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1. Introduction

Corporate governance issues are not only important in developed economies, but they are equally or even more impor-
tant in emerging economies, since the latter do not have long-established financial institution infrastructure to deal with
these issues, which are presently handled by the state.
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In this paper, we contribute to the literature on privatization by providing additional evidence on the impact of post-priv-
atization corporate governance on firm performance in emerging economies, concentrating on the Egyptian experience, a
part of the world that has been neglected in the literature. Equally important, narrowing the focus and testing the perfor-
mance of privatized firms in a single country adds insight into this topic, as accounting measures of financial performance
tend to be homogeneous, and there is no place for weakness of cross-country data.!

Moreover, the early studies use small and unrepresentative samples of firms, and they rely on a short period of time with
observations concentrated immediately before and/or after privatization. They may hence, produce biased estimates and
capture only the short-term effects of privatization. However, the early ownership patterns were often unstable; frequent
ownership changes were hard to detect; and temporary owners did not necessarily engage in restructuring. The estimates
of the immediate post-privatization effects may hence not reflect the true medium and long-term effects of changes in own-
ership structure. Consequently, in this study, we cover several years in the post-privatization period (at least 4 years). We
also advance the literature by estimating the performance effects of key ownership and board composition patterns that
arise from privatization. Further, the study is constructed from detailed information on the extent of firm ownership by var-
ious owners that allow us to examine the impact of the identity of private ownership concentration—in which we claim it is
not investigated previously in the literature—and its board composition on firm performance. Hence, we are able to estimate
the effects of different degrees of ownership concentration, board composition, ownership forms that are deemed important
by theorists, policy makers, investors, and analysts, but the effects of which have not been examined fully in existing studies.

Last, the study provides further explanation on when and how privatization work by delving deeper into internal corpo-
rate governance issues. This is a very important and timely issue because many developing countries only started undertak-
ing large-scale privatizations in the 1990s. The results of this study should, therefore, be of interest to investors, government
policy makers as well as officials of international agencies, by providing insights on the way privatization works.

Using a sample of 52 newly privatized Egyptian firms over a period of 10 years, from 1995 to 2005, we find that over time
the state gives up control to the private sector, but still controls, on average, more than 35% of these firms. We also document
a trend in private ownership concentration during this time, mostly to the benefit of foreign investors. Firm size, sales
growth, industry affiliation, timing and method of privatization seem to play a key role in determining private ownership
concentration. Ownership concentration and ownership identity, in particular foreign investors, prove to have a positive im-
pact on firm performance, while employee ownership concentration has a negative one. The higher proportion of outside
directors and the change in the board composition following privatization have a positive affect on firm performance. These
results could have some important policy implications where private ownership by foreign investors seems to add more
value to firms, while selling state-owned enterprises (SOEs) to employees is not recommended. Also, the state is highly
advised to relinquish control and allow for changes in the board of directors following privatization as changing ownership,
per se, might not have a positive impact on firm performance unless it is coupled with a new management style.

The reminder of the paper is organized as follows: Section 2 presents the conceptual framework of corporate governance
and links it to the Egyptian experience. We provide a summary of selected empirical studies on privatization and corporate
governance with findings in Section 3. Data, sample construction and empirical models are discussed in Section 4 and we
then report the empirical findings and analysis in Section 5. Section 6 concludes the paper and spells out some policy
recommendations.

2. Conceptual framework

Corporate governance can best be interpreted as the set of mechanisms—both institutional and market-based—that in-
duce self-interested managers (controllers of the firm) to make decisions that maximize the value of the firm to its share-
holders (owners of the firm).? The aim of these mechanisms, of course, is to reduce the agency costs that arise from the
principle-agent problem, which could be internal and/or external in nature.? Internal mechanisms deal with the ownership
structure or the degree at which ownership by managers obviates the trade-off between alignment and entrenchment ef-
fects.* Another important internal mechanism is the composition of the board of directors, such as the distinction between
the chief executive officer (CEO) and the chairperson, and the proportion of independent outsiders in its membership. Exter-
nal mechanisms, on the other hand, rely on the takeover market in addition to the legal/regulatory system, whereby the
takeover market acts as a threat to existing controllers in that it enables outsiders to seek control of the firm if bad corporate
governance results in a significant gap between the potential and the actual value of the firm. So, given these mechanisms,
we can see that the legal system is only one way to ensure good corporate governance. Not only that, but the balance of the

! The sources of weaknesses of cross-country data could be due to several reasons: for example, the use of different currencies in the analysis, and the
variation of financial reporting standards among countries. However, the obstacle here is that it will be difficult to generalize the findings of the results reported
in this paper (Megginson and Netter, 2001).

2 One could also add: to promote society’s interests and economic growth in the process. See Denis and McConnell (2003).

3 For more on these mechanisms and the evidence relating to them, see Denis and McConnell (2003).

4 Equity ownership by insiders can align insiders’ interests with those of other shareholders, thereby leading to greater firm value. However, higher
ownership by insiders may result in a greater degree of managerial control, potentially entrenching managers. Wan (1999) finds that management ownership
does in fact exhibit an inverted U-shaped relation with Tobin’s Q-ratio.
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available evidence also shows that the effective presence of the other mechanisms is positively associated with firm
valuation.® Taken together, the corporate governance system of a firm attempts to align incentives of managers with those
of shareholders, and hence motivate managers to work harder toward maximizing firm value.

The fact, however, remains that the widely-held firm is not a generally observed phenomenon in most countries. This
could be attributed to several reasons. It is argued that countries that follow civil law, in particular French civil law, pro-
vide investors with weaker legal rights and protection than common law does (La Porta et al., 1998). Due to the lack of
legal protection for investors, internal corporate governance mechanisms can provide a substitute to such weak external
mechanisms. More precisely, in the absence of strong laws that protect minority shareholders, investors seek to own a
significant proportion of the firm equity to protect their interests and to exercise control (Shleifer and Vishny, 1997).
In other words, when the legal framework does not offer sufficient protection for outside investors, entrepreneurs and
original owners are forced to maintain large positions in their companies which results in a concentrated form of
ownership.

In developed countries, it could be a rational response to a legal system that does not protect minority investors, but it
could also be the result of entrenched financial structures and practices that determine and shape the enactment of cor-
porate law.® For developing countries, in addition to the aforementioned reasons, it could also be due to the underdeveloped
nature of their financial markets—that would allow limited access to external financing—and the preponderance of family
firms.” But perhaps what is more important as far as this phenomenon is concerned, especially in developing countries, is
that sound governance should go beyond the textbook example of the widely-held firm and concentrate on redesigning cor-
porate practices that are more peculiar to their case, such as: lack of agency between concentrated and minority owners, re-
duced liquidity of shares, cross ownership and pyramiding of shareholdings, dual-class shares, and the like.®

In this context, Egypt is no exception. Its corporate legal system largely follows the civil-law system, but one can reason-
ably argue that the relation between legal origin and financial arrangements in Egypt merely reflects the influence of a third
exogenous variable, which is the role of the state or the nature of the political system and its national governance. Perotti
(1995), in his seminal work on privatization mentions that, under state ownership, the government cannot resist the pres-
sure to reallocate the firm value in favor of insiders. However, once a firm is privatized, the capacity of the government to
interfere in the decisions of the firm is significantly reduced but does not completely eliminate political interference in the
allocation of the firms’ resources as long as the state retains any stake. Also, Bortolotti and Faccio (forthcoming) mention,
most governments typically transfer ownership rights without relinquishing proportional control by retaining a stake in
privatized firms. In the same direction, Fan and Wong (2007) indicate that almost 28% of the CEOs in a sample of 625 newly
partially privatized firms in China are ex- or current-government bureaucrats. Both issues of residual state ownership and
CEOs government bureaucrats are proven to have a negative impact on firm performance and we empirically discuss that
in this paper. Here, and to nobody’s surprise, Egypt does not fare well, having a relatively closed and highly concentrated
political system with a poor mode of national governance. This naturally spills over to its system of corporate governance,
as the majority of Egyptian firms are either government- or family-owned with stock markets still in a rudimentary stage.
But firms are changing, prompted by increased competition from trade openness, by privatization, and by the need for more
external financing. And, to better understand their future trajectory, we need to understand their current corporate make-up
and performance.

It is what we intend to do in this paper, in the aim also of providing a preliminary step towards filling the gap in the re-
search area on the relationships between corporate structure and firm performance. Precisely, we examine the corporate
governance within the context of privatization since it provides us with an interesting setting; in which one can understand
the impact of corporate governance on firm performance. The reason behind this choice is that privatization is a discrete
event that leads to a significant shift in ownership structure and the composition of the board of directors (internal corporate
governance mechanisms).

3. Selected empirical studies

Most of prior research has focused on the examination of the impact of privatization on firm performance.® Interestingly,
while privatization is based on the premise that it will improve corporate performance and help countries to grow, the ulti-
mate outcome is hard to identify. At the macro level, a cross-country aggregate study by Zinnes et al. (2001) finds that priv-
atization does not by itself increase GDP growth, but it suggests that a positive effect exists when privatization is
accompanied by in-depth institutional reforms.

5 However, the takeover mechanism seems to be confined to the US market only.

6 For example, countries with a tradition of strong bank involvement in corporate control and ownership have often found ways of accommodating this
tradition in legal practice (as in Japan and Sweden).

7 The evidence on family firms—especially in East Asia—is that they are robust over time, dispelling the notion that their ownership becomes dispersed over
time. See Claessens et al. (2000).

8 See Berglof and Von Thadden (2000). For instance, Lins (2003) finds for a sample of 1433 firms from 18 emerging countries that when a management
group’s control rights exceed its cash-flow rights then firm values are markedly lower.

9 For a complete list of recent works on privatization, see Megginson and Netter (2001), Djankov and Murrell (2002), Megginson (2005) and for Egypt see
Omran (2004a,b, 2005, 2007).
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On the firm level, recent surveys of privatization studies show a large variation of outcomes, ranging from no significant
effect of privatization on performance (Bevan et al., 1999), to cautiously concluding that privatization around the world im-
proves firm performance (Megginson and Netter, 2001), to being fairly confident that privatization tends to improve perfor-
mance (Shirley and Walsh, 2001; Djankov and Murrell, 2002). One possible explanation behind inconstancy of the impact of
privatization on firm performance is that each study dealt with a different data set with limited access to corporate gover-
nance issues (ownership structure and/or board of director composition).

On the other hand, few empirical studies look at the impact of different post-privatization ownership structures on firm
performance. In this context, Barberis et al. (1996) find that changes in ownership and management styles are likely to lead
to a value-maximizing restructuring in Russian privatized firms. For 706 Czech Republic privatized firms, Claessens et al.
(1997) find that concentrated ownership structure, ownership by local investors, and ownership by bank-sponsored invest-
ment privatization funds increase profitability and Tobin’s g. In a more recent study, Hanousek et al., 2007 indicate that in
the post-privatization period, private ownership, relative to state ownership, tends to be associated with superior perfor-
mance in terms of certain profitability and efficiency indicators.

In addition, not only ownership structure might matter in explaining firm performance, but also the composition of the
board of directors. In this context, Hermalin and Weisbach (2003) find for the US firms that a higher proportion of outside
directors is not significantly associated with superior performance; yet, board size is negatively related to firm performance
and the quality of decision-making. However, in Japan, Kaplan and Minton (1994) provide evidence that outside directors are
an effective corporate governance mechanism and, on average, they improve corporate performance. In addition, one ele-
ment of Codes of Best Practice that was issued in a number of European countries in 1992 stated that the positions of chair-
person and CEO should be held by different individuals. Nevertheless, the limited evidence, to date, indicates that separating
the two positions has no significant impact on firm performance (see, among others, Brickley et al., 1997; Vafeas and The-
odorou, 1998). Also, several empirical studies find that top management replacements increase future post-privatization
firm performance (Barberis et al., 1996; Claessens and Djankov, 1999).

The aforementioned studies and other related studies on privatization and corporate governance issues have been,
mainly, limited to those of developed economies or large emerging economies. It seems that small economies such as those
in the Middle East and North Africa (MENA) are very much understudied in the literature. However, Omran (2004a,b, 2005,
2007) provides some evidence on the impact of privatization on firm performance, using both accounting and market per-
formance measures. What is even more interesting is his (Omran, 2004a) paper in which he examines whether the perfor-
mance of privatized firms differs according to the type of ownership structure during the post-privatization period. The
paper concludes that firms with concentrated ownership or those that have a homogeneous group—that is those firms sold
to anchor investors—seem to outperform dispersed ownership firms (majority IPOs). The problem here is that the author
relies on the privatization method of sales to determine who controls the firm,'° without considering the degree of concen-
tration or the evolving ownership structure over time. Concentrating on post-privatization internal corporate governance issues,
we try to fill this gap by tracking the changes in firm ownership structure and also in the composition of the board of directors
while testing their impact on firm performance.

4. Data, sample construction and empirical models
4.1. Data and sample construction

In this paper, we consider all SOEs that went public through share issues or direct sale. Although Egypt took steps toward
privatization in 1991, the program did not fully function until 1994. To allow time for the program to stabilize, and given that
Egyptian privatization began initial steps in 1991 but did not actually fully start until 1994, in turn, the study deals with
those firms that privatized between 1994 and 2000.

As seen in Table 1, the total number of privatized firms reached 197 in 2003. However, excluding some types of priv-
atization—namely, liquidations, asset sales, and leases—this left a population of only 116 firms. However, we were not able
to find financial data for most firms who sold to employee shareholder associations or anchor investors. The reason is that
many of these firms went through merger and/or acquisition activities, or liquidation, or they even changed their main
activities, so we limited our sample to those firms that were listed in the stock market because we were able to collect
comparable and continuous financial data. This limitation and data availability left us with a final sample size of 52. We
relied on several sources to build the database for this study; one was the Ministry of Investment, which provided com-
plete information on the privatized firms—methods of privatization, percentages of equity sold, and date of privatization.
The other sources were the Capital Market Authority and the Egyptian Exchange, as they had complete data on both
accounting and market performance measures. Last, the General Authority for Investment, and Misr for Clearing, Settle-

10 Three methods of sale were executed and yielded four marked types of control. Share issue privatization resulted in two types: (1) majority initial public
offerings (IPOs)—at least 51% of a firm's shares were sold to the public via the stock market, and the state did not have absolute control over the firm (control
privatization) and (2) minority IPOs—less than 50% of a firm'’s shares were sold to the public via the stock market, and the state kept the absolute control over
the firm (revenue privatization). (3) The second method was to sell the entire firm to employee shareholder associations (ESAs), so that employees controlled
the firm, and (4) the third method was to sell the firm to anchor investors, who then controlled the firm.
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Table 1
Number of privatized firms in Egypt.
Year Method Yearly total

Full and control privatization Revenue privatization

Anchor investor IPO° ESA™ Liquidation IPO° Asset sales Leases Number Value™
Panel A. Total number of privatized firms classified by method of sale
1993 - - - 6 - - - 6 n.a.
1994 3 - 7 2 1 - - 13 664
1995 0 1 3 2 6 - - 12 1216
1996 3 14 - 1 6 1 - 25 2792
1997 3 14 3 3 2 1 1 27 3148
1998 2 8 12 6 1 3 - 32 2358
1999 9 - 5 7 - 4 6 31 2785
2000 5 - 3 - 6 10 25 2476
2001 4 - 1 2 - 3 1 11 1075
2002 2 1 3 6 51
2003 6 3 9 114
Total 29 38 33 33 16 27 21 197 16,679
Usable data 5 31 0 0 16 0 0 52 11,150
Industry No. of firms
Panel B. Classification of privatized firms (52 firms) by industry
Pharmaceutical and chemical industries sector 12
Mining and Metallurgical Industries Sector 6
Construction and real estate sector 13
Food sector 11
Industrial engineering sector 19
Total 52

The table shows the number of privatized firms classified by the method of sale, year-by-year, and according to the type of industry in which each firm
operates. It also shows the value of privatized firms for each year and the total until December 2003.
Source: Egyptian Ministry of Public Enterprise (2003).
" Initial public offering.
" Employees shareholders association.
" Millions of Egyptian pounds (rate 1 L.E.=0.174 US$ as of July 2006).

ment and Central Depository were consulted to build the data base on the board of director compositions, and ownership
structure and identity.

4.2. Empirical models

To examine the determinants of ownership concentration (CONC)—we first define it and measure it as the percentage of
shares owned by the largest three blockholders in a firm (L13 and L23)"'! (e.g., Demsetz and Lehn, 1985; La Porta et al., 1998;
Demsetz and Villalonga, 2001), and an approximation of the Herfindahl index (the sum of squared ownership shares by the
three largest private investors) (H13 and H23). We also apply a logistic transformation to L13 and L23, using the formula
log (L13/(1 — L13), and L23/(1 — L23)) to convert a bounded variable into an unbounded one, and a logarithmic transformation
to H13 and H23.'? Following Boubaksri et al. (2005), we focus on the logistic transformation measure of ownership concentration
(LL13). The below equation is then used as follows:

CONC; = o + B, SIZE;; + BoINDy; + P3RISK; + psGROWTH;, + TIME; + MTHD; + 9, + & (1)

where CONC;, is the ownership concentration of firm i at time t; SIZE;, is the log of the market capitalization of firm i at time t;
and it is expected to find an inverse relationship between SIZE and CONC due to the risk-neutral and risk-aversion effects
(Demsetz and Lehn, 1985).1> More specifically, because the market value of a given stake of ownership is greater in larger
firms, this higher price should, in itself, reduce the degree of ownership concentration. At the same time, risk-aversion
should discourage any attempt to preserve concentrated ownership in the face of larger capital, because this would require
owners to allocate more of their wealth to a single venture. As for sectoral affiliation IND;, firms in our sample are divided
according to whether they belong to the industrial sector—manufacturing (MAN), and non-manufacturing firms (NONMAN)—
food and agricultural firms (FDAG), and construction firms (CONST). The IND;; is a dummy variable that takes on if the firm i at

11 A blockholder is any entity owning equal to or more than 5% of the firm (L13). We also define a blockholder as any entity owning equal to or more than 10%
of the firm for the robustness of our results (L23).

12 This results in new variables LL13, LL23, LH13 and LH23.

13 More specifically, because the market value of a given stake of ownership is greater in larger firms, this higher price should, in itself, reduce the degree of
ownership concentration. At the same time, risk-aversion should discourage any attempt to preserve concentrated ownership in the face of larger capital
because this would require owners to allocate more of their wealth to a single venture.
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time t belongs to the given sector, and 0 otherwise. RISK;; is the standard deviation of annual return on equity of firm i at time
t during the 3 years preceding the privatization year, and it is expected to find a negative relationship between instability in
return on equity and ownership concentration because investors prefer to invest more in firms with a low risk—that means
firms with sustainable and less volatile return on equity. GROWTH;, is the average annual growth rate of sales of firm i at time
t during the 3 years preceding the privatization year, and it is expected that firms with higher than average growth rates are
more attractive to investors, and hence, sales growth is positively related to ownership concentration. We also control for the
timing of privatization and the divestment method. To do so, we include a dummy variable for privatization timing (TIME;)
that takes the value of one if the sample-firm is privatized after the median privatization date, and zero otherwise. This var-
iable shows the government’s preferences as to whether it is reluctant to sell higher stakes and relinquish state control at
early exploratory stages of the privatization program, or whether it is more aggressive to attract private investors and is will-
ing to relinquish control in the early stages. We also control for the method of privatization by including a dummy variable
(MTHD;;) that is equal to one if the firm i is privatized through a private sales (PS) at time t and zero otherwise, on the
grounds that more concentrated ownership should result from such sales compared to share issued privatizations (SIPs).
In another specification, this is equal to one if the government sales majority (MA]) of the firm i at time t (control privatiza-
tion), so that more ownership concentration will result and zero if the government sells minority of the firm i at time t (rev-
enue privatization). y, are fixed-year effects to control for year specific effects, and &; is the error term.

As for the impact of ownership concentration and board composition on firm performance, we investigate this issue using
the below given system of equations. It is not, however, a task that should produce clear results because there is no consen-
sus in the corporate governance literature as to whether or not concentrated ownership structures enhance firm perfor-
mance. On the one hand, firm performance improves when ownership and managerial interests are merged through
concentration of ownership (see, for example, Agrawal and Mandelker, 1987; Castianas and Helfat, 1991; Baker and Weiner,
1992). When major shareholdings are acquired, control cannot easily be disputed and the resulting concentration of own-
ership might lower, or even completely eliminate, agency costs (Anderson et al., 1997). On the other hand, blockholder own-
ership might provide an opportunity to extract corporate resources for private benefit in a way that would have a negative
impact on firm performance.'*

As for the board variables, it is a widely accepted principle of good governance that the CEO should not be the chairperson. In
fact the separation allows a balance of power and authority, so that no individual person has unlimited power, consequently, we
expect to find a positive impact of separation on firm performance.'® On the other hand, we think that a higher proportion of
outside directors brings better monitoring, and unlike inside directors, they are better able to challenge the CEOs. Therefore, we
conjecture that outside directors are an effective corporate governance mechanism and, on average, they improve corporate
performance. Last, we believe that changing management, not only the ownership, is important to improve firm performance,
as transferring management control to private owners is likely to address inefficiency in SOEs (Gupta, 2005).

Before proceeding, it is, however, important to mention that applying the standard regression approach can be misspec-
ified if some of the unobserved determinants of firm performance also explain the ownership concentration itself.'® Himmel-
berg et al. (1999), Palia (2001) and Boubakri et al. (2005) document the endogeneity nature of the ownership structure, and
hence the need to control for it by using instrumental variables for ownership. Following Boubakri et al.’s (2005) lead, the
two-stage least squares (2SLS) regression defined by the following equations is applied'”:

PERF;; = o + 1 CONCi¢ + B,SIZE; + f3INDye + B5CEQ; + BgOUTS; + f;CHNGy + 7y, + &, (2a)
CONC;s = o0 + B RISKi + f,GROWTH;; + TIME; + MTHD;; + 7y, + &ir, (2b)

where PERF; stands for the performance for firm i at time t: return on sales (ROS), return on assets (ROA), return on equity
(ROE), and the firm relative market value (Q-ratio). We use Q-ratio, in addition to the usual measures of performance of priv-
atized firms that are considered in the literature (ROS, ROA and ROE) on the ground that while ROS, ROA and ROE measure the
past and current performance of the firm, Q-ratio, in addition to that, captures the expected future performance of the firm.
CEO; is a dummy variable that takes one if the chief executive officer and the chairman of the board are the same person of
firm i at time t and zero otherwise, and we expect to find a positive impact on firm performance if both positions are sep-
arated. OUTS;; is the proportion of outside directors for firm i at time t, and one might expect a positive relationship between
this variable and firm performance. CHNG; is a dummy variable that takes one if the firm i changes its board of directors at
time ¢t in the post-privatization period and zero otherwise, and we expect to find a positive relationship between changing
the management and firm performance.!®

We, however, have to bear in mind that the choice of the instrumental variables in Eq. (2b) is a crucial task as, on the one
hand, they should be highly correlated with ownership concentration; and on the other hand, they should have no impact on
the dependent variable, PERF. We use the same variables that are mentioned in Eq. (1) but have to drop SIZE and IND because
they determine both ownership concentration and firm performance.

14 For more details, see Denis and McConnell (2003).

15 However, such separation would carry costs such as agency and information costs.

16 This, in fact, will lead to a spurious relation between ownership concentration and firm performance.

17 We included the variable GROWTH on the ground that we think it does not affect the performance. However, following the referee comments, we excluded
this variable and re-estimated the models but we obtained similar results.

18 We mean by that not only new board members but also changes in the top management including the CEO.
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Within a 2SLS framework, the process is conducted by first estimating Eq. (2b) to obtain the fitted (estimated) values of
CONC, and then replacing these values in Eq. (2a) as an instrument for CONC to examine the relationship between ownership
concentration and firm performance.

Moving to the third objective, it seems that the types of ownership concentration might vary across firms according to the
identity of larger shareholders. Consequently, we postulate that the relationship between large shareholders and firm per-
formance depends on who the large shareholders are (see, among others, Boycko et al., 1996; Claessens et al., 1998; Denis
and McConnell, 2003). To delve deeper into this issue and provide further evidence to the existing literature, we split the
concentrated ownership structure into four separate groups of owners: individual investors, domestic institutional investors,
foreign investors, and employees. As a result, we estimate the following system of equations to determine the relationship
between ownership identity and firm performance, after controlling for some firm-level variables:

PERF;; = 6+ > G;0WNERy + f; SIZE;e + BoINDic + B3CEO; + f4OUTS;, + B CHGE + 7, + &, (3a)
J

CONCj; = o + B,RISK;: + p,GROWTH; + TIME; + MTHD;; + 7, + &, (3b)

where OWNERy; is the private ownership concentration measured as percentage of shares owned by the largest three owners
of type j (INDV: individual investors; INST: domestic institutional investors; FORG: foreign investors; and EMPL: employees)
of firm i at time t. We employ the same technique applied to Eqgs. (2a) and (2b), with the notable difference that that we
instrument for each type of the four large shareholders in Eq. (3b) using the same variables as in Eq. (2b). The fitted values
of each type of owners are then placed in Eq. (3a).

Table 2

The evolution of ownership structure in newly privatized firms.

Ownership categories Ownership structure following privatization (year relative to privatization)

0 +1 +2 +3 +4 +5 +6 Pool

Panel A. Ownership evolution

State Mean 447 43.7 433 40.7 38.8 37.6 36.3 40.9
(median) (46.1) (45.7) (43.6) (40.9) (39.0) (39.0) (39.0) (42.3)
N 52 52 52 52 51 49 44 352

Local institutions Mean 235 23.6 235 23.8 234 23.1 234 23.5
(median) 17) (17.4) (17.3) (16.9) (16.4) (16.5) (16.1) (17.0)
N 52 52 52 52 51 49 44 352

Foreign investors Mean 5.8 6.7 6.6 8.1 10.0 10.6 11.7 8.4
(median) (2.1) (3.0) (3.5) (2.5) (3.1) (2.8) (4.6) (2.7)
N 52 52 52 52 51 49 44 352

Employees Mean 8.9 9.0 10.4 10.2 9.6 9.4 9.3 9.5
(median) (10) (10.0) (10.0) (10.0) (10.0) (10.0) (10.0) (10.0)
N 52 52 52 52 51 49 44 352

Individuals Mean 16.2 16.1 15.5 16.3 17.2 18.4 18.5 16.8
(median) (12.7) (12.2) (11.8) (12.2) (12.9) (13.9) (13.1) (12.3)
N 52 52 52 52 51 49 44 352

Panel B. Private ownership concentration

Cumulative shares of the three largest investors Mean 23.8 24.3 25.6 27.4 29.3 30.6 314 27.4
who own at least 5% (L13) (median) (10.0) (10.0) (10.0) (13.1) (16.0) (16.1) (15.7) (14.9)

N 52 52 52 52 51 49 44 352

Herfindahl index of the three largest investors Mean 10.0 10.0 10.7 11.9 13.8 14.6 16.1 12.1

who own at least 5% (H13) (median) (1.0) (1.0) (1.0) (1.3) (1.5) (1.5) (1.4) (1.3)

N 52 52 52 52 51 49 44 352

Cumulative shares of the three largest investors Mean 21.7 21.8 22.7 24.3 253 26.7 27.5 24.2
who own at least 10% (L23) (median) (10.0) (10.0) (10.0) (10.0) (10.0) (10.0) (10.0) (10.0)

N 52 52 52 52 51 49 44 352

Herfindahl index of the three largest investors Mean 8.6 8.6 103 11.6 13.5 143 15.8 11.7

who own at least 10% (H23) (median) (1.0) (1.0) (1.0) (1.0) (1.0) (1.0) (1.0) (1.0)

N 52 52 52 52 51 49 44 352

The table presents summary statistics on the evolution of the ownership structure for a sample of 52 firms privatized between 1994 and 2001. Panel A
describes the evolution of ownership by type of investor. We consider five types of investors: the state, local institutions, foreign investors, employees, and
individuals. The post-privatization data (year O to year 6) come from Misr Settlement, Clearing and Central Depository Company. Panel B describes the
ownership concentration measured by the percentage of shares held by the three largest private investors who own at least 5% (L13) and 10% (L23) and the
Herfindahl index (the sum of squared ownership shares by the three largest private investors who own at least 5% (H13) and 10% (H23)). All statistics are
presented in percent and N refers to the number of observations.
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Table 3
The impact of the privatization method on the evolution of ownership structure in newly privatized firms.
Ownership categories Privatization Ownership structure following privatization (year relative to privatization)
method 0 +1 2 +3 +4 +5 +6 Pool
Panel A. Ownership type
State Full and control Mean 31.3 30.0 29.1 26.8 251 241 215 26.9
privatization (median) (30.0) (3.0) (30.5) (27.35) (26.43) (23.27) (16.17) (27.2)
Revenue Mean 68.0 68.0 67.8 67.01 68.8 68.3 67.8 67.9
privatization (median) (67.5) (67.5) (67.5) (67.24) (67.24) (66.43) (66.47) (67.1)
t-Statistics for difference in means -79"" 82" -83"" 837" 83" -795"" 83" 219"
Mann-Whitney test for difference (17.8- (17.5- (17.5- (183- (184- (17.9- (15.9- (120.2-
in medians (average rank) 41.7)7° 42.1)77 42.1)77 425)77  425)7 41.0)7 36.5)7 2854)"
Local institutions Full and control Mean 313 31.6 31.2 31.0 29.8 289 30.4 30.5
privatization (median) (29.4) (28.1) (254) (28.6) (26.2) (25.3) (22.15) (26.0)
Revenue Mean 9.8 9.8 10.1 10.3 9.6 9.8 9.25 9.1
privatization (median) (6.4) (6.4) (7.6) (6.65) (6.2) (8.4) (7.0) (7.0)
t-Statistics for difference in means 386" 3.9 367 337 3.0 2.7°" 28" 881"
Mann-Whitney test for difference (32.8- (32.7- (32.1- (131.5- (30.6- (28.4- (25.8- (209.5-
in medians (average rank) 15.5)"" 15.8)"" 16.7)"" 17.0)"" 16.7)"" 17.3)" 154)" 112.8)"
Foreign investors Full and control Mean 8.2 8.9 8.6 10.2 12.6 13.13 14.8 11.0
privatization (median) (2.9) (4.8) (4.1) (4.9) (5.2) (5.8) (2.61) (2.9)
Revenue Mean 1.5 1.5 3.0 3.9 43 4.8 5.2 3.5
privatization (median) (0.10) (0.1) (1.4) (2.1) (2.6) (2.9) (4.95) (24)
t-Statistics for difference in means 212" 227 1.56" 1.92" 2.06" 225" 251" 3.9
Mann-Whitney test for difference (30.5- (309- (29.7- (31.3- (31.6- (324- (22.2- (183.3-
in medians (average rank) 19.5)"" 18.9)"" 22.1) 24.1)" 25.1)7 259)" 23.1) 153.3)"
Employees Full and control Mean 8.6 8.9 11.0 11.0 10.6 10.3 10.1 10.0
privatization (median) (10.0) (10.0) (10.0) (10.0) (10.0) (10.0) (10.0) (10.0)
Revenue Mean 9.5 9.5 9.3 10.0 7.4 7.2 7.4 8.5
privatization (median) (10.0) (10.0) (10.0) (10.0) (10.0) (10.0) (10.0)  (10.0)
t-Statistics for difference in means -0.72 0.45 0.46 0.45 0.82 0.76 0.62 1.2
Mann-Whitney test for difference (24.7-  (25- (25.3- (25.8- (26.5- (25.3- (22.5-  (171.8-
in medians (average rank) 29.6) 29.1) 28.6) 28.8) 24.8) 24.3) 22.53) 185.5)
Individuals Full and control Mean 19.9 20.0 19.3 203 21.0 22.51 22.6 20.8
privatization (median) (16.4) (17.3) (14.8) (15.1) (16.4) (18.9) (19.8) (17.3)
Revenue Mean 9.8 10.0 8.8 8.7 9.0 9.1 9.6 9.2
privatization (median) (9.3) (9.3) (6.7) (6.1) (8.13) (104) (11.0) (7.7)
t-Statistics for difference in means 2.89"" 297" 277 2857 2637 287 25" 745"
Mann-Whitney test for difference (30.5- (303- (30.1- (29.9- (29.2- (28.3- (25.1- (200.4-
in medians (average rank) 19.6)" 19.9)" 204)" 20.1)" 19.1)7 17.5)7 69)° 1303)""
Panel B. Private ownership concentration
Cumulative shares of the three largest Full and control Mean 31.0 31.7 33.8 35.5 37.7 39.0 40.0 35.5
investors who own at least 5% (L13) privatization (median) (17.2) (16.8) (20.4) (22.65) (23.3) (22.63) (18.7) (21.2)
Revenue Mean 11.4 11.4 11.3 121 11.1 11.6 133 11.7
privatization (median) (10.0) (10.0) (10.0) (10.0) (10.0) (10.0) (10.0) (10.0)
t-Statistics for difference in means 299" 317" 32" 327 337" 325" 28" 838"
Mann-Whitney test for difference (31.3- (31.3- (31.9- (31.5- (30.8- (29.7- (25.7-  (209.5-
in medians (average rank) 18.1)" 81)" 7.1)" 17.1)" 155)7 44)"  56)"  112.7)"
Herfindahl index of the three largest Full and control Mean 134 133 16.2 17.5 19.6 20.6 23.0 17.6
investors who own at least 5% (H13) privatization (median) (1.08) (2.7) (2.8) (3.1) (332) (34 (1.9) (2.08)
Revenue Mean 1.3 1.3 1.3 1.3 1.2 1.14 14 1.03
privatization (median) (1.0) (1.0) (1.0) (1.0) (1.0) (1.0) (1.0) (1.0)
t-Statistics for difference in means 219" 227 2357 247 24" 2.7 23" 6.24""
Mann-Whitney test for difference (31.8- (31.8- (31.9- (31.6- (30.8- (30.3- (25.8- (211.2-
in medians (average rank) 17.2)"" 73)"  7.007 69)" 155)7 3.0 54)" 109.4)"
Cumulative shares of the three largest Full and control Mean 27.9 28.5 30.0 31.2 33.2 35.0 36.3 32.0
investors who own at least 10% (L23) privatization (median) (10.0) (10.0) (10.0) (10.0) (10.0) (14.55) (10.6) (10.0)
Revenue Mean 10.9 10.8 10.4 11.2 8.2 8.0 8.5 10.0
privatization (median) (10.0) (10.0) (10.0) (10.0) (10.0) (10.0) (10.0)  (10.0)
t-Statistics for difference in means 256" 257 26" 2.5 297" 3177 29" 7367
Mann-Whitney test for difference 29.6- (29.6- (294- (29.1- (29.2- (28.7- (25.7-  (198.9-
in medians (average rank) 21.1)7" 21.1)" 214)° 215)° 19.1)7 165)77 56)7  133.2)"

(continued on next page)
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Table 3 (continued)

Ownership categories Privatization Ownership structure following privatization (year relative to privatization)
L 0 +1 +2 +3 +4 +5 +6 Pool
Herfindahl index of the three largest Full and control Mean 13.0 12.8 15.6 171 19.2 203 22.7 17.2
investors who own at least 10% (H23) privatization (median) (1.0) (1.0) (1.0) (1.52) (2.1) (2.8) (11.2)  (1.02)
Revenue Mean 1.1 1.1 1.1 1.22 0.94 0.91 0.95 1.01

privatization (median) (1.0) (1.0) (1.0) (1.0) (1.0) (1.0) (10.0) (1.0)

t-Statistics for difference in means 214" 217 228" 237 24" 23" 23" 6.13""
Mann-Whitney test for difference (30.1- (30.1- (30.0- (29.7- (29.6- (29.1- (25.7- (201.8-
in medians (average rank) 20.1)"" 20.1)" 20.5)" 20.5)7 82)" 57)7  56)"  127.7)"

The table presents summary statistics on the evolution of the ownership structure for a sample of 52 firms privatized between 1994 and 2001 according to
privatization method. Panel A describes the evolution of ownership by type of investor. We consider five types of investors: the state, local institutions,
foreign investors, employees, and individuals. The post-privatization data (year O to year 6) come from Misr Settlement, Clearing and Central Depository
Company. Panel B describes the ownership concentration measured by the percentage of shares held by the three largest private investors who own at least
5% (L13) and 10% (L23) and the Herfindahl index (the sum of squared ownership shares by the three largest private investors who own at least 5% (H13) and
10% (H23)). All statistics are presented in percent and N refers to the number of observations. We split the sample in two groups of firms, those privatized as
private sales and majority sold in the stock market (control privatization) and those privatized as minority sold in the stock market (revenue privatization).
Data on the privatization method come from the Ministry of Investment. The table also reports the t-statistic for differences in means with its significant
level and the average rank of the Mann-Whitney test for the difference in medians and its significant level between each pair of firms. All statistics are
presented in percent.
" Refers to 1% levels of significance.

" Refers to 5% levels of significance.

* Refers to 10% levels of significance.

5. Empirical results and analysis

In this section, we attempt, first, to track the ownership evolution of privatized firms in the post-privatization period
(Tables 2), and examine the impact of the privatization method of sale on the evolution of ownership structure (Table 3).
We then explore the determinants of private ownership concentration (Table 4) followed by investigating the relationship
between private ownership concentration and firm performance (Table 5). Last, we delve deeper to the issue of the identity
of private ownership concentration by postulating that the relationship between large shareholders and firm performance
depends on who the large shareholders are (Table 6).

5.1. Ownership evolution of privatized firms

Our first round of empirical findings and analysis tackles the evolution of ownership structure of privatized firms and
then examines the impact of the privatization method of sale on private ownership concentration. We portray the ownership
structure of our privatized sample firms in Table 2.

Panel A of Table 2 shows the ownership evolution over time according to different owners (state; local institutions; for-
eign investors; employees and individuals). We find that the mean (median) state ownership declines to 44.7 (46.1) percent
in the year of privatization and continue to decline slowly over time to reach 36.3 (39) percent in the 6th year following priv-
atization. This means that although the state gives up control over time to the private sector, it still controls, on average,
more than 35% of privatized firms. A close look at these firms indicates that they operate in strategic sectors and/or have
monopoly position (such as pharmaceutical and aluminum industries).’® Local institutions and individual investors domi-
nate the private ownership of privatized firms (40%, on average), which is consistent with Boutchkova and Megginson
(2000) and Boubakri et al.’s (2005) evidence that local institutions are key player in the ownership structure of privatized
firms. Foreign investors, however, tend to move aggressively over time as they doubled their mean (median) ownership from
only 5.8 (2.1) percent in the year of privatization to 11.7 (4.2) percent in the sixth year following privatization. It seems—
from the data we have although not presented here—that most of foreign investors are institutions, which reflects the con-
solidation waves and the inflow of foreign consortiums following the financial liberalization and the aggressive financial sec-
tor reform agenda in Egypt that accompanied the privatization process itself. As in many other countries, to gain employees’
support for privatization policy, the state allocates a fraction of SIPs (between 5% and 20%) to the firm employees through
Employee Shareholder Associations (ESAs). The results show that the average employees’ stake is relatively stable over time
because of the fact that employees in most cases do not pay full price for shares, so that they are not allowed to sell them
until the full price is paid.

Moving to Panel B, we report descriptive statistics on the private ownership concentration measured by the cumulative
shares of the three largest investors and then Herfindahl index. We find that the percentage of shares held by the three larg-
est investors who own at least 5 (10) percent increases from 23.8 (21.7) percent in the year of privatization to 31.4 (27.5)

9 However, we find that size is not a determinant factor of the state ownership in privatized firms.
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Table 4
The determinants of private ownership concentration in newly privatized firms.
Independent variables Dependent variable: CONC
Model (1) Model (2)
SIZE —0.041 —0.045
(—4.63)"" (—5.15)""
RISK -0.31 —0.036
(~1.06) (-1.22)
GROWTH 0.098 0.12
(1.86)" (2.31)"
MAN 0.082 0.09
(2.96)"" (3.07)""
NONMAN -0.13 —-0.16
(—1.76)" (—2.02)"
FDAG —0.046 —0.052
(-0.52) (—0.67)
CONST -0.62 —0.068
(-1.53) (~1.66)
TIME 0.41 0.043
(2.06)" (2.3)"
PS 0.63
(24.4)""
MA] 0.26
(7.52)""
N 352 352
Adjusted R*% 56.3 61.8
F-ratio 51.2"" 56.1°""

The table shows the regression results of private ownership concentration on the set of explanatory variables. The following model is employed: CON-
Cie = o+ B1SIZE;¢ + BoJNDi¢ + B3RISKic + BaGROWTH;, + TIME; + MTHD; ¢ + Y + €i,where CONC;; is the ownership concentration of firm i at time t measured by the
logistic transformation of the percentage of shares held by the three largest private investors who own at least 5% (LL13); SIZE; is the log of the total assets
of firm i at time t; IND;, are divided according to whether firms belong to the industrial sector manufacturing (MAN), and non-manufacturing firms
(NONMAN), food and agricultural firms (FDAG), and construction firms (CONST). The IND;, is a dummy variable that takes on if the firm i at time t belongs to
the given sector, and 0 otherwise. RISK is the standard deviation of annual return on equity of firm i at time t during the 3 years preceding the privatization.
GROWTH;, is the average annual growth rate of sales of firm i at time t during the 3 years preceding the privatization year, (TIME;) is a dummy variable for
privatization timing that takes the value of one if the sample-firm i is privatized after the median privatization date, and zero otherwise, and (MTHD;,) is a
dummy variable that captures the privatization method of sale that is equal to one if the firm i is privatized through a private sales (PS) at time t and zero
otherwise. In another specification, this is equal to one if the government sales majority (MAJ) of the firm i at time ¢, and zero if the government sells
minority of the firm i at time t. y, are fixed-year effects to control for year specific effects, and ¢; is the error term. All regressions include year fixed-effect
(coefficients estimates not reported). N refers to the number of observations. Figures between parentheses are t-statistics.
""" Refers to 1% levels of significance.

" Refers to 5% levels of significance.

" Refers to 10% levels of significance.

percent in the sixth year. These figures are lower than those reported in Boubakri et al. (2005) paper where the average is
33.2% and 40.9% in the year of privatization and 3 years after privatization, respectively.

We also report the evolution of the Herfindahl index of private ownership concentration and we document a higher level
of private ownership concentration following privatization. The mean Herfindahl index continues to increase from 10% in the
year of privatization to reach 16.1% by the end of the 6th year. The conclusion of these results is that the private ownership of
privatized firms tends to be more concentrated over time.

The results reported in Panel A of Table 3 show the impact of the privatization method of sale on the ownership evolution
by the type of owners. As mentioned previously, the government adopts several privatization methods by selling firms
through private sales or through SIPs as majority (control privatization) or minority (revenue privatization) stakes in the
stock market. So, it is expected to see further decline in the state ownership of firms that are sold as private sales or as major-
ity stakes. The mean (median) state ownership of private sales or control privatization in year 0 is 31.3 (30) percent com-
pared with 68 (67.5) of revenue privatization and the difference is highly significant at the 1% level. We find similar
results when we move over time up to the sixth year following privatization. We also document the same significant differ-
ences between control and revenue privatization for all private ownership except employees. As pointed out in Bortolotti
et al. (2000) and Megginson et al. (2004), and documented in Boubakri et al. (2005), privatization via private sales generally
results in more private ownership compared with SIPs. We conjecture that privatization via private sales reduces the state
ownership in firms. The results, not reported here, show that the residual state stakes in SIPs is much higher compared with
private sales and the difference is statistically significant at the 1% level.
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Table 5
2SLS estimation of the ownership concentration and the performance of newly privatized firms (second stage results).
Independent variables Dependent variable: ROS Dependent variable: ROA Dependent variable: ROE Dependent variable: Q-ratio
CONC 0.31 0.077 0.44 0.012
(1.96) (3.72)"" (1.69)"" (0.097)
SIZE 0.18 0.032 0.21 —0.036
(3.75)"" (5.31)" (4.67)" (—1.08)
MAN -0.16 -0.027 -0.10 -0.13
(—1.84)" (—2.32)" (-2.32)" (—1.81)
NONMAN 0.14 0.043 0.051 —-0.06
(0.96) (2.24)” (0.32) (-0.51)
FDAG 0.093 0.034 0.24 0.20
(1.03) (2.75)"" (2.33)” (0.26)
CONST 0.053 —-0.036 -0.24 0.25
(0.44) (—2.23)" (—1.86)" (2.61)""
CEO -0.13 —0.082 -0.11 -0.32
(-1.25) (-1.36) (-0.92) (-0.84)
OUTS 1.17 0.11 0.74 0.08
(2.58)"" (1.66)" (1.73) (1.87)"
CHNG 0.15 0.07 0.13 0.04
(1.63) (2.16) (1.76) (1.58)"
N 352 352 352 352
Adjusted R*% 11.6 22.8 17.4 6.08
F-ratio 4.65"" 178" 12.6"" 246"

The table shows the regression results of the 2SLS of the relationship between private ownership concentration and firm performance. The following model
is employed: PERF;; = o + $1CONC;; + BoSIZE; + B3IND; ¢ + BsCEO;, + BsOUTS; ; + f7CHGE;; + ¢ + i, where PERF;, stands for the performance for firm i at time t:
return on sales (ROS), return on assets (ROA), return on equity (ROE), and the firm relative market value (Q-ratio); CONC; is the ownership concentration of
firm i at time t measured by the logistic transformation of the percentage o shares held by the three largest private investors who own at least 5% (LL13);
SIZE;, is the log of the total assets of firm i at time t; IND;, are divided according to whether firms belong to the industrial sector manufacturing (MAN), and
non-manufacturing firms (NONMAN), food and agricultural firms (FDAG), and construction firms (CONST). The IND;, is a dummy variable that takes on if the
firm i at time t belongs to the given sector, and 0 otherwise, CEO;; is a dummy variable that takes one if the chief executive officer and the chairman of the
board are the same person o firm i at time t and zero otherwise, OUTS;; is the proportion of outside directors for firm i at time t, and CHNG;; is a dummy
variable that takes one if the firm i changes its board of directors at time ¢ in the post-privatization period and zero otherwise. 7y, are fixed-year effects to
control for yea specific effects, and ¢; is the error term. All regressions include year fixed-effect (coefficients estimates not reported). N refers to the number
observations. Figures between parentheses are t-statistics.
" Refers to 1% levels of significance.

" Refers to 5% levels of significance.

" Refers to 10% levels of significance.

Panel B shows the impact of the privatization method on the level of post-privatization private ownership concentration.
For instance, we document that the mean (median) private ownership concentration in the year of privatization is 31 (17.2)
percent in control privatization compared with 11.4 (10) percent only in the case of revenue privatization and the difference
is highly significant at the one (five) percent level. The same results apply over time until the sixth year of privatization. Also,
we document similar findings using the Herfindahl index and the 10% cutoff point, respectively, to calculate the private own-
ership concentration.

5.2. The determinants of private ownership concentration

We start our exploration of the relationship between ownership concentration, measured by the logistic transformation
of the percentage of shares held by the three largest private investors who own at least 5% (LL13), and firm performance by
first investigating the determinants of ownership concentration. Using alternative measures of ownership concentration
such as the percentage of shares owned by the largest three blockholders in a firm who own at least 5% or 10% (L13 or
L23), an approximation of the Herfindahl index, and the logistic transformation of the percentage of shares held by the three
largest private investors who own at least 10% (LL23), our empirical findings are robust.?®

The results obtained from Eq. (1) are reported in Table 4 and they largely confirm our expectations. More precisely, we
find that the impact of SIZE on CONC is negative and significant at the 1% level for both models. These findings are consistent
with a number of previous studies that document a negative association between firm size and private ownership concen-
tration (Boubaksri et al., 2005). Furthermore, we find significant higher levels of ownership concentration in the manufactur-

20 For each of these measures, we find similar results as those reported to the first measure. Qualitatively, the results are identical, and the differences are
quantitative. We do not, however, report the results here for the sake of space, but they are available from the authors upon request.
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Table 6
2SLS estimation of the identity of private ownership concentration and the performance of newly privatized firms (second stage results).
Independent variables Dependent variable: ROS Dependent variable: ROA Dependent variable: ROE Dependent variable: Q-ratio
INDV —-0.057 -0.17 -0.19 -0.27
(0.36) (-1.56) (-1.16) (—0.95)
INST 0.17 0.069 0.021 0.18
(0.92) (1.78)" (0.62) (1.71)
FORG 0.48 0.066 0.54 0.43
(1.93)" (2.07)” (1.64) (2.21)"
EMPL —-0.76 —0.084 -0.47 —0.47
(-1.73)" (-1.63)" (-1.08) (—1.59)"
SIZE 0.21 0.037 0.15 —-0.035
(3.84)"" (5.32)"" (2.46)" (-1.02)
MAN -0.17 —-0.041 -0.11 -0.14
(-1.92)"" (—2.61)" (—1.06) (—-1.82)"
NONMAN 0.13 0.046 0.048 —0.06
(0.92) (2.32)" (0.28) (-0.53)
EDAG 0.10 0.032 0.25 0.21
(1.21) (2.58)" (2.36)" (0.29)
CONST 0.056 —-0.035 -0.24 0.28
(0.52) (-2.18)" (-1.87)" (2.74)""
CEO -0.20 —-0.033 -0.12 —-0.30
(-1.22) (-1.42) (-1.08) (-0.81)
ouTs 1.19 0.11 0.99 0.54
(2.61)" (1.81)° (1.98)" (1.67)°
CHNG 0.18 0.10 0.16 0.05
(1.79)" (2.56)"" (1.95)" (1.72)
N 352 352 352 352
Adjusted R*% 183 33.8 26.2 104
F-ratio 9.6"" 29.7"" 184" 452"

The table shows the regression results of the 2SLS of the relationship between the identity of private ownership concentration and firm performance. The
following model is employed: PERF; = o + >7;0;0WNERy; + f1SIZE;r + f3,IND;; + B3CEOye + f40UTS;c + p;CHGE;; + 7, + &r,where PERF. stands for the per-
formance for firm i at time t: return on sales (ROS), return on assets (ROA), return on equity (ROE), and the firm relative market value (Q-ratio); OWNER;; is
the private ownership concentration measured as percentage of shares owned by the largest three owners of type j (INDV: individual investors; INST:
domestic institutional investors; FORG: foreign investors; and EMPL: employees) of firm i at time t. is the ownership concentration of firm i at time ¢
measured by the logistic transformation of the percentage of shares held by the three largest private investors who own at least 5% (LL13); SIZE; is the log of
the total assets of firm i at time t; IND, are divided according to whether firms belong to the industrial sector manufacturing (MAN), and non-manufacturing
firms (NONMAN), food and agricultural firms (FDAG), and construction firms (CONST). The IND;, is a dummy variable that takes on if the firm i at time t
belongs to the given sector, and 0 otherwise, CEO;, is a dummy variable that takes one if the chief executive officer and the chairman of the board are the
same person of firm i at time t and zero otherwise, OUTS;, is the proportion of outside directors for firm i at time t, and CHNG;, is a dummy variable that takes
one if the firm i changes its board of directors at time t in the post-privatization period and zero otherwise. y, are fixed-year effects to control for year
specific effects, and ¢; is the error term. All regressions include year fixed-effect (coefficients estimates not reported). N refers to the number of observations.
Figures between parentheses are t-statistics.
""" Refers to 1% levels of significance.

" Refers to 5% levels of significance.

" Refers to 10% levels of significance.

ing firms while we observe significant lower levels of private ownership concentration in the non-manufacturing and con-
struction firms. One possible explanation here is that the government considers pharmaceutical firms as a strategic sector
(non-manufacturing), so it sells minority stakes of these firms. On the other hand, several manufacturing firms are sold to
strategic investors because the nature of these firms that requires know-how and specialized investors. This explanation
is in line with the argument that the government might be reluctant to relinquish control in sectors that it believes are eco-
nomically and/or politically or socially strategic (Boubakri et al., 2005; Megginson, 2005; Bortolotti and Faccio, 2006).

Of particular interest, the privatization method of sale (PS in model 1 and MAJ in model 2) is positive and highly signif-
icant at the 1% level related to the private ownership concentration. These findings confirm our argument that privatization
through private sales and control privatization are more likely—compared with SIPs and revenue privatization, respectively—
to result in a more private ownership concentration. The results also corroborate our previous findings that are reported in
Table 3, Panel B, as private ownership concentration remains significantly higher when privatization occurs through private
sales or control privatization, even after controlling for firm characteristics and timing of privatization.

Additionally, we find that the growth rate in sales (GROWTH) is positive and significant related to private ownership con-
centration. However, we fail to find any significant relationship between the operating risk of the firm (RISK) and the private
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ownership concentration. On the other hand, the coefficients of the timing variable (TIME) are consistently positive and
highly significant at the 5% level for both models, suggesting that the private ownership concentration is higher in late
privatization. These results support the argument that the government is reluctant to sell higher stakes and relinquish state
control at early exploratory stages of the privatization program (Bortolotti and Faccio, 2006).

5.3. Private ownership concentration and firm performance

In this section, we examine the theoretical argument of Shleifer and Vishny (1997), in which ownership concentration, by
establishing strong relations between ownership and control, helps mitigate the risk of agency problems in a firm and hence
should lead to superior performance. To examine this relationship, we estimate a regression Eq. (2) linking the two variables,
after controlling for some firm and privatization characteristics.

The results obtained from Eq. (2a) are reported in Table 5 using three accounting measures (ROS, ROA and ROE) and a mar-
ket measure (Q-ratio) for firm performance. We find that all accounting performance measures are significantly correlated
with private ownership concentration. These findings tend to support Shleifer and Vishny’s (1997) contention that post-priv-
atization diffused ownership structure (and thus an increase in the agency costs of managerial control) may lead to disap-
pointing performance. Also, our findings are consistent with those reported in Boubakri et al.’s (2005) study that documents
a positive and significant relationship between ownership concentration and firm performance.

Also, it seems that firm-level variables exhibit significant relationships with firm performance. We find that large-size
firms are more likely to achieve better performance (in terms of accounting measures) as indicated by the positive and sig-
nificant coefficient of SIZE. This might be due to competition (or lack thereof) effects, whereby the market power of large-size
firms enables them to outperform small-size firms in Egypt. The positive and significant coefficients of FDAG, and NONMAN
imply that food and non-manufacturing firms achieve superior performance compared with other firms; whereas construc-
tion and manufacturing firms underperform other firms as indicated by their negative and significant coefficients.

Surprisingly, CEO dummy coefficients are not significant at any level, suggesting that firm performance is not affected by a
separation between CEO and chairperson positions. Our results, however, provide evidence that outside directors are an
effective corporate governance mechanism and, on average, they improve corporate performance, reflected by the positive
and significant coefficients. Also, our results are found to be consistent with several empirical studies that document top
management replacements increase future post-privatization firm performance. This is clear from the positive and signifi-
cant coefficients of the CHNG variable.?!

When we move to the market performance measure (Q-ratio), however, a different conclusion is reached. CONC coeffi-
cient is not significantly related to firm performance at any conventional level, implying that private ownership concentra-
tion does not matter in determining the firm value. Also, we fail to find any relationship between firm size and firm
performance. Additionally, we find that construction firms are significantly highly associated with higher Q-ratio compared
with other firms. Still, we document that a higher proportion of outside directors and a change in the board composition
following privatization results in a higher firm value.

It is interesting to ask why different proxies for firm performance (accounting and market measures) produce different
relationships with ownership concentration. One explanation, as mentioned previously, is that while ROS, ROA and ROE mea-
sure the past and current performance of the firm, Q-ratio, in addition to that, captures the expected future performance of
the firm (it measures growth opportunities of firms). Consequently, rapidly growing firms might have larger Q-ratios with
relatively smaller accounting performance measures, resulting in substantial differences between the impact of ownership
concentration on ROS, ROA or ROE, and Q-ratio. A second explanation is that the relevance of accounting earnings in deter-
mining firm value is very miniscule in the Egyptian stock market, in the sense that there is no contemporaneous association
between accounting performance measures and the market value of firms.??

So what can we conclude from the analysis of Table 5? Collectively, the results reveal that private ownership concentra-
tion really does matter in determining firms’ accounting performance measures, whereas its impact on firm value is unan-
imously irrelevant and highly insignificant. If we would like to rank firms according to their accounting performance
measures, the conclusion to draw here is that larger firms, food and non-manufacturing firms, and firms with a higher pro-
portion of outside directors and a change in the board composition following privatization appear to achieve superior
performance.

5.4. Identity of private ownership concentration and firm performance

Since the types of ownership concentration might vary across firms according to the identity of larger shareholders, we
postulate that the relationship between large shareholders and firm performance depends on who the large shareholders
are. Unlike other previous studies that examine the impact of different types of owners on firm performance in terms of own-
ership, we rather examine different types of owners in terms of ownership concentration, which we claim has not been pre-

21 These findings support out univariate tests given in Appendix A.

22 1t is not really surprising to find a separation between accounting and market performance measures, given the fact that the stock market in Egypt is in
need of more transparency through the promotion of timely disclosure and dissemination of information to the public so that investors can rely on this
information in determining firm value.
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viously investigated in the literature. To do so, we split the private concentrated ownership structure into four separate
groups of owners, as was argued previously: individual investors, domestic institutional investors, foreign investors, and
employees. As a result, after controlling for some firm characteristics, we estimate the system of Egs. (3a) and (3b) to deter-
mine the relationship between private ownership identity and firm performance.

The results of Eq. (3a) are reported in Table 6. As for the accounting performance measures, we find that, after controlling
for firm size, industry, CEO and CHNG dummies; and the proportion of outside directors, individual ownership concentration
has no impact on ROS, ROA and ROE. At the same time, concentrated domestic institutional investors have a positive impact
on firm performance, although only significant with ROA at the 10% level. As expected, we find significant impact of concen-
trated foreign investors ownership on firm performance with all accounting measures at the 5% and 10% levels, which tend to
be consistent with the theoretical contentions of Boycko et al. (1996) and Dyck (2001) that foreign investors are the source of
better governance and higher firm performance. We also show some support to Boycko et al.’s (1996) argument that employ-
ees make poor stockholders/monitors. This is clear from our results as employee ownership concentration variable is neg-
ative with all measures but only significant at the 10% level with ROS and ROA. The results, however, still support our
previous findings, in which larger firms, non-manufacturing and food firms, firms with a higher proportion of outside direc-
tors, and a change in management, all have positive and significant relationships with firm performance. In addition, the
performance of manufacturing and construction firms is significantly less compared with other firms.

As for the outcomes of the market measure we corroborate similar results to those reported for the accounting perfor-
mance measures. Of particular importance here is that the foreign ownership concentration coefficient is positive and highly
significant with the firm value. This implies that foreign ownership concentration results in better firm value relative to
other types of owners, as indicated by the higher coefficients and significance levels. These findings again are consistent with
theoretical arguments claiming that foreign investors bring better governance and monitoring practices, in addition to valu-
able technology transfer and skill, and in the process, increase firm value.

6. Concluding remarks and some policy implications

The paper works with a sample of 52 firms from Egypt that were privatized between 1995 and 2000. We, first, track the
ownership evolution of privatized firms in the post-privatization period and examine the impact of the privatization method
of sale on the evolution of ownership structure. We find that the state gives up control over time to the private sector but still
controls, on average, more than 35% of these firms. We also document a trend in private ownership concentration over time,
mostly for the benefit of foreign investors who doubled their stakes relative to the privatization year. Additionally, we show
that the privatization method has an impact on private ownership concentration as private sales and control privatization
result in a higher private ownership concentration compared with revenue privatization.

Next, we examine the determinants of private ownership concentration and we find that firm size, sales growth, industry
affiliation, and timing and method of privatization seem to play key roles in determining private ownership concentration.

After controlling for the ownership endogeneity, we document that ownership concentration has a positive impact on
firm performance. Also, the results show that ownership identity matters as we find that private ownership concentration
by foreign investors proves to have a positive impact on firm performance, while employee ownership concentration has a
negative one. As for the board of directors, we document that the higher proportion of outside directors and the change in the
board composition following privatization have a positive effect on firm performance.

Summing up, these results could have some important policy implications where private ownership by foreign investors
seems to add more value to firms, while selling state-owned enterprises (SOEs) to employees is not recommended. Also, the
state is highly advised to relinquish control and allow for changes in the board of directors following privatization as changing
ownership, per se, might not have a positive impact on firm performance unless it is coupled with a new management style.
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Appendix A. The determinants of private ownership concentration in newly privatized firms

ROS ROA ROE Q-ratio

Panel A. Proportion of outside directors
Firms above the median proportion Mean (median) 12.8 (11.7) 7.2 (7.6) 24.2 (26.3) 136.2 (119.6)
of outside directors
(continued on next page)
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Appendix A (continued)

ROS ROA ROE Q-ratio
Firms below the median proportion Mean (median) 9.1 (8.2) 5.4 (5.6) 17.6 (19.8) 126.1 (106.7)
of outside directors
t-Statistics for difference in means 1.96™ 1.59 1.76" 1.92°"
Mann-Whitney test for difference (186.4-161.2)" (172.3-158.4)" (182.3-162.5)" (183.6-161.7)""
in medians (average rank)
Panel B. Changes in the board of directors
Firms with changes Mean (median) 12.6 (10.6) 8.4 (7.8) 21.8 (25.7) 131.6 (118.5)
Firms without changes Mean (median) 8.9 (8.1) 6.1 (6.2) 18.3 (21.1) 127.8 (107.1)
t-Statistics for difference in means 1.71" 1.91°" 1.66" 1.45
Mann-Whitney test for difference (190.2-163.6)" (189.2-169.1)" (177.3-155.5)" (188.2-168.4)"

in medians (average rank)

The table presents summary statistics on board of director variables for a sample of 52 firms privatized between 1994 and 2001. We consider both board of
directors composition in terms of the proportion of outside directors (OUTS) and changes in the board of directors (CHNG). We split the sample in two
groups of firms; those who are above/below the median proportion of outside directors and also those who experienced changes in their board composition
or CEO change against those with no changes. The variables of the board of directors are collected from the General Authority for Investment. The table also
reports the t-statistic for differences in means with its significant level and the average rank of the Mann-Whitney test for the difference in medians and its
significant level between each pair of firms. All statistics are presented in percent.

** Refers to 5% levels of significance.

" Refers to 10% levels of significance.
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