simplified stmeguand the preparation of
all existing state enterprises for future privdima. Moreover, in 1991, a
program of macroeconomic stabilization providedtfa removal of the allow-
and-ban regime of foreign trade transactions anantipative import
restrictions. Various studies by Djankov & Hoekn{&895, 1996, 1997) show
that defensive restructuring measures (cost-reshg}tiwere launched by state-
owned firms, exporting a substantial share of tipeoduction. These studies
tend to support the prediction of neoclassical eotn reasoning concerning
the beneficial effect of competitive markets on egptise performance.
However, these analyses seem unsatisfactory forréasons. First, they give
the impression that in the absence of large-scaleatzation and inward
foreign direct investment, the world market comip@ti was the only existing
factor of pressure to restructure imposed on firBescond, it gives no clear
expectation on why domestic market competition madignificant disciplinary
effect upon producers and why investment (one efciimponents of strategic
restructuring) by firms in the manufacturing sedsigenerally very low, and
not strongly correlated with profits. Hence, theésea need to raise other
determinants to better explain the level of restmicg that occurred in
Bulgaria during this period.

Indeed, it is important to recall that startinglgar990 Bulgarian enterprises
were facing a harder budget constraint relateti¢acut in state subsidies due to
the enormous external debt burden (Dimitrov, 199&hough there are poor
data on subsidies to firms in TEs, thus offeringoar basis for cross-country
comparisons, there is some evidence that the ghasinof state subsidies was
more dramatic in Bulgaria than in the other TEsisTdould also contribute to
explain the larger employment losses that occumrdllgaria in comparison to
the other countries in transition. Moreover, suggliproved to be cautious in
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extending, let alone increasing, trade credit tyebsibecause of the low
liquidity of most firms and the insufficient protem of lenders by Commercial
Codé. It is interesting to note that defensive resuitioy measures were
largely instigated by the existing managers (withwihout formal agreements
with trade unions), which goes to show that theseovation of old economic
elites is not necessarily a barrier to restructyras long as they strive for the
survival of their firm (Shapira & Paskaleva, 2000).

Barriers to strategic restructuring

The lack of deeper restructuring, until 1996, cobkl explained by several
factors. One of them is that budget constraintewsrt hardened altogether as
extensive bank lending continued. Series of undandil bailout operations
performed in the period 1991-1996 nourished theeetgtions of delay in
enterprise restructuring and hope that firms caelg on an «all forgiving»
policy on behalf of the state. In a study on thei@dmpact of the debt workout
programs on the performance of the 670 enterpeafiested, Dobrinsky et al.
(21997) found that this impact was highly differamtid. On the one hand, they
identified a relatively small group of SOEs for whithe financial relief was
really beneficial and who managed to improve tpeiformance indicators and,
in general, their viability. On the other hand, fine large majority of the
enterprises covered by the programs, no notabferpagince improvement was
observed two years after the debt workout. Moreower payment of dues
became gradually contagious, affecting even thanfifally sound state or
private companies, thus contributing to the finahciisis of 1996-1997.

The second complementary explanation for the ldcktrategic restructuring
lies in the fact that the expected competition friva newly created private
firms did not materialize: instead, a particulanckiof «joint ventures» emerged
between private and state enterprises, the puaffitise latter being siphoned by
the former. Furthermore, neither was demonopobratable to stimulate
competition: carried out only formally in some bechas, some informal cartels
remained (Berov, 1993).

The last factor to be mentioned is the influencepofitical and economic
networks. The collapse of the communist regime uigBria did lead to a

“The level of total credit in Bulgaria (14% in 1992% in 1996) remained close to the levels of
trade credit in other transition economies and tleveloped market economies (Dimitrov, 1999).
This tends to support the assertion of Shaffer 71@®ncerning the main channels softening the
budget constraints in TEs, rather than that of Kair(1993).
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normative dissociation of the economic power frdma political power but in
fact the members of the former communist nomenidatactively traded
political for economic capital. As a result, duritige period under study,
informal networks remained an important componeiit toe business
environment of every Bulgarian company, and coneetiy one of the most
important sources of its competitive advantage @ontext of high uncertainty,
managers used direct contacts with governmentiaifiand politicians, and
with managers from other companies to gather indtion about technical
matters, potential new customers and source ofuress (Elenkov, 1997).
However, while networks seemed to be an efficigmirisrun response of
existing enterprises to the threat of disappearanetvorks were not able to
promote deep restructuring of enterprises, in theistituent elements, or to
attract outside investment (Shapira & PaskalevaQp0

Thus, the degree of enterprise restructuring wasngly affected by the
development of various informal connections blgrthe boundaries between
public and private, and between economic and palitbrganizations. The role
of informal factors appeared also at the levehefinechanisms of enforcement
of existing laws. In this early transition peridtie weakness of the Bulgarian
government in securing property and creditors’ tdghits resignation from the
monopoly on coercion in this field - opened a gaphie public order that was
filled by private organizations (the so called q@ravki»). The first area of
activity of these companies was protection of progpand personal security.
However, very soon this term received a broadeerjmetation to include
services (though not explained in these terms) sgclimotivating” parties to
accept contractual terms imposed by an initiatimgtyp “monitoring” the
loyalty of fellow-circles, “persuading” people toeet the terms of a contract
(Yonkova et al., 2000). In 1994, after a seriesmnfrders and scandals, the
government canceled the licenses of several firotssbon thereafter, they
reregistered as insurance companies or adverttsetiselves as investment
companies. The implications of the proliferationtieése criminal groups, for
enterprise restructuring, were two fold. On the diaed, it directly reduced
available resources for restructuring. A 1996 synan private sector
transaction costs found that 35% of private firmsnajor Bulgarian cities had
an informal protection contract. These direct cdwige probably influenced
enterprise restructuring projects in Bulgaria mtiven in Central Europe but
less than in Russia and Ukraine (table 1). On ttierohand, violence and
insecurity in the society, instilled by «groupirdvklowered the incentives to
invest, revealing the absence of legal ways torsegroperty rights.
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Table 1. Percentage of private firms saying they pay forotgction»

Bulgaria Poland Slovak Ukraine Russia
_ | _Republic_| _
35 8 14,9 88,8 92,9

Note: Data refef to 1996 for Bulgaria, and to 1%7 the other countries.
Source:_Bulgam: Yonkova et al. (2000, p.5); other countri@shnson et al. (1999, p.7).

In conclusion, by putting together various deteamis that are documented
separately, we can find that there were two facbdr&efensive) restructuring
in Bulgaria during the first half of the 1990s, relyjncompetition and a certain
hardening of the budget constraint (cut in diradisidies) while the manager
turnover was not a prerequisite. In contrast, thek lof deep restructuring
measures shows the existence of other factors#maslow down restructuring.
Thus, the simultaneous use of different determsardkes it possible to draw a
more exhaustive picture of enterprise restructuaing helps to explain the kind
of restructuring which took place in TEs.

Enterprise restructuring in a new environment: the Bulgarian experience
since 1996-97

Since 1996-1997, as the privatization process ily@ia progressédand as
unconditional bank lending ceased, after the intotidn of a currency board
agreement, it has become possible to study theeinfle of change in ownership
and of hardened budget constraints on restructuringth generally
hypothesized to have a positive impact.

The effects of privatization and hardened budgastaints

The nature of the privatization mechanism emploiye8ulgaria - combining
auction, tenders, direct negotiations with poténitimyers, sales to insiders
without tender or auction, centralized voucher ianst and, lately, public
offerings on the Stock Exchange - has meant thateaship forms have not
been limited to the private and state ownershipclvhave often been the focus
of Western literature. Instead a variety of owngrsforms have emerged,

®Although sparse and unregulated privatization ocedrin the immediate aftermath of the fall of

the communist regime, the first regulated privetoa program of Bulgaria dates back to 1993.

However, the process did not pick up speed urtiél 1997. Between 1993 and 1996, only 7% of
the total industrial assets were privatized, whiletween 1997 and 2000, privatization was
extended to another 44% of the assets.
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which were characterized notably by concentratesider powet and the
emergence of privatization funds as important diaders.

Three recent studies (Manev et al., 2000; Pankoval, 1999; Koleva &
Vincensini, 2000) focus on the effects of ownerstripenterprise restructuring
in Bulgarid. It appears that defensive restructuring measuees implemented
by all type of new owners. In the case of the gidaion funds transformed
into holding companies, these measures includex sdlunused equipment and
other long term-assets, and the creation of sevewabortiums that unite
portfolio firms by branch. As for the companies gbtiby management-and-
employee teams (MEBO), empirical evidence, sumreadrin table 2, suggests
that they have launched more restructuring meaghees predicted by some
theorists (for example, Blanchard et al., 1991 usng that insider-dominated
firms tend to follow decisions aimed at maximizingdividual income
(distribute excessive wages, maintain above-optineahployment, and
underinvest). Despite assumed commitments of mainta employment,
Bulgarian MEBO firms have also initiated employmeatiuction measures,

®In 1994 the Privatisation Law introduced a spediefjime for management-employee buyouts
(MEBO) of cash privatization deals. In particulaa preferential payment system allowed

management-employee buyer companies to providewa gayment amounting to 10% of the

price offered, whilst scheduling the remaining 98fough installments over a period of ten

years. Thanks to these and other advantages, MER®Ds in many cases able to put forward the
winning bid. Available estimates indicate that bextw 1993 and 1998, 44.3% of the total sales
went to management-employee-buyer companies. Kggmating such percentage for 1998

only, however, indicate a considerably higher patage of 74.4%. This could be related to the
coming into office of a new (center-right) goverminén 1997, which was followed by the

appointment of loyal managers of state-owned entsgp. They have largely used their position
to launch MEBO operations taking advantage of thmarous preferential provisions introduced

by the said government but have rapidly experiensedes of problems with respect to

restructuring (see further). Thus, while managententover has accelerated in recent years, it
did not generate the same positive outcomes wihem to restructuring as that emphasized in
the study of Russian firms made by Barberis €t1896).

"These studies should be considered as complemetutaye extent that each of them offers
insights into the impact of one or several categeriof owners, but none provides a

comprehensive data on all type of owners simultaslgo Indeed, the first two aforementioned

studies could be viewed as complementary to trenegtat the former focuses on the effects of
ownership structure of large enterprises only whhe latter includes small, medium and large

enterprises. On the other hand, the former sampigains only one company having participated
in voucher privatization while 50% of the latternsale consist in such companies. Last, the
relatively restricted time scope of the latter studt covers privatization transactions concluded

up to 1996 - does not permit to fully assess tte ob insider owners in restructuring. As for the

study of Koleva & Vincensini (2000) on restructgristrategies of voucher funds, it seems a
useful complement to the investigation of Pankowle{1999) who reason about the general

category of outside owners instead of establishihg specific features of voucher funds’

restructuring behavior.
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although they tend to lay off less than local andceign owners. Moreover,
firms dominated by insiders have undertaken apmtgpchanges in the product
range, following the example of other privatizedmpanies. Nonetheless,
concerning deeper restructuring measures, it appbat MEBOs companies
were less active in completing technological mod&tion and in undertaking
a new approach to marketing, comparatively to cangsawith a majority stake
owned by foreign investors. In addition, contraoytihe other companies, and
especially foreign-owned ones, which have completdthnges in their
organizational structures, insider-owned firms sdenhave clearly avoided
these changes.

Table 2. Post-privatization restructuring activities of Balgan enterprises*

Completed Ongoing
MEBO | Local | Foreign| Dispersed | MEBO | Local | Foreign Disper sed

Sale of equipment - + - + n.a. n.a. n.a. n.a.

- + - n.a. + + + n.a.
Reduction of + ++ - ++ - ++ - +
employment + ++ ++ n.a. + + + n.a.
Extension of the ++ + +++ +++ +++ ++ ++ ++
range of products + - + n.a. ++ +++ +++ n.a.
New organization - ++ +++ +++ ++ ++ +++ +
structure - + ++ + ++ + n.a.
Development of ++ + +++ +++ ++ +++ + ++
mar keting strategy n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Undertaking new ++ + ++ ++ +++ ++ +++ +++
investment projects - - + n.a. ++ ++ ++++ n.a.
Attracting new n.a. n.a. n.a. n.a. + - n.a. +
sour ces of funding - - + n.a. + + + n.a.
(mostly foreign)

* Note: | use “+” or “-” instead of the percentages in #horiginal studies. The first row of each
cell corresponds to the results of Pankow et 89@), while the second one refers to the results
of Manev et al. (2000).

“" means that 0% to 9% of the firms of each catpgdave implemented corresponding
restructuring activity, “+” means 10% to 24%, “++"means 25% to 49%, “+++" means 50% to
74%, “++++" means more than 74%.

While superficial restructuring measures were edsi@ndertake using internal
financial sources, expectations for future possibdl to use such resources
shrank. Therefore, an increasing number of compawened by former
privatization funds or insiders began looking fottegnal funding. But they
were faced with both the change in banks’ behaviggered by the collapse of
the banking sector during the crisis in 1997 and #trengthened bank
supervision accompanying the introduction of a ency board regime. During
the last four years, Bulgarian banks maintainedeay vhigh total capital
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adequacy ratio (over 35%) exceeding considerabdyréguired minimum of
12%. Banks now prefer directing financial resourgesow-risk investments
(claims on the government, fully secured claimsirmiagovernment securities,
and deposits abroad) rather than grant credits itmsf Consequently,
enterprises started to experience serious probl®muause of the rationing of
bank credits, the extremely high collateral requeats, and the predominantly
short-term bank lending, which inhibits long-termeéstment and restructuring.

Long-term restructuring paths: investment or exit?

It is largely accepted that receiving appropriateceass to credit is of
fundamental importance in enabling enterprises mgage in (long-term)
restructuring activity (Bevan et al., 1999). Giwhe excessive hardness of the
budget constraint imposed by banks and the ladiguiflity of Bulgarian stock
markets, there are only two possibilities for ptized firms to finance their
restructuring. The first one is the formation afgla business groups in order to
pool financial resources and benefit from the gobsés of cross subsidization
offered by such groups. This strategy has been insRdssia where the lack of
available finance significantly constrained investinactivity in firms, except
in those belonging to financial-industrial groupgefotti and Gelfer, 1998).
However, this solution raises the question of thigims of the finance, some of
the most powerful Russian and Bulgarian groups ¢oa@reated during the
initial, chaotic phase of the transition have acolated their capital in an
illegal way. Since 1997, Bulgarian «gray» organaa have been confronted
with increasing pressures for legitimation and ¢farmation. Although recently
the leader of the biggest transformed group pubhdvocated tolerance in the
business and apologized for his own aggressive vilmhantil then, it still
remains to be seen whether this is just rhetorairsg the backdrop of a new
political scene or a commitment to a new busingss.e

The second possibility for firms to finance longrterestructuring measures is
to have access to foreign funds. Although, by daiagthey may have to give
up control rights to foreign investors. The secapdastructuring of Bulgarian
industry seems to have already begun. Several MER@panies are
undergoing processes of redistribution of ownersights that will contribute
to the ownership structure concentration and thesrgemce of strategic
investoP. It is noteworthy that in some cases strategidneaships between
managers and foreign investors have been conclodéute the privatization

8See, for example, the article «MEBO units are éufaj admitted the economic ministry», The
Banker, 03.17.2001.
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transaction. The former offered to the latter thsgibility to buy the company
cheaper than if the investor had competed with BRIEnit in a bid. In turn
managers shoultlad the insurance of keeping their joblence, the resources
saved by the investor in the privatization deal Idobe pumped into the
company’s restructuring. A similar process of radhsition is under way within
the sector of the former privatization funds, white selling shares of non-
strategic companies in their portfolio in order titain liquidities and
eventually concentrate on the restructuring of camms in which they have
direct interests. It now turns out that in fact MEBInits and privatization funds
act as «mini-privatization agencies», that is,risrmediaries between the state
and the eventual strategic investors. Finally,tifooks like the competition
induced recently by the presence of foreign inussito Bulgaria, could have a
positive impact on enterprise restructuring it canly be in conjunction with
hardened budget constraint. Indeed, competitiom fiareign companies, taken
separately, not only did not generate the expegtesitive spillovers to
domestic firms but discouraged enterprise restrigu as the initial
technological and efficiency gaps between foreigmd aBulgarian firms
operating in the same markets were too importanbedfilled by domestic
owners (Estrin et al., 2001). On the other hand, iticreasing presence of
foreign firms in Bulgaria since 1998 made it eadmr domestic privatized
enterprises facing a very hard budget constraifintbaccess to fresh capitals
for their restructuring (notably by subcontractingint ventures, etc.).
Therefore, in the second half of the 1990s, proadibn, hard budget constraint
and (foreign) competition appear as complementasgterchinants of
restructuring.

While the formation of large business groups and thsale of firms to
foreigners could be seen as two processes favaestructuring through
investment, it is noteworthy that there is anotivay of restructuring, a more
perverse one, which consists in the disinvestmenfarms of asset-stripping
and capital evasion, and which comes down to auasting by exit. This
strategy - already observed in the Czech Repubter ahe end of mass
privatization - has been characteristic of somegpization funds using their
controlling position in portfolio firms to engaga asset-stripping, under the
forms of special contracts and non-transparent deds with firms related to
holding managers (Koleva & Vincensini, 2002). Ttadavored by the highly

°A similar collusive behavior was observed in thateat of voucher privatization. Faced with the

threat to lose their job in the privatization pr@se enterprise managers approached privatization
fund managers with offers to collect vouchers fritveir employees in return for later support

from the privatization fund.
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dispersed ownership of holding companies that prsveninority shareholders
from efficiently monitoring the holdings’ managingodies, as well as by
information disclosure problems. In Bulgaria, soapis of asset stripping have
been sustained by the widespread holdings’ strategyithdraw many small
privatized firms from the stock exchange under phetext of reducing costs
(Atanasov, 2001).

Such behaviors put to the fore the question ofdfe of « formal institutions »
and their enforcement in restructuring of Bulgarienterprises. After the
banking crisis of 1996-97, the negative impact estructuring exerted by
agents of private enforcement decreased as mosuraimce companies»
engaged in racket were closed down. However, gtheblems remained. A
recent report of the World Bank (2000) stresses tha objectives of an
institutional infrastructure propping equitableatment of shareholders is not
yet entirely met. This discourages productive itwesnt and could explain the
practice of asset stripping. In recent empiricald&s on restructuring,
institutional factors are grasped through managessessment of laws and the
level of corruption. These can be considered aferdifit indicators of the
quality of the rule of law (Moers, 2000). When askdout the impact of laws
on restructuring policies of their company, ovef#4éf Bulgarian managers
declared it was negative. Nonetheless, this pesgents not as high as that
registered in Russia where 76% of local manageesstthe bad quality of
formal institutions (table 3). As regards the lewélcorruption perceived by
managers (Center for the Study of Democracy, 20043 measured by the
percentage of managers who think firms make exjahlgpayments for
government services - it is higher in Bulgaria -evéhthe majority of managers
believe firms make unofficial payments for liceng@9,5%), for government
contracts (82,7%) or for privatization tenders 285) - than in Central Europe
(20% on average for Poland and 38% for the SlovaguRlic), and is very
close to the figures for Russia (91,7%) and UkrgBig5%) (Johnson et al.,
1999).
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Table 3. The impact of laws on company restructuring posigisé of response),
1999

Bulgaria Russia
Negative 43,8 76,1
Positive 16,9 10,1
No influence 33,7 13,8
Unanswered 5,6 -
Total 100 100

Source:_BulgariaManev et al. (2000, p.71), RussMoers (2000, p.17).

The focus on economic processes in Bulgaria si8&F has brought forth the
role of privatization as an additional factor inetlstudy of restructuring.
However, its effect depends on the type of new a@sviegives control to.
Moreover, according to the preceding findings, wheonsidered
simultaneously, privatization and hard budget aamsts (in particular bank
lending) do not act necessarily in the same dectiwith respect to
restructuring: the lack of bank credits preventing new owners from engaging
in strategic restructuring measures. This in taieas the question of the extent
to which the hard budget constraint could be carsid as a positive factor and
a barrier to restructuring. While the latter asearseems to prevail in the short
run, it does not stand the long run observatiorthasneed to attract external
funding leads to a redistribution of property riglim favor of structures more
favorable to investment. However, the scope andpeed of emergence of this
virtuous relationship are furthermore dependenthenquality of rules and on
the degree of (foreign) competition, which can gieeess to additional funding
through the presence of foreign companies. As famdn capital, it now
appears that what is most important, with respecatestructuring, is not the
manager turnover as such but the managers’ ahiligttract external funding
and to deal with informal institutions.

Conclusion

The study of the paths of restructuring of Bulgari@nterprises since the
beginning of the 1990s and of their potential causads to the conclusion that
the mobilization of several determining factorsantestably contributes to
broaden the vision of the mechanisms in play inrtsdructuring process. No
factor taken separately is sufficient to explaistmecturing. Thus, it is the
combination of competition and the cut in diredbsidies that gives an account
of defensive restructuring in Bulgarian industrytie first half of the nineties.
This acknowledgement converges with the suggestimae by the theoretical
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literature that stresses the complementarity ajrme$ in transition economies.
However, the addition of new determinants can gksaerate conflicts between
certain explanatory factors, which can make totahprehension more difficult.

For example, the sudden hardening of budget conttraltogether (as it was
the case in Bulgaria after the 1996-97 crisis) ttuies a barrier to

restructuring in a context of insider or vouchenduownership, and of
embryonic stock markets. It is in this context thatlynamic approach of the
articulation of determinants reveals itself particly useful, offering insights

on the way these conflicts can be solved in thg lam. Through the example
of Bulgaria, three solutions have been put to thre:fthe formation of large
business groups, the attracting of foreign fundsrastructuring «by exit».

The mechanisms leading to restructuring are comgfekimply interactions of
several factors. They go beyond the simple solstiof the mainstream
economics based on the slogan «getting the stateofothe economy ».
Privatization surprises and heterogeneity obsemvashterprise behavior could
be explained by the negligence of determinantshiiy kind of theorists, but
which have been pointed out by evolutionists anstititionalists. Indeed,
taking into account the influence of political aedonomic networks and of
institutional «scaffolding» (North, 2000) helps tmderstand the kind of
adjustment that occurred in Bulgarian firms in kst ten years.

It would now be interesting to test the influenoéshese various determinants
using quantitative information, given that it hascbme possible to study
privatization in Bulgaria, and to compare the resukith those of other

transition economies.
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