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Summary

In this study we analyze post-privatization restructuring of Montenegro firms in the
framework that followed the original contribution of Roland (1996 & 2000) and
was applied also in the study of restructuring of Slovenian firms (Domadenik et al.,
2008). Roland (1996 & 2000) divided restructuring process of transition firm into
two stages: defensive (cost-related) and strategic (revenue-focused) restructuring.

We also investigate the effects of privatization on the corporate governance.

In order to evaluate the effects of privatization on the corporate governance, the
restructuring process and the performance we compared 60 firms that went
through mass voucher privatization (public joint-stock companies) to the 60 de-
novo firms (private limited liability companies). We further divided the public
companies in two groups: companies that are gathered along the company KAP!
(KAP cluster) and other public companies. The KAP cluster consists of following
companies: Kombinat Aluminija Podgorica (KAP), Luka Bar, Elektroptivreda Crne
Gore, Zeleznice Crne Gore, Rudnik Boksita and Rudnik Uglja. The company KAP
is a key company in the country, since it contributes about half of the Montenegro
exports and around 20% of GDP. Together with other companies in KAP cluster
form the most vital part of the Montenegro economy. We also divided private firms
in two groups: first group consist of firms that received financial support from

Development Fund, while firms in second group did not.

The analysis revealed the following trends:

" KAP-Kombinat Aluminija Podgorica



Regardless of the company type (public company or private company) the
observed period (2002-2007) can be characterized as the period of growth.
Both, the productivity variable measured as the real value added per employee,
and the share of revenues in foreign markets are growing. However, the
improvements are marginal and can not be characterized as stable.

Despite the fact that the observed period is the period of growth, the analysis
revealed that rent seeking behavior was preset. Rent seeking behavior could be
described as the activities which seek to create monopoly rights or as activities
which create new property rights, or activities which seek to transfer rights
(Aoki et al., 1997).

The results also show that Montenegro is experiencing fast concentration of
ownership and control, indicating that Montenegro can be grouped among the
countries with insider corporate governance system. This leads to important
question of how to protect minority shareholders.

The public joint-stock companies were able to reduce the number of
employees (defensive restructuring) which contributed to the growth of the
productivity in a large degree. Interestingly, companies in KAP cluster ate on
average more productive as the other public joint-stock companies and on
average also employ more workers. The process of strategic restructuring in
public joint-stock companies was based mainly on investment in physical
capital, while there is almost no investment (with few exceptions) in soft
capital. This is pointing the transitional nature of restructuring in these
companies and is accordance with the theory (Roland, 1996, 2000) which stress
that in the conditions of incompletely developed financial markets and
transitional “ownership”, the companies will take care of urgent investment,
that will enable the renewal of existing physical capital stock, which is needed

for continuous production but not for new investment.
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5. The results also show that private companies are on average performing better
as public one. This holds also for indicators of productivity and financing. At
private companies we can also trace the larger submission of outside funding.
Regarding employment, the results show that private firms are increasing
number of employees which is definitely a positive sign. However private
companies that gained loans from Development Fund are on average less

successful as other private companies.

Although our analysis is based on small sample and descriptive statistics (mean
comparisons and t-test), which represents the main drawback of our study, we
strongly believe, that Montenegro government needs to tackle two important
questions. The first one is the question of what to do with the companies in KAP
cluster and with other public joint-stock companies. The answer is difficult and has
the economic and the political dimension. With the respect to the economic
dimension, the cost-benefit analysis with the alternative proposals is required. The
other important question is the speed of the future privatization process with
respect to the protection of the minority shareholders in other public joint-stock
companies and also with respect to the other government property. Based on the
results of our analysis we advocate the case by case approach. It needs to be

managed professionally, transparent and subjected to public social judgment.



Introduction

Surveys of the effects of privatization on performance in the transition economies
vary from finding no systematic effect (Bevan et al.,, 1999) to noting that a weak
positive effect probably dominates (Megginson and Netter, 2001), to concluding
that the overall effect is probably positive (Djankov and Murrel, 2002; Catlin et al.,
2000, and Shirley and Walsh, 2000). The survey made by Estrin et al. (2007) finds a
strong positive performance effect of privatization to foreign owners, but much
weaker or insignificant effect to domestic owners. Given that better performing
firms tend to be privatized first (Gupta et al., 2001), one may conclude that a
positive privatization effect, if any, is smaller and less definitive than was originally
expected. Moreover, the transition process has been further compounded by the
impact of external economic upheavals, financial crises, and, more recently,

tremendous uncertainties in the global economy.

Generally perceived assumption behind privatization at the beginning of the
nineties was that private ownership improves corporate performance with its
concomitant depolitization and greater efficiency. The privatization itself was
regarded to be more important than particular way in which firms are privatized
(Djankov and Pohl, 1997). After privatization programs were completed many
studies addressed the difference in the performance of insider and outsider owned
firms (see, for example, Frydman and Rapaczynski, 1994; Boycko et al., 1996;
Hansmann, 1990; Earle and Estrin, 1997; Estrin and Roosevear, 1999; Domadenik

et al., 2008) and is still subject to considerable discussion in the region.

The issue of privatization and efficiency of firms in post-privatization period is
closely linked to question of restructuring and rent seeking behavior. The firms that

achieve higher profitability in the period under study are supposed to undergone
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deep restructuring in the past. On the other hand, loss-making firms tend to be
grouped among firms that didn’t adjust sufficiently (see, for example, Pinto et al.,
1993). Evaluating the extent to which restructuring has been successful and the
determinants of the desire and ability to restructure is crucial to the people and
policy-makers in CEE economies. Recent theoretical and empirical studies highlight
managers as the key agents of restructuring. Under these circumstances, managerial
incentives may be the dominant influence on whether or not restructuring occurs.
One way of conceptualizing the incentives for and constraints on restructuring by
the managers is provided by Aghion et al. (1994). The manager faces two choices:
1. To restructure which entails a cost to the enterprise in the current period and the
uncertain pay-off in the future; 2. To maintain the current status which yields no

cost in the present but certainly does in the future.

The restructuring could be blocked primarily due to two reasons: 1. Manager may
have an interest in actively restructuring but is prevented from doing so; 2. The
management has insufficient incentive to restructure. The first is usually a
consequence of the power of workers. The reaction of workers to the proposal for
restructuring depends on the number of gainers (those who retain their jobs)
relative to the number of losers (those who are fired). Where there is a high risk of
being dismissed, this might provide a considerable incentive for managers not to
engage In restructuring, given that their human capital is nontransferable to some
extent. Moreover, in those enterprises large range of social assets has not been cast
off and a large proportion of profit has gone on the social welfare fund and on
employee bonuses (Catlin et al., 1995). Similar trends in the early transition period
were reported also by Prasnikar and Svejnar (2007), who confirmed clear bargaining
over the retained earnings for additional wages or investment. The second reason,
insufficient interest of managers for restructuring, might arise from the fact that

firm is able to achieve relatively high levels of profit even in the absence of active



restructuring (for example due to monopolistic position) or face soft budget

constraint enabling it to run business although face substantial losses.

In this study we analyze post-privatization restructuring of Montenegro firms in the
framework that followed the original contribution of Roland (1996 & 2000) and
was applied also in the study of restructuring of Slovenian firms (Domadenik et al.,
2008). Roland (1996 & 2000) divided restructuring process of transition firm into
two stages: defensive (cost-related) and strategic (revenue-focused) restructuring.
While the first — defensive restructuring — deals with loss-making activities, the
second includes investment in developing firms’ main capabilities to gain
comparative advantages. Studying the defensive restructuring would provide an
answer to a question of how fast the firms adjust number of employees with
respect to changes in wages and sales. The second part, the strategic restructuring,
crucially depends on firms’ investment in fixed (buildings, equipment) and ‘soft’
capital (research and development, marketing, management, human resources). The
latter can play on equally important role as investment in fixed capital. The second
section presents the methodology and data description. In third section the
corporate governance in Montenegro firms is described, while the fourth section
brings evidence on restructuring process in the period 2002-2007, followed by final

observations and conclusion.
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1. Data and methodology

The empirical analysis of the effects on privatization in Montenegro is based on the
questionnaires, supplemented by secondary data that we collected from the central
bank and from central depositary agency. The sub-population of firms consisted of
225 firms that were planned for mass voucher privatization (MVP) in year 2000.
However due to liquidation, bankruptcy and other reasons only 127 firms were still
operating in year 2008. Out of these firms 60 firms were chosen according to their
size and importance for the Montenegro economy. More precisely, out of 127 firms
we have automatically included in our sample 20 largest firms by number of
employees. Remaining 40 firms were chosen according to stratified sampling that

was based on the Montenegro industry structure.

In order to evaluate the effects of privatization on the restructuring process and the
performance we have compared MVP firms to the 60 de-novo firms. De-novo
firms were chosen among all non-MVP firms that were paying health insurance
contributions for their employees in year 2008. After taking out firms that had less
than 20 employees and were operating in financial industry, public administration,
education and in municipal sector (industry I, K, L, M, N) we ended up with 357
de-novo firms. Among them we have (based on stratified sampling taking into

account the industrial distribution) chosen 60 de-novo firms.

Between June and September 2008 we were conducing interviews in 120 chosen
firms. The interviews were conducted with CEOs. However some firms were not
willing to participate, so we ended up with 107 firms, 59 of them were privatized
(we call them public companies) and 48 were de-novo (we call them also private
limited companies). Public companies from our sample employed 24,234

employees (24.5 percent of all employment in the economy without 5 industries



(finance services, government, education, social insurance and health and other
social and personal services) in 2007. We divided the public companies in two
groups: companies that are gather along KAP? (IKAP cluster) and other public
limited companies. The company KAP is a key company in the country, since it
contributes about half of the Montenegro exports and around 20% of GDP.
Together with other companies that are currently strongly dependent on its
functioning, form the most vital part of the Montenegro economy. In year 2007
KAP cluster employed 11,776 employees (11.4 percent of employment in the
economy without 5 industries), while the other public companies generated 12

percent of the employment in the economy without 5 industries.

We put the special emphasis on comparison between de-novo and public
companies. De-novo companies employed 4,752 employees, which was 4.6 percent
of the employment in the economy without 5 industries employees. We further
divided those firms in two groups. First group consist of firms that received
financial support from Development Fund, while firms in second group did not.
The first group employed 1.1 percent of the total employment in the economy

without 5 industries and the second group 3.5 percent of total employment (Table

1.

2 The KAP dluster consist of following firms: KAP, Luka Bar, Elektropriveeda Crne Gore, Zeleznice
Crne Gore, Rudnik Boksita and Rudnik Uglja.



Table 1: Sample size description
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Number In%intotal | In % in total

of employment | employment in the

employees | in the economy without 5
economy industries*

Public companies 24,234 15.49 23.49
KAP cluster 11,776 7.53 11.42
Other public limited 12,458 7.97 12.08

Private limited companies 4,752 3.04 4.61
Development fund funded 1,121 0.72 1.09
Other private limited 3,631 2.32 3.52

Total Economy 156,408 100

Total Economy without 5 industries* 103,158 65.95

Source: Own calenlations.
Note: (*) Those 5 industries are: finance services, government, education, social insurance

and health and other social and personal services.

The companies in the sample were divided by industry. As we can see from the
Table 2 the majority of the sampled companies (35 percent) is operating in the
manufacturing industry, followed by trade industry (23 percent of the companies).
Companies from hotel, restaurant and transportation industries represent 13 and 15
percent of total sample, respectively. The industry comparison between our sample
and the whole economy (without 5 industries) reveals that our sample puts more
weight on manufacturing and transportation and less weight on trade and real
estate. This is a result of sample selection procedure, since we were on one side
focusing our investigation on MVP companies, which were operating mainly in
manufacturing and partly also in transportation and on the other side the
consequence of the fact, that our sample encompasses only firms that have at least
20 employees. The trade and real estate industry are generally industries were a lot
of companies have very small number of employees. The difference between
public and private limited companies distribution with respect to industry reveals
that private limited companies have relatively more companies in trade industry,

while public companies are more represented in hotel and restaurant industry.




Table 2: Industry distribution of companies

SAMPLE WHOLE ECONOMY
without 5 industries
Number Percentage Percentage Percentage Number Percentage
(Al) (public) (private)

Agriculture 3 2.8% 3.3% 2.2% 356 1.8%
N{lnll’lg 2 1.90/0 3_30/0 0_00/0 61 03‘%}
Manufacturing 38 35.5% 39.3% 30.4% 2312 12.%
Electrics 1 0.9% 1.6% 0.0% 38 0.2%
Construction 5 4.7% 4.9% 4.3% 1161 6.0%
Trade 25 23.4% 13.1% 37.0% 9779 50.7%
Hotels and
restaurants 14 13.1% 19.7% 4.3% 1697 8.8%
Transportation 16 15.0% 13.1% 17.4% 1540 8.0%
Real estate 2 1.9% 1.6% 4.3%, 2293 11.9%
Other 1 0.9% 3.3% 0.0% 59 0.3%
T()tal 107 1000/0 1000/0 1000/0 19296 1000/0

Source: Statistical Yearbook 2007 and own calculations.

As already stated for those 107 companies from the sample we gathered primary
data. The interviews were based on the questionnaire that contained three groups
of variables. The first groups of variables were describing the ownership and
corporate governance information. The second group of variables contains
information about the defensive and strategic restructuring. The last group of
variables focuses on the personal characteristics of the board of directors and CEO
and their turnover rates. Since we were interested in the effects of privatization and
corporate governance on petformance over time and also on the restructuring
process, data refers to the period of 2002-2007. Since the period length is relatively
long, some firms were not able to submit all required information. Also, some firms
were refusing to answer some questions. As a result, the number of observation is

different across variables and years.
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The data from questionnaire were complemented with the balance sheet data
provided by the Central Bank of Montenegro and ownership data for stock
companies provided by Central Depositary Agency of Montenegro. The balance
sheet data were collected for the period of 2004-2007 and the ownership data refers
to the period of 2002-2007.
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2. Corporate governance

Due to the separation of ownership and control corporate governance problem was
introduced almost a century ago by Berle and Means (1932). In order to explain
separation of ownership and control phenomena a theoretical and empirical
framework was established. Since then, corporate governance was being the subject
of extensive research and controversy, resulting in numerous definitions of

corporate governance.

Maher and Anderson (1999) claimed that corporate governance is one of the key
elements that affects microeconomic efficiency, development and functioning of
capital markets and has a strong influence on tresource allocation. Shleifer and
Vishny (1995) defined corporate governance from the investors’ point of view as
the ways in which suppliers finance corporations and ensure for themselves that
they will get a return on their investments. The Cadbury Committee (1992) gave a
very broad definition of corporate governance: ‘Corporate governance is the system
by which companies are directed and controlled’. OECD (2004) defines corporate
governance as a set of relations between a firm’s management, its board,
shareholders and stakeholders, which is one of the key elements that improves a
company’s performance, the fluctuation of capital markets and which stimulate the
innovative activity and development of enterprises. The CEPS3 (1995) defined
corporate governance more broadly as the whole system of rights, processes and
controls established internally and externally over the management of a business

entity with the objective of protecting the interests of all stakeholders.

’ CEPS - Centre for European Policies Studies.
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Based on the existing literature on corporate governance, we can see that the
academic discussion is focusing on two basic conflicts that occur in corporate

governance (Gugler, 2001; Becht, 1997):

= a conflict between managers and owners; and
= a conflict between large controlling shareholders and minority

shareholders.

The first conflict has basis in an agency theory. The separation of ownership and
management phenomenon has been attracting attention for more than a century.
For instance Smith (1776) (cited in Fama, 1980) recognized the roots of this
problem and was disusing that the directors of joint-stock companies are the
managers of other people’s money rather than their own. Therefore, it cannot be
expected that they should watch over it with the same anxious caution as they
would watch their own money. So he believed that negligence and profusion will be
present in the management of such a company (Smith, 1776 cited in Jensen and

Meckling, 1976).

The discussion on separation between ownership and management was continued
by Betle and Means (1932). They introduced the roots of the principal-agent theory,
latter introduced by Jensen and Meckling (1976). If we simplify the principal-agent
relationship arises when the person who owns the company is not the same as the
person who manages and controls it. Both parties want to maximize their interests.
The owners want to maximize their profits and managers want to maximize their
salary and bonuses (Jensen and Meckling, 1976). If we look at the interests of the
owners and managers from the broader perspective, we can assume that they are
heading towards the same direction. If the company is doing well investors will

have returns and managers will have simulative awards packages. The main



challenge for the both is to recognize that their interest are aliening each other and
not compromising. This is sometimes hard due to the information asymmetties.
The main problems arising from the information asymmetries are moral hazard and
adverse selection (Chakravarty and Zajac, 1984). The first refers to the amount of
information available to the owners about various characteristics of the managers,
and the second to the lack of transparency in the actions and decisions of the
managers (Chakravarty and Zajac, 1984). The moral hazard and adverse selection
problems are also faced by manager, since managers are also facing with the lack of
information about the owners and lack of transparency in the owners actions. The

challenge for both, managers and owners, is to avoid those problems.

The second conflict arises due to the difference in ownership and control
concentration. Ownership and control can be concentrated or dispersed; we can
also have concentrated ownership and dispersed control or opposite. Based on the
degree of ownership and control concentration Frank and Mayer (1992) proposed a
distinction between two systems of corporate governance: the ‘outsider system’ and

the ‘insider system’.

There are several corporate governance mechanisms suggested in order to
overcome above stated conflicts. Denis and McConnell (2003) categorized
Supervisory Boards or Board of Directors and ownership structure as internal
corporate governance mechanisms, while the takeover market and legal system are
external corporate governance mechanisms. Agrawal and Knoeber (1996) defined
seven corporate governance mechanisms: shareholders of the insiders, institutions,
large block holders, use of outside directors, debt policy, the managerial labor
market and market for corporate control. Becht at al. (2003) stated hostile

takeovers, large shareholders, shareholder activism in the form of proxy fights and
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shareholder suits, role of banks, large creditors and employee supervisory

committees as important corporate governance mechanisms.

The insider system of corporate governance is present in most European countries
such are: Germany, Austria, French, Belgium and Italy. The main characteristics of
insider corporate governance system are:

®  high ownership and control concentration;

= illiquid and poorly developed capital markets;

®  poor protection of minority shareholders’ rights;

= companies’ close relationships with banks;

= familiar control of small (or medium) companies;

=  cross-shareholding (both horizontal and vertical);

= pyramidal structure; ‘one-share-one-vote’;

® alow threat of takeovers and

= long-term relations between the company and its stakeholders (Becht and

Mayer, 2001; Gugler, 2001).

The main conflict that is appearing in the insider corporate governance system is a
conflict between large controlling shareholders and minority shareholders. The
benefit of the insider corporate governance system is the lower cost of capital due
to the long-term relations with the bank and better monitoring of the company. A
weakness of the insider system of corporate governance can be seen in illiquid
public capital markets, the absence of venture capital and reliance on debt financing
that hampers the development of entrepreneurship. Namely, a new firm finds it
difficult to obtain financing because banks tend to be conservative in their lending

policy.



Further, the focus of the internal corporate governance system is more on building
a long-term relationship with many of the contractual partners of the firm
(stakeholders). It is believed that the continuous nature of the relationship between
the company and the banks, employees, suppliers and customers promotes great
investment in ‘firm-specific assets’ that will lead to outstanding company
performance. Porter (1992) argued that German and Japanese companies are
following long-term goals, and as a main reason for this phenomena pointed to the
long-term involvement of the firm’s stakeholders that are monitoring the
company’s petformance. Womack et al. (1991) claimed that the significant
participation of employees and suppliers has improved the corporate governance
system and for example initiated the introduction of ‘ust in time’ and ‘Ilean

production’ methods in Japanese manufacturing.

On the other side outside systems of corporate governance is present in USA and
UK. The main characteristics of outsider corporate governance systems are:

* adispersed ownership and control structure;

* liquid and developed capital markets;

®  good protection of minority shareholders;

"  strong institutional investors;

= strong managerial power;

® 2 high threat of takeovers and

"  ashort-term market orientation (Becht and Mayer, 2001; Gugler, 2001).

The main conflict in the outside system of corporate governance is a conflict
between controlling managers and owners (the agency problem). The strength of
the outside corporate governance system are liquid capital markets. The threats of
the outside corporate governance systems are: high management discretionary

power, the possibility to extract private benefits and the poor monitoring of
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companies. Monitoring and disciplining of management in the outside corporate
governance system relies on the capital market (Shleifer and Vishny, 1989; Porter,

1992; Maher and Anderson, 1999).

2.1. Legal framework and institutions

The first ten years of privatization (from 1990 to 2000) in Montenegro resulted in
transfer of so called social ownership to state funds and employees. The beginning
of the privatization process in Montenegro was connected with former Yugoslavian
legislation - so called Federal Legal Act of Social Capital from 1989. First legislation
in Montenegro was introduced in 1992 (Legal Act on Property and Management
transformation). The basis of this legislation framework was transfer of ownership
to state funds (60 percent) and employees (40 percent). The next milestone in
Montenegro privatization process was in 1996 when new legislation was
introduced, Privatization Law (1996). The main issues in the Law were
privatization of direct and indirect state ownership and introduction of the mass
voucher privatization scheme (MPV). Building of the legal framework for the
ptivatization process was continued in 1999, when Amendments of Privatization
Law were adopted. This Law introduced the new monitoring authority of the
privatization process, Privatization Council of Government of Montenegro. With
this Law model of privatization has been defined, MPV plan was introduced and
position of funds has been changed (Vukoti¢, 2001). Mass voucher distribution
process ended in June 2001, when all citizens older than 18 years received vouchers.
Change in the ownership structure and introduction of new owners was actively
taking place in period of 2000-2007. Our survey analyzes this period when new

ownership structure was developed and restructuring process took place.



Institutions that frame corporate governance in Montenegro are Security
and Exchange Commission, Central Depositary Agency and two stock

exchange markets.

Montenegro Security and Exchange Commission (MSEC) were established
at the end of year 2000. MSEC has authority to monitor and use the legal
acts in order to control the actions at the stock exchange market,
controlling the public offers of securities and recording the non-public
public offers, giving the license to the different actors at the stock exchange
markets, protecting the investors’ interests etc. The Security and Exchange
Commission is the most important institutional body controlling and
monitoring the actions at the stock exchange markets in Montenegro and

shaping the corporate governance system.

Another important institution is Central Depositary Agency, which is
fundamental part of the capital market infrastructure in Montenegro. The
main goal of the agency is to register securities, do the clearing activities and
foreclosing transactions made with these securities and do other activities

related to the dematerialized securities.

In Montenegro operate two stock exchange markets Montenegro stock
exchange was established in 1993, while NEX stock exchange was
established in 2001. There are 5 brokerage house registered in Montenegro
and eight open investment funds: Aktiva Integra, Atlas Mont Eurofond,

HLT, Mig, Moneta, Trend and Western Balkan Investment



2.2. Ownership structure
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Ownership structure in public companies: Privatization process in Montenegro

did not give any significant effects until year 2000. Based on ownership structure in

analyzed firms ten years after the privatization process the main owners in 225

Montenegrin public companies were state funds and employees. Three state funds

(Development Fund, Pension Fund and Employment fund) had on average 55

percent of ownership in Montenegro companies in year 2000. Direct state

ownership was low and amounted to 4.4 percent. Employees which have received

the ownership shares for free or at discounted price on average controlled 27.6

percent of firms’ capital. The share of private investors in 2000 was very low.

Private domestic and foreign investors on average had only 10 percent of the

company ownership (Table 3).

Table 3: Ownership structure in 2000

N Minimum Maximum Mean

(standard

deviation)
Development fund 295 0.00 59.30 34.24
(13.74)
Pension fund 295 0.00 29.52 15.55
(8.58)
Employment fund 295 0.00 10.05 5.19
(2.80)
Employees (free) 295 0.00 49.16 15.65
(10.22)
Employees (discount) 295 0.00 34.10 11.99
11.98)
State 0.00 98.09 4.36
225 (15.606)
Other companies 295 0.00 83.00 10.14
(21.44)
Other 0.00 55.33 2.88
225 (8.73)

Source: 1V ukotic et al., 2000.




20 |

The main characteristic of the privatization after the year 2000 was withdrawal of
the state from the companies and the process of mass privatization (MPV). This
resulted in the decrease of public firms. From 127 public firms in 2000, Central
Depositary Agency (CDA) reported only 63 in year 2002. However the reasons for
this in not only the privatization of some of the public limited companies (some of
those companies become privately limited) but also the bankruptcy of the

companies that have been underperforming for longer time period.

In the two year period (2000-2002) ownership in public companies changed
significantly. Withdrawal of the state from the companies and diminished
ownership of state funds resulted in a decrease of state ownership (broadly defined)
from 55 percent in 2000 to 22.5 percent in 2002 in our sample of 59 public
companies (Table 4).4 In order to support the process of MPV and development of
capital market, investment funds were introduced. In year 2002 they controlled on
average 15.5 percent of the capital in public companies. Ownership shares
controlled by individual investors, which have received their shares during the MPV
or internal privatization in majority of the cases, amounted to 37.8 percent of public
companies capital in 2002. Ownership held by the private domestic and foreign
investors in year 2002 did not significantly differ from year 2000. On average they
controlled 15 percent of capital. Direct state ownership in year 2002 was
approximately 8 percent, while other investors (mainly local governments)

controlled on average 2 percent of the firms capital.

* From here, we report the results of surveyed firms.
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Table 4: Ownership structure change in petiod 2002 - 2007 in public companies

Year N Mean F-test Sig

State funds | 2002 53 22.48 5.384 0.000>
2003 53 23.82
2004 53 18.73
2005 55 14.02
2006 56 12.23
2007 57 8.90
Average 333 16.54

Investmen | 2002 53 15.53 0.512 0.768
tfunds  [2003 53 12.55
2004 53 11.58
2005 55 11.76
2006 56 11.55
2007 57 11.47
Average 333 12.38

Other 2002 53 14.23 3.942 0.002=
companies | 2003 53 17.31
2004 53 23.97
2005 55 32.55
2006 56 30.61
2007 57 33.78
Average 333 25.60

Individual | 2002 53 37.76 0.433 0.825
investors [ 2003 53 36.67
2004 53 36.72
2005 55 32.56
2006 56 33.74
2007 57 36.07
Average 333 35.56

State 2002 53 7.90 0.085 0.995
2003 53 8.31
2004 53 7.83
2005 55 8.15
2006 56 9.72
2007 57 7.64
Average 333 8.26
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Others 2002 53 2.07 0.881 0.494
2003 53 0.66
2004 53 1.14
2005 55 0.94
2006 56 2.15
2007 57 2.50
Average 333 1.61

Source: CDA and own caleulations.

Note: (a) represent the statistical significance of coefficients at a level of risk of 1%.

Ownership structure has also changed significantly from year 2002 to 2007.
Domestic and foreign investors significantly increased their shares in public firms
and in year 2007 they on average controlled 36 percent of capital. This is
significant and fast change if we consider that during the period of 1990 to 2000
privatization processes in Montenegro was very slow and private investor had very
low representation. The reported percentage of domestic and foreign investors
representation in year 2007 was similar as the one reported in Slovenia, where 36.6
percent of public firm capital was controlled by domestic and foreign investors in
year 2006 (Knezevi¢ Cvelabar et al.,, 2008). Data received from the CDA do not
enable to divide domestic and foreign companies’ ownership. In order to get
approximation on domestic vs. foreign ownership shares we analyzed data from
year 2007 and tried to identify domestic and foreign owners. Analysis showed that
there is approximately 15 percent of capital controlled by the foreign companies
indicating that 43 percent of ownership controlled by other companies is de-facto

in the hands of foreigner owners.

The significant increase in ownership structure controlled by domestic and foreign
investors resulted in significant decrease of ownership in the hands of state funds.
In year 2007 state funds on average controlled 8.9 percent of capital in sampled
firms. In Slovenia for instance in year 2006 state funds on average controlled 7.4

percent of firm’s capital (Knezevi¢ Cvelabar et al., 2008). However, we should be
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aware that those are average values and state funds are concentrated only in few
firms. The significant reduction in the state funds ownership representation in
some firms was mainly due to the selling of the state ownership to the strategic
partners. State funds were usually selling their shares in package to the strategic

owners.

There are 8 investment funds operating in Montenegro in year 2009 (Nex
Montenegro, 2009). The investments funds that were established at the beginning
of the privatization process were jointly owned by foreign and domestic owners.
The funds that entered the market latter were mainly owned by domestic owners.
Ownership shares of investment funds also decrease in the observed period. We
analyzed the cause of this trend and found out that investment funds were mainly
selling the ownership shares in the companies that were in bankruptcy and/or had

very poor business results or were acquited by another company.

Individual investors are another important owner group in Montenegro companies.
They were established with internal (employees) and voucher privatization
(citizens). Ownership shares controlled by individual investors did not change
significantly over the time and they are on average controlling a bit more than one-
third of the capital in Montenegrin companies. This percentage in quite lower in
Slovenia where employees, managers and minority shareholders (all can be defined
as individual investors) control approximately one-fourth of the public companies’
capital. This high percentage of individual investors requires high minority

shareholder protection, which has not been developed yet in Montenegro.

The changes in the direct state ownership were not significant from year 2002 to
2007. However, as seen from Figure 1, state and local government in year 2007 on

average still controlled 8 percent of public firms’ capital.
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Figure 1: Ownership structure change in year 2002 and 2007
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Due to the highly importance of the KKAP cluster for Montenegrin economy, we
further analyzed the ownership structure of these 6 companies. The analysis of
differences in ownership structure between other public companies and KAP
cluster revealed that ownership structure of these two groups is not significantly
different. Hence, we only present the ownership in KAP cluster and comment the

changes.

As we can see from Figure 2 ownership changes were present in this cluster in
period 2002-07. State direct and indirect ownership decreased. State funds in year
2007 have almost no representation in those companies. On the other hand there is
still present state direct ownership that was on average 22 percent in year 2007.
This figure is substantially higher as is the average for the all other public
companies. Another difference is the presence of the individual investors. They

drastically reduced their representation in KAP cluster in observed period which
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was not the case in the rest of the economy. Similarly, as in the rest of the public
firms, other companies increased their ownership substantially. However,
investment funds increased their representation in KAP cluster but not in other
public firms. From the results one can speculate that individual investors in KAP
cluster decreased their shares because of the offer they get from other companies
and investment funds. This was not the case with other public firms, where
individual investors control the same ownership shares the year 2007 as in year
2002. They presumably did not get any offer and their minority ownership shares
have no protection. For investment funds the increase of the ownership in KAP
cluster might mean that they are waiting for the further withdrawing of the state
form those companies and a sale of those companies to the strategic investors.
KAP firms obviously present more valuable investment than the rest of the public

firms.

Figure 2: Ownership structure change in year 2002 and 2007 in cluster of the

companies around KAP
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Change in the ownership structure in period 2002-2007 significantly influenced the
ownership concentration. As presented in Table 5 the largest owner (C1) in public
companies in year 2002 controlled on average 35 percent of the firm capital. In year
2007 the largest owner in Montenegro had 46 percent stake in public companies.
The ongoing trend of ownership concentration can be explained by poor investors’
protection. The state and state funds were also withdrawing from the companies
and were selling the majority of ownership shares to the strategic investors, which
had positive influence on ongoing ownership concentration. The high ownership
concentration is the main characteristic of insider corporate governance system.
For example, the largest owner in Germany control on average 56 percent, in
France 58 percent, in Belgium 45 percent and in Slovenia 35 percent (Barca and
Becht, 2001; Gregoric, 2003). The second largest owner (C2) in Montenegro public
companies in period 2002-2007 on average controlled 14.4 percent of the firms’
shares. This percentage did not significantly change over the time. The third largest
owner (C3) controlled on average 7.4 percent in year 2002 and almost 6 percent in

year 2007.

Table 5: Ownership concentration in Montenegro in public companies

Year N Mean F-test Sig.
C1 2002 48 35.33 2.190 0.053¢
2003 46 37.71
2004 47 43.23
2005 47 46.05
2006 49 45.46
2007 49 46.61
Average 286 42.44
C2 2002 45 13.97 0.191 0.966
2003 46 14.61
2004 44 13.82
2005 42 14.69
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2006 44 14.87
2007 43 14.53
Average 264 14.41
C3 2002 42 7.75 0.867 0.505
2003 41 8.34
2004 38 7.12
2005 38 7.89
2006 39 7.08
2007 40 6.05
Average 238 7.38

Source: Own caleulations.

Note: (c) represent the statistical significance of coefficients at a level of risk of 10%.

We also calculated the ownership concentration in KAP cluster and found that in
year 2007 the largest owner had a controlling package (56 percent), meaning that
state was selling the shares to the strategic investors or is still controlling some of
those companies (Figure 3). The second and third owner had on average lower

ownership shares than the rest of public companies (8 and 4.5 percent respectively).
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Figure 3: Ownership concentration in year 2002 and 2007 in cluster of the
companies around KAP
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Ownership structure in private limited companies: Ownership structure in
private limited companies did not change significantly in period 2002-2007. Even if
we divided the sample in two subsamples, companies funded by Development
Fund and other private limited companies the results were not statistically
significant and did not differ from the results of the whole sample. Private limited
companies are mainly family owned and were newly established or were privatized.
As we can see from the Table 6 most of the private limited companies in
Montenegro are controlled by domestic owners, who on average had 80 percent of
ownership in year 2002. In year 2007 this percentage was 74.1 percent. So, domestic
owners have on average majority ownership and are controlling private limited
companies in Montenegro. The presence of foreign owners in private limited
companies is low. In year 2002 the biggest foreign owner had it was only 3.5

percent of the equity. However this percentage grew up to 12 percent by the year
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2007. The reason for this is, that some of the domestic private limited companies
decided to find strategic foreign partner or were sold to the foreign company. The
second domestic owner had on average 11 percent of the ownership, while the

third controlled only 1 percent of ownership.

Table 6: Ownership structure change in period 2002-06 in private limited

companies
Year N Mean F-test Sig.
First domestic 2002 28 80.04 0.200 0.962
2003 30 81.37
2004 33 79.83
2005 36 80.14
2006 38 79.34
2007 40 74.12
Average 205 78.93
First foreign 2002 28 3.50 0.707 0.619
2003 30 4.04
2004 33 6.73
2005 36 6.17
2006 38 7.68
2007 40 12.35
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Average 205 7.07
Second domestic | 2002 28 12.13 0.065 0.997
2003 30 11.32
2004 33 10.49
2005 36 10.99
2006 38 10.40
2007 40 10.00
Average 205 10.81
Second foreign | 2002 28 1.75 0.286 0.921
2003 30 0.86
2004 33 0.76
2005 36 0.69
2006 38 0.66
2007 40 1.90
Average 205 1.10
Third domestic | 2002 28 1.48 0.034 0.999
2003 30 1.38
2004 33 1.25
2005 36 1.15
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2006 38 1.09
2007 40 1.03
Average 205 1.21
Third foreign 2002 28 0.25 0.265 0.932
2003 30 0.23
2004 33 0.21
2005 36 0.19
2006 38 0.18
2007 40 0.00
Average 205 0.17

Source: Own calculations.

To summarize, ownership structure in public companies changed significantly in
period 2002-07. State funds were selling their ownership shares to domestic and
foreign investors. High representation of minority individual owners is evident.
Ownership concentration took place and in year 2007 the largest owner was
controlling 46 percent of the companies’ shares. In the private limited companies
the largest owners control on average approximately 80 percent of the firm capital.
Based on these evidence we can conclude that Montenegro corporate governance

system is closer to insider that to the outsider one.
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2.3. Control

The relation between ownership and control in Montenegro is defined by the
Company Act. In the public firms the shareholders are gathered in the Shareholder
Assembly, which has the responsibility to assign the Board of directors®. Board of
the Directors is governance body in the company, which is assigning the CEO
(Chief Executive Officer) and the Secretary of the public firm. CEO and other
executive directors ate tesponsible for the managing the public companies. The
Board of Directors has at least three members. The number of directors in the
board has to be odd number. Hence, we can claim that Montenegro has one-tiered
corporate governance system which is present in outsider corporate governance
systems (USA and UK) and in some of the insider corporate governance systems

(Japan, Italy, Belgium...).

As we can see from the Table 7, the average size of the Board of Directors
(including the board chairman) in Montenegro did not changed in time period
2002-07. In year 2002 there were on average 5 members in the board, while in year
2007 there was on average 4.3 members. On contrary Board of Directors’ turnover
rate, excluding the board chairman, changed significantly in the observed time
period. In year 2002 21 percent of all directors from the Boards were replaced,
while this Figure in year 2007 was almost 33 percent. This is extremely high
turnover rate and is observed in countries in transition process. For instance similar
turnover rate were recorded in Czech Republic in period 1993-97 (Classens and
Djankov, 1999), while those rates in developed countries were 11.2 percent in UK
(Franks and Mayer, 2001) and 14 percent in Italy (Volpin, 2002). The further

analysis revealed that turnover took place in 34 percent of the companies where

7 Only the shareholders that have at least 5 percent of the firm capital can suggest the members for the board
of directors.
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directors were replaced more than once in a year period. We made similar analysis
also for KAP cluster companies. Those companies had on average larger Board of
Directors (6.4 board members). Due to significant ownership changes, the board
member turnover rates in those companies were extremely high in 2005 and 2000,
46 and 51 percent respectively. In year 2007 board member turnover rate in KAP

cluster dropped to 33 percent.

Table 7: Board of directors’ number and turnover rates in period 2002-07

Year N Mean F-test Sig.
2002 43 4.91
2003 44 4.80
Board of | 2004 44 470 1.092 0.365
directors 2005 46 4.43
size 2006 45 4.20
2007 47 4.32
Average 269 4.55
2002 45 0.21
2003 46 0.12
Board of  [1004 46 0.25
ifjgtvfr 2005 48 0.37 2.188 0.056¢
cates 2006 45 0.35
2007 49 0.33
Average 279 0.27

Source: Own calculations.
Note: (c) represent the statistical significance of coefficients at a level of risk of 10%.

Beside the Board of Directors we also focused on the Chairman of the Board in
public companies and CEO in private limited companies. Company Act is stating

that private limited companies are governed and managed by CEO.

As we can see from the Table 8 chairman of the board in year 2007 was on average
51 years old. Chairman has been in the company for 11.6 years and has on average

university degree diploma. His tenure is 5.2 years. If we divide the sample of public
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companies in two groups, the companies in KAP cluster and other companies, we
found that there is no significant difference in respect to the age. However KAP
cluster Board Chairmen have significantly higher education (Master of Science in
majority of cases) and significantly lower tenure, on average only 2 years. On the
other side, there is no significant difference in number of years in the firm,
indicating that chairmen in KAP cluster were working in the company before they

were appointed in the Management Board.

Table 8: Chairman’s characteristics in public companies 2007

Sub-group N Mean F-test Sig.
Other public 44 50.89
Chairman age KAP cluster 6 50.33 0.156 0.877
Average 50 50.82
) Other public 44 5.48 1.614 0.056
Chairman KAP cluster 6 2.17
tenure
Average 50 5.08
) Other public 44 11.23 0.125 0.549
Chairman years SAn o 5 11.80
in the firm
Average 49 11.29
) Other public 44 3.05
Chairman KAP cluster 6 3.83 2.015 0.049"
education
Average 50 3.14

Source: Own caleulations.
Note: (b) represent the statistical significance of coefficients at a level of risk of 5%.

CEO in private limited company is younger (46 years), has higher tenure in the
company (7.7 years), was employed in the company for 8.7 years and have on
average lower education that the Chairman of the Board. If we divide the sample of
private limited companies in two subsamples, the companies that received the
Development Fund loans and other private limited companies, we can see that in
companies supported by Development Fund, CEOs are older (on average 50 years)

then in other private limited companies (44 years). Those CEOs also have longer



35 |

tenure and working period in the firms indicating that those companies were
established earlier in 1990s. That can lead us to the conclusion that other private
limited companies which entered the competition latter, probably had more clear

market oriented motives.

Table 9: CEO characteristics in private limited companies in 2007

Sub-group N Mean F-test Sig.
Other private 28 44.43
CEO age D.F. credited 12 50.17 1.776 0.083¢
Average 40 46.15
Other private 28 6.25 2.445 0.019>
CEO tenure | D.F. credited 12 10.50
Average 40 7.53
Other private 28 7.25 2.32 0.025P
CEO - years myE~ Cdited 12 11.33
in the firm
Average 40 8.48
Other private 28 2.75
CEO -
. D.F. credited 12 2.50 0.996 0.327
education
Average | 40 2.68

Source: Own calenlations.
Note: (b) represent the statistical significance of coefficients at a level of risk of 5%,

(c)represent the statistical significance of coefficients at a level of risk of 10%.

CEO turnover rate in private limited companies in Montenegro are quite low and
significantly lower than CEO turnover rate in developed countries that vary
between 6 and 12 percent (Dahya et al.,, 2002; Franks and Mayer, 2001; Lausten,
2002; Renneboorg, 2000). On contrary chairman turnover rate in public companies
in Montenegro were slightly higher than the one reported in developed countries.
For instance, Chairman’s turnover rate in Germany was 10 percent (Kaplan, 1994).
High turnover rate were recorded in year 2007. Very high chairmen turnover rate
was reported in year 2007. The high turnover rate in year 2007 can be explained
with the turnovers in poor performing companies, companies controlled by the

state and companies that were acquired by another company. Chairman’s turnover




rates in year 2005 and 2006 were significantly higher in KAP cluster due to the
ownership change (Figure 4).

Figure 4: Chairman and CEO turnover in period 2002-07 (in percentages)
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2.4. Ownership and performance relations

In order to understand better already explained change in the Montenegro
corporate governance system we related data on ownership and control with the

performance measures (balance sheets data).

Performance: As measures of performance, return on assets (ROA), debt to assets
(D/A), debt to equity (D/E), total sales on employees (TS/E), value added on
employee (VA/E) were used. ROA was used rather than ROE since it incorporates

debt in its value. Due to this fact, ROA is more often used as financial performance
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measure (see, for example Gibson, 2003; Kang and Shivdasani, 1995; Dahya, 1988;
Haugland et al., 2007; Redrigues et al, 2007). VA/E is used as an economic
measure of performance, while total sales on employee is a widely used accounting
performance measure and often stated as a company’s strategic goal (Gibson, 2003;
Kaplan, 1994; Lausten, 2003). D/A and D/E ate used in otdet to provide the data

on firms relation between the credits, equity and assets.

In Table 10 we compate stated financial performance measures of public and
private limited companies in Montenegro. As we can see private limited companies
have on average significantly better financial results than public companies. Public
companies had on average negative ROA (-3.2 percent), while private limited
companies had positive ROA value (3.5 percent). The reason for negative ROA
value in public companies is due to the loss that they have generated. Those losses
are usually burdens from the past and public limited companies that did not went
thought privatization process did not start the restructuring and could not improve
the performance. We have quite few public limited companies in our sample, that
are in the process of bankruptcy, however because of the high negative social
impacts that closing of those companies can have on the economy, state is
artificially keeping those companies alive. Table 10 also reveals that performance of
private limited companies was better.  Private limited companies have also
significantly higher debt ratio than public companies. The average value of D/E
ratio for private limited companies was 3.5, indicating that those companies have

3.5 times more debt that equity.
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Table 10: Comparison of the average performance in public and private limited

companies

Group N Mean T-test Sig.

ROA Public 190 -0.032 20.399 0.0002
Private limited 128 0.035
Average 318 -0.005

D/A Public 193 0.379 27.508 0.0002
Private limited 126 0.568
Average 319 0.454

D/E Public 189 0.549 23.342 0.000=
Private limited 125 3.551
Average 314 1.744

Source: Central Bank and own calculations.

Note: (a) represent the statistical significance of coefficients at a level of risk of 1%.

Public companies have also significantly lower total sales on employees than private
limited companies (Table 11). One reasons for this can be found in the high
number of employees in public companies. On average public companies have 480
employees. Many companies in this group are holdings that still need to be
restructured. Another reason is that we have two outliers within the group of
private limited companies that have extremely high total sale per employee. In
addition to this more that 10 private limited companies had total sales on employee
higher that 100,000 EUR. It is possible that companies in the private limited group
were not reporting the real number of employees in order to decrease their

payments for social contribution.

Private limited companies also have significantly higher value added per employee
(60 percent higher). Similarly as in the case of total sales per employee we have
outliers that are increasing the average, but even if outliers are removed from the

sample, the results are reaming the same. Base on performance measures we can



39 |

claim that the main strategic goal for the private limited companies is growth, while

for public companies is survival.

Table 11: Comparison of the average performance in public and private limited

companies

Group N Mean T-test Sig.

VA/E Public 175 11,409 10.370 0.0002
Private limited 129 18,404
Average 304 14,377

TS/E Public 178 28,865 5.803 0.0002
Private limited 125 110,047
Average 303 62,356

Employees | Public 310 479 65.227 0.0002
Private limited 205 74
Average 515 318

Source: Central Bank and own calculations.
Note: (a) represent the statistical significance of coefficients at a level of risk of 1%.

Similarly as in the previous part we divided the sample of the public companies on
KAP cluster and other public companies. As we can see from the Table 12 there
are statistically significant differences between the groups, indicating that KAP
cluster companies have lower ROA and higher D/A ratio. This means that KAP
cluster companies are performing poorer than other and have more debt. KAP
companies further have negative D/E ration. This is due to having few companies

in this group with negative capital value.

Table 12: Comparison of the average ROA, D/A and D/E in public companies

Sub-group N Mean T-test Sig.
ROA Other public 176 -0.025
KAP cluster 23 -0.096 2.954 0.001»
Average 199 -0.032
D/A Other public 179 0.332 4.925 0.0002
KAP cluster 23 0.699
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Average 202 0.379

D/E Other public 175 0.866
KAP cluster 23 -0.869 3.034 0.0002
Average 198 0.549

Sonrce: Central Bank and own calenlations.
Note: (a) represent the statistical significance of coefficients at a level of risk of 1%.

On the other side, KAP cluster companies were mote productive than other public
companies. As it can be seen from the Table 13 KAP cluster companies have
higher value added per employee. Further, those companies had higher value of
totals sales per employee than other public companies. However, both differences
were not statistically significant. That was not the case with number of employees.

As expected, it was much higher (10 times higher) in the KAP cluster group.

Table 13: Compatison of the average VA/E, TS/E and employees in public

companies
Sub-group N Mean T-test Sig.
VA_E Other public 157 11,038 | 0.297 0.767
KAP cluster 22 12,053
Average 179 11,163
TS_E Other public 160 29,663 | 0.293 0.774
KAP cluster 23 32,264
Average 183 29,989
Employees | Other public 160 263 | 30.466 0.000*
KAP cluster 23 2,247
Average 183 11,038

Source: Central Bank and own caleulations.

Note: (a) represent the statistical significance of coefficients at a level of risk of 1%.

We also compared performance and debts ratios between private limited companies
financed by Development Fund and other private limited companies. Results
showed that companies financed by development funds have higher ROA, however

is not statistically significant. Those companies also have more debt.



Table 14: Comparison of the average ROA, D/A, D/E in private companies

Sub-group N Mean T-test Sig.
ROA Other private 111 0.031
D.F. credited 43 0.045 0.524 0.609
Average 154 0.035
D/A Other private 111 0.521
D.F. credited 44 0.652 2.663 0.008>
Average 111 0.568
D/E Other private 111 2.153
D.F. credited 44 6.305 3.071 0.002P
Average 111 3.551

Source: Central Bank and own calculations.

Note: (b) represent the statistical significance of coefficients at a level of risk of 5%.
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Value added per employee and total sales per employee showed different results.

Companies that were funded by Development Fund were less productive. They had

lower VA/E and TS/E values. Average number of employees was similar in both

groups.

Table 15: Comparison of the average VA/E, TS/E and employees in private

limited companies

Sub-group N Mean T-test Sig.
VA_E Other private 100 21,984 1.116 0.268
D.F. credited 37 12,181
Average 137 19,337
TS_E Other private 101 121,100 1.128 0.261
D.F. credited 33 56,483
Average 134 105,187
Employees | Other private 101 78 0.375 0.707
D.F. credited 33 72
Average 134 76

Source: Central Bank and own calculations.



42 |

Annual performance: Further, we were interested whether the performance
changed in the observed period 2004-07 in public companies. As we can see from
the Table 16 VA/E grew significantly in the last four years, and almost doubled its
value in year 2007 in comparison to year 2004. Total sales on employees also grew
from approximately 22,000 EUR in year 2004 to 41,000 EUR in year 2007. At the
same time some of the companies did restructure and reduced number of
employees for 20 percent in the observed period (from 560 in year 2002 to 450 in
year 2007). ROA and D/A ratios increased in the observed period, indicating a bit
better financial performance and more financing with long and short term debt in
those companies. Overall we can claim that public companies did some steps

towards improving their performance in the last four years.

Table 16: Performance in public companies in period 2004-07

Year N Mean F-test Sig.
ROA 2004 48 -0.035
2005 55 -0.052
2006 54 -0.024 1.283 0282
2007 33 -0.006
D/A 2004 49 0.331
2005 55 0.375
2006 54 0.411 047 0703
2007 35 0.402
TS/E 2004 40 21.997
2005 50 24.305
2006 50 29.241 Lo 0124
2007 38 41.602
VA/E 2004 41 8.069
2005 49 9.700 .
2006 50 12.694 2108 010
2007 35 15.876
Employees 2004 47 564
2005 aid >10 0.061 0.980
2006 49 477
2007 53 453

Source: Central Bank and own calenlations.
Note: (c) represent the statistical significance of coefficients at a level of risk of 10%.
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Performance of the private limited companies in the observed period is indicating
the significant growth in employment. As we can see from the Table 17, the
number of employees increased from 60 to 105 in the observed period.
Cotrespondingly, the value added per employee and total sales per employee
decreased. Values of ROA and D/A increased in the observed period indicating
that private limited firms increased their debts and improved their financial

performance.

Table 17: Performance in private limited companies in period 2004-07

Year N Mean F-test Sig.

ROA 2004 30 0.032

2005 34 0.018

2006 37 0.048

2007 27 0.041 0.236 0.871
D_A 2004 30 0.539

2005 33 0.574

2006 36 0.554

2007 27 0.614 0.393 0.758
TS_E 2004 28 175,944

2005 33 106,336

2006 36 91,623

2007 28 72,211 0.662 0.577
VA_E 2004 29 24,588

2005 36 14,474

2006 37 16,591

2007 27 19,487 0.282 0.838
Employees 2004 33 60

2005 35 79

2006 38 95

2007 40 105 2.743 0.020°

Source: Central Bank and own calculations.

Note: (b) represent the statistical significance of coefficients at a level of risk of 5%.

¢ The reason for that lies in the stricter control by government, which forced firms to report the real number of



44 |

Ownership-performance: Since in private limited companies we have single
private owner that is at the same time usually also the manager of the company and
in public companies we have more important groups of owners we decided to

explore the relation between ownership and performance in public companies.

In order to do so, we divide the sample of public companies in two sub-samples:
under average performing and above average performing companies. As under
average performing companies we defined the companies that have ROA value
from - 0.78 (ROA minimum) to -0.032 (ROA average). Better performing
companies are companies that have ROA higher than -0.033. The results are
presented in Table 18. We can see that according to ownership, better and worse
performing companies statistically differ only in the share of state funds.

Underperforming companies on average exhibit higher share of state funds.

employees. Most of employees were already before working in that firms.



Table 18: Comparison of the ownership structure in

public companies
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regard to the performance in

N Mean T-test Sig.

State funds Under average performing 62 16.43 1.707 0.109¢
Above average performing 118 10.99

Investment funds Under average petforming 62 10.95 0.430 0.668
Above average performing 118 12.22

Other companies Under average performing 62 31.59 0.055 0.957
Above average performing 118 31.88

Individual investors | Under average performing 62 31.47 0.820 0.413
Above average performing 118 34.73
State Under average performing 62 9.39

Above average petrforming 118 8.49 0.289 0.773
Other Under average petforming 62 1.18

- 0.946 0.345
Above average performing 118 1.93

Source: Central Bank and own calculations.

Note: (c) represent the statistical significance of coefficients at a level of risk of 10%.

We further tested if below performing companies are replacing more chairman and

board of directors from their positions. The results showed that there are no

statistical significant differences between the groups in general. However, we can

see from the Figure 5 that differences exist in the group of public companies.

Under performing public companies replace more chairmen and board of directors

than better performing public companies. This result is indicating that corporate

governance system is not generally inefficient.




Figure 5: Chairman and board member turnover in under and above average

performing public companies (mean, in percentages)
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Source: Central Bank and own caleulations.

Performance — industry: Last we related performance with the industry in which

company is operating. As it can be seen from the Table 19, the worst performing

companies are companies operating in hotel and restaurant industry and the best

performing are the companies operating in trade and transportation industry. The

reason for such poor performance of hotel companies can be found in

uncompleted privatization process. Only few hotel companies from our sample

finished with the privatization process until year 2007.

Table 19: Comparison of the performance in regard to the industry

ROA DA DE VA_E TS_E Employees
Manufacturing -0.035 0.516 1.923 8,031 23,710 264
Trade 0.027 0.561 3.367 24,610 174,460 115
Hotels and -0.016 0.193 0.310 7,497 11,348 317
restaurants
Transport 0.021 0.315 0.352 25411 37,970 402
Other 0.002 0.476 0.711 11,626 42,326 656

Source: Central Bank and own caleulations.
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We further compared the performance between public and private limited
companies in regard to the industry. Data showed that private limited companies
are more successful in all industries especially in trade and hotel and restaurant
industry. The last is indicating that further privatization in the hospitality industry

is needed.

Table 20: Comparison of the performance in regard to the industry

Industry Public Private
ROA Manufacturing 0.058 0.006
Trade -0.013 0.046
Hotels and restaurants -0.020 0.009
Transport -0.011 0.056
Other 0.019 0.040
DA Manufacturing 0.471 0.599
Trade 0.402 0.633
Hotels and restaurants 0.185 0.246
Transport 0.072 0.437
Other 0.484 0.461
DE Manufacturing 0.789 3.960
Trade 0.593 4.572
Hotels and restaurants 0.273 0.590
Transport 0.275 0.435
Other 0.351 1.348
VA_E Manufacturing 9,255 6,125
Trade 10,809 30,381
Hotels and restaurants 5,586 19,603
Transport 25,533 25,235
Other 11,779 11,373
TS_E Manufacturing 27,913 17,066
Trade 58,676 226,677
Hotels and restaurants 9,424 23,537
Transport 37,918 38,047
Other 32,220 59,566
Employees | Manufacturing 361 79
Trade 251 56
Hotels and restaurants 313 237
Transport 625 76
Other 945 66

Source: Central Bank and own calculations.
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3. Restructuring

The issue of privatization and efficiency of firms in post-privatization period is
closely linked to question of restructuring and rent seeking behavior. The firms that
achieve higher profitability in the period under study are supposed to undergone
deep restructuring in the past. On the other hand, loss-making firms tend to be
grouped among firms that didn’t adjust sufficiently (Pinot et al., 1993). Carlin et al.
(1995) show that this can be explained also by other reasons. Firms might be more
productive comparing to other firms due to various reasons like monopoly position
in the period under study or better starting conditions. Evaluating the extent to
which restructuring has been successful and identifying determinants of the desire
and ability to restructure is crucial to the people and policy-makers in CEE

economies.

Generally perceived assumption behind privatization at the beginning of the
nineties was that private ownership improves corporate performance with its
concomitant depolitization and greater efficiency. After privatization programs
were completed many studies addressed the difference in the performance of
insider and outsider owned firms (see, for example, Frydman and Rapaczynski,
1994; Boycko et al., 1996; Hansmann, 1990; Eatle and Estrin, 1997; Estrin and
Roosevear, 1999; Domadenik et al., 2008) and is still subject to considerable
discussion in the region. Generally speaking, privatization programs that convey
property rights to corporate insiders are much easier to execute from a political
point of view, and neatly all post-communist countries have tried to make their
programs more acceptable by giving preferential treatment to the managers and

workers of the privatized enterprises.



49 |

On the other hand, outside ownership is supposed to enhance restructuring as they
may have access to technology or know-how (for example foreign owners) or they
may have special monitoring skills (financial institutions or trade creditors).
Outsider-owned firms in transition context compose very heterogeneous group.
The performance vatiability among outsider owners is usually quite large and it’s
likely to reflect the complexities of the ways in which different types of ownership
affect company behavior. The special emphasis was given to the group of foreign
investors expected to bring significant improvement in performance. The provision
of financial resources, managerial know-how and corporate governance expertise
were expected to be their major advantages. However, empirical evidences are
mixed and doubtless below expectations before privatization. Frydman et al. (1999)
report that their impact on performance indicators is not statistically stronger than
that of any domestic outsiders. Foreign owners also appear ‘softer’ on employment
reduction than all other categories of firms implying that they were probably
prevented from doing this by explicit or implicit agreements in their purchase
contracts. Djankov (1999) reports that the positive effect of foreign ownership on
corporate restructuring for CIS countries is evidenced only in the case at high
ownership levels (above 30%). On the other hand, artificial financial institutions,
privatization investment funds, created in the case of voucher privatization, played
positive role with higher magnitude than foreign owners in the case of Czech
Republic in the early post-privatization period. This finding is important especially
in light of oft-expressed claim that financial investors are generally less active than
‘strategic’ investors and their impact on firms’ efficiency is usually mixed in the case

of developed economies.

Firms owned by domestic non-financial owners, the most preferred model of
privatization in many transition countries, didn’t experience performance

improvement that would be statistically different from performance of state or



insider-owned firms and lagged behind firms controlled by privatization funds.
Such performance may also provide some support for a hypothesis that such cross-
ownership presents a defense tactic used by insiders in control of post-communist
firms to insulate themselves from outside monitoring. From this perspective it’s
doubtful to include those firms in the group of externally-owned firms. However,
the recent empirical evidences show that after ownership consolidation the
domestic non-financial owners contributed significantly to improvement of firms’
performance (see for the case of Slovenia: Prasnikar and Gregori¢, 2002;
Domadenik et al., 2008 and Knezevi¢ Cvelbar et al., 2008, and for the case of
Macedonia: Prasnikar et al., 2002).

Firms operating in transition economies and facing with challenge of restructuring
have to deal also with a various portion of uncertainty associated with different
measures of restructuring. Although uncertainty is quite common in corporate
practice also in developed countries, the results of cost-related changes tend to be
known to company insiders with a relatively higher degree of certainty than those
related to revenue generation (strategic restructuring). Cost cutting measutes are
often a matter of discipline and relatively standard managerial procedures, with
outcomes that involve relatively predictable risk. Revenue generation, on the other
hand, is inherently oriented toward anticipating future decisions of other agents on
domestic and foreign markets (consumers, competition, and government) and, for
this reason, subject to risks that are hard to predict from past history. The skills
required to restructure the revenues of most firms are not different from those
needed to start a new business especially after their old markets had collapsed,
imports had introduced overnight competition from the most advanced world
producers, and buyers had become more careful and demanding. Simply saying,
firm at the beginning of transition had to reinvent their products and found

markets for their products Revenue restructuring, with its emphasis on new
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markets and product innovation can thus be expected to involve more uncertainty
and less routine than cost cutting measures. Judging from the perspective of
uncertainty, firms with outsider owners may be, for some reasons, better at

handling the unpredictable risks involved in revenue restructuring.

When speaking about efficiency of restructuring process in economies with
developing institutional structure we should incorporate also potential rent seeking
behavior of different economic agents. Conventional rent-seeking theory, however,
assumes that rent-seeking only results in the creation or protection of monopoly
rents, and in addition, it makes restrictive assumptions about how the rent-seeking
cost is determined. However in real world rent-secking is closely related to
processes of institutional change through which economic rights are altered.
Political economy tells us that political variables, and in particular, the distribution
of political power, can determine which individuals or groups are likely to win
distributive contests. Rent seeking behavior could be described as the narrow
activities which seek to create monopoly rights but it could also describe activities
which create new property rights, as in primitive accumulation, or activities which
seek to transfer rights, as in subsidies to infant industries (Aoki et al., 1997). Not
only was the creation of rents critical for primitive accumulation and learning,
transfer rents were critical for maintaining political stability even though the

economic implications of these transfers varied significantly.

Building on Grosfeld and Roland (1997), Aghion et al. (1997), Frydman et al.
(1999) and Domadenik et al. (2008), we conceptually divide restructuring of firms
into defensive or reactive (primarily related to short-term measures, such as cost
cutting) and strategic (focused on increasing revenues and profits in the medium to

long term)’. While defensive restructuring reflects immediate, shock-induced

7 Grosfeld and Roland (1997) and Aghion et al. (1997) introduce the theoretical concepts, while Frydman



managerial decisions (layoffs and basic financial rehabilitation), the concept of
strategic restructuring aims at capturing more deliberate investments in the
development of firms’ advantages, including changes in the composition of the
labor force and investment in fixed capital as well as ‘soft’ capital, such as research

and development (R&D), marketing and training.

In the next subchapters we report the results of empirical analysis of restructuring
process in Montenegro firms. The empirical analysis of restructuring process is
usually based on regression analysis (like GMM, fixed effect estimators...).
However, our sample is too small to perform such analysis, so we base our analysis
on descriptive statistics (mean compatisons and t-tests). This represents the main

drawback of our study.

3.1. Defensive restructuring

In order to capture the defensive and strategic employment adjustments of firms
when they are confronted with demand shocks we have to look at trends relating to
number of employees. Based on summary statistics from Table 21 we can see that
public firms exhibited defensive restructuring in the period under study, decreasing
employment by almost 25%. On the other hand private firms have already
restructured their employment strategically, increasing the number of employees.
This is consistent with the assumption that private firms are those that originated
from firms that underwent privatization process in the past and were spin-offs of
previously big state owned firms®. De-novo private firms don’t face the problems

of defensive restructuring, but increasing the number of employees from strategic

et al. (1999) estimate the effects of ownership on changes in revenues and costs using balance sheet data.

¥ As noted there can be three reasons for this. The first one is that firm stared to report real number of
employees and secondly since this is average few outliers corrected the value upwards. And thirdly companies
grew and in order to operate normally they had to additionally employ new workers.
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reasons. However, the increase in employment in de-novo firms is mainly due to
enforcement of Montenegro government to dectease unofficial employment in
firms. The increase in legal employment is therefore mainly the transformation of

unofficial to official employment.

Table 21: Number of employees in public and private firms in the period of 2002-
2007

Group N Mean | T-test Sig.
Public 47 563.65
Private 30 41.23
2002 | Average 77 360.11 3.537 0.0002
Public 50 502.72
Private 31 46.87
2003 | Average 81 328.25 3363 0.000¢
Public 49 462.11
Private 33 58.67
2004 | Average 82 300.74 3260 0.0002
Public 54 445.70
Private 38 80.39
3.307
2005 | Average 92 294.81 0.000
Public 56 457.03
Private 42 99.30
3.243
2006 | Average 98 303.72 0.000~
Public 58 417.82
Private 44 o8] 3117
2007 | Average 102 284.17 0.000~
Public 316 471.81
Private 219 76.08
8.213
2002-2007 | Average 515 309.82 0.0002

Source: Faculty of Economics, Podgorica and RCEF, 2008.
Note: (a), (b) and (c) represent the statistical significance of coefficients at a level of risk of
1%, 5% and 10%, respectively.
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Firms in KAP cluster employed on average significantly more employees
comparing to other public firms (Table 22) in the period under study (almost 8-
times more). The average firm in the KAP cluster decreased employment by 20%
in the period 2002-2007, while other public firms decreased it by 25%. Therefore
we might assume that KAP cluster firms were less intensive in defensive

restructuring. However one needs to keep in mind, that among other public firms

many of them are in the bankruptcy proceedings.

Table 22: Number of employees in other public and KAP cluster firms in the

period of 2002-2007

Sub-group N Mean | T-test Sig.
Other public 41| 300.56
KAP cluster 6| 2361.5
2002 | Average 47| 563.65 11.459 0.0002
Other public 441 264.27
KAP cluster 6| 2251.3
12.118
2003 | Average 501 502.72 0.0002
Other public 451 23175
KAP cluster 6| 2189.8
13.478
2004 | Average 51 462.11 0.0002
Other public 48| 243.12
1 20066.
KAP cluster 6 066.3 12,002
2005 | Average 541 445.670 0.000~
Other public 50| 267.62
KAP cluster 6] 2035.5
9.927
2006 | Average 56| 457.03 0.0002
Other public 52| 239.57
KAP cluster 6| 1962.6
10.421
2007 | Average 58| 417.82 0.0002
Other public 280 | 256.74
KAP cluster 36| 2144.5
28.313
2002-2007 | Average 316 471.81 0.0002

Source: Faculty of Economics, Podgorica and RCEF, 2008.
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Note: (a), (b) and (c) represent the statistical significance of coefficients at a level of risk of
1%, 5% and 10%, respectively.

In the case of private firms’ two subgroups of firms employed similar numbers of
employees. In the group of firms that received support from Development Fund
the average employment increased by 106% in the period of 2002-2007, while in
other private firms the average employment increased by almost 190% in the same

period (Table 23).

Table 23: Number of employees in private firms in the period of 2002-2007

Sub-group N Mean | T-test Sig.
Other private 21 39.38
D.F. credited 9 45.55
2002 | Average 30 41.23 0.264 0.396
Other private 221 4395
D.F. credited 9 54
2003 | Average 31 46.871 0.411 0.341
Other private 24 57.04
D.F. credited 10 62.6
2004 | Average 34 58.67| -0.212 0.416
Other private 27 82.29
D.F. credited 11 75.72
2005 | Average 38 80.39 0.184 0.427
Other private 30| 102.86
D.F. credited 12 90.41
2006 | Average 421 9930 0333 0.370
Other private 32| 113.46
D.F. credited 12 93.41
2007 | Average 44 1081 0.538 0.296
Other private 156 77.57
D.F. credited 63 72.39
2002-2007 | Average 219 76.08 0.375 0.352

Source: Faculty of Economics, Podgorica and RCEF, 2008.
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Note: (a), (b) and (c) represent the statistical significance of coefficients at a level of risk of
1%, 5% and 10%, respectively.

Comparing the number of employees in various industries (Table 24) we can see
that average public firms employed more employees in all industries under study.
However, in virtually all industries under study private firms were increasing

number of employees, while trend was negative in the case of public firms.

Table 24: Comparison of number of employees in public and private firms in

various industries

Year Total Public Private
Manufacturing 2002 301 420 30
2003 288 393 34
2004 249 341 63
2005 244 331 78
2006 275 385 105
2007 241 316 116
2002-2007 264 361 79
Trade 2002 92 230 28
2003 95 223 31
2004 95 219 37
2005 120 246 68
2006 137 280 78
2007 146 305 80
2002-2007 115 251 56
Hotels and restaurants 2002 408 450 180
2003 354 380 210
2004 310 326 219
2005 299 307 256
2006 276 278 269
2007 265 261 288
2002-2007 317 331 237
Transport 2002 461 749 29
2003 418 636 36
2004 599 698 66
2005 402 614 63
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2006 387 599 105
2007 372 583 130
2002-2007 402 625 75
Other 2002 760 1117 47
2003 706 1032 53
2004 698 1014 66
2005 620 864 71
2006 623 866 77
2007 553 817 79
2002-2007 656 945 66

Source: Faculty of Economics, Podgorica and RCEF, 2008.

3.2. Strategic restructuring

While defensive restructuring enables firms to adjust in the short run and survive,
strategic restructuring through investment in fixed and soft capital permits firms to
achieve greater competitiveness on the domestic and foreign markets. The issues
relating to problems of fixed capital investment received significant attention in
transition literature since those economies experienced sharp decline in investment
rate in the first years of transition. Empirical studies on investment behavior of
firms in transition economies have recently increased in number. Examples of
studies focusing on the eatly period of transition are Anderson and Kegels (1997),
Lizal (1998) and Lizal and Svejnar (2002) for the Czech Republic, Mygind (1997)
for the Baltic Republics, Lajtai (1997) for Hungary, Nuti (1997) for Poland and
Prasnikar and Svejnar (2007) for Slovenia. Many empirical studies indicate that in
those period firms face two phenomena, soft budget constraint and credit rationing
at various degrees depending on ownership, legal status and the institutional

environment.

The literature on investment in soft capital, such as R&D, marketing and

training/education, is more recent but equally important. R&D expenses may for



instance be included in the framework of the production function if output is a
homothetic function of physical capital and technology acquired through R&D
(Mairesse, Sassenou, 1991) and one may replace output by sales revenue in the
production function since part of R&D expenses represents the development of
new products (Griliches, 1986).2 Chandler (1993) puts emphasis on investment in
new markets, with firms shifting sales from declining to expanding markets and
carrying out greater investments in market research, development of new market
routes, promotion (designing trademarks), and sales. Batra (1997) in turn stresses
the investment aspect of marketing expenditures in firms that operate in transition
countries, pointing to the importance of competitiveness in both the domestic and
foreign markets. Finally, Milkovich and Bloom (1998) consider investments made
by firms in employee training an important source of competitive advantage for the
firms in the world of global competition. This is especially important for firms
operating in transition countries because they often need to carry out radical

reorganization of their human resources (Carlin et al., 1994).

Under soft budget constraints, for many of the firms, usually those firms are the
one being privatized or still in state ownership, the availability of investment funds
is negatively related to profitability because firms use these funds for survival rather
than restructuring (see, for example, Grosfeld and Roland, 1997; Lizal and Svejnar,
2002). Furthermore, Berglof and Roland (1998) demonstrate that the option to
invest in new projects endogenously harden budget constraints when the average
quality of investment projects is high and varied. Otherwise soft budget constraints
may persist and refinancing of old loans will crowd out new finance, giving rise to

an extreme form of credit rationing, the credit crunches on new loans. Thus, one of

? Many firms in transition economies introduced transactional management in the period of early transition
that led to lower R&D expenses and the closing down of R&&D departments. After firms were privatized,
R&D expenditures increased, especially to exchange “old-fashioned” products with new ones and to improve
technology.
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the leading explanations of the sharp decline in investment and output in transition
economies is the credit crunch hypothesis. (See for example Calvo and Coricelli,

1994.)

In order to capture above mentioned aspects of strategic restructuring empitically,
we gathered data on fixed capital investment, R&D, marketing and training. Mean
values for firms in the sample for fixed and soft capital investment are presented in
Figure 6. The average firm invested in year 2007 95.6% of total revenue in fixed
and soft capital investment. However, we should be aware that 90% of these
investments refer to fixed capital investment led by three firms with very high

investment shares.

Figure 6: Fixed and soft capital investment in firms in period 2002-2007 (in

percentage of total revenues)
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Montenegro firms in study period invested mainly in fixed capital investment
(Table 25). The average share of investment was more than 50% of average
revenues in the given period. Public firms exhibited slightly higher fixed capital
investment share, while the absolute amount of fixed capital investment in the
period under study was 6-times higher when comparing to private firms. Real
investments per employee were 50% higher in the case of public firms, on
average.! Private firms significantly dominated in the case of soft capital
investment. The average investment rate in private firms in the period of 2002-2007
was four times higher in the case of R&D, twice in the case of marketing and 100%

in the case of training.

Table 25: Investment in strategic restructuring in private and public firms in the

period of 2002-2007 (in percentage of total revenues)

Group N Mean | T-test Sig.

Public 252 53.66
Private 203 44.22

Fixed capital Average 455 49.22 0.339 0.367
Public 287 0.39
Private 230 1.55

R&D Average 517 0.91 5.285 0.0002
Public 312 2.27
Private 213 4.84

Marketing Average 525 3.57 1.475 0.070¢
Public 311 0.50
Private 231 0.97

Training Average 542 0.701 2.603 0.004>

Source: Faculty of Economics, Podgorica and RCEF, 2008.
Note: (a), (b) and (c) represent the statistical significance of coefficients at a level of risk of
1%, 5% and 10%, respectively.

" Real investment in the period nnder study in public firms amounted to 7.05 million EUR, while private
Sfirms invested 1.17 million EUR on average. In relative terms investments in_fixed capital per employee in
public firms amounted to 30,122 euro in public and 21,292 euro in private firms on average in the period
under study.
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The difference between public firms appears significantly different only in the case
of R&D investment where KAP cluster on average invest less revenue than other
public firms. Investment in fixed capital, marketing and training are lower than in
other public firms, but the differences are not statistically significant. When
comparing investment in fixed capital in absolute and relative terms, ICAP firms
exhibited less investment activity comparing to other public firms (Table 20).
However one needs to take this result with caution since the investment data that

we collected from the companies were the most unreliable one!'.

Table 26: Investment in strategic restructuring in other public and KAP cluster
firms in the period of 2002-2007 (in percentage of total revenues)

Sub- group N Mean T-test Sig.
Other public 216 60.53
KAP cluster 36 12.42
Fixed capital Average 252 53.66 0.690 0.245
Other public 269 0.42
KAP cluster 18 0
R&D Average 287 0.39 1.387 0.083¢
Other public 282 2.92
KAP cluster 30 0.76
Marketing Average 312 271 0.640 0.261
Other public 281 0.52
KAP cluster 30 0.30
Training Average 311 0.50 0.523 0.300

Source: Faculty of Economics, Podgorica and RCEF, 2008.
Note: (a), (b) and (c) represent the statistical significance of coefficients at a level of risk of
1%, 5% and 10%, respectively.

" Real investment in the period under study in KAP firms amounted to 5.64 million enro while other
public firms invested 7.30 million EUR on average. In relative terms investments in fixed capital per
employee amounted to 2,550 enro in KAP firms and 35,320 enro in other public firms on average in the
period under study. However if we ignore two outliers among other public firms, investments in fixed capital
per employee in these firms amounted only 3,610 enro which is statistically not significant compared to fixed
capital investment per employee by KAP cluster firms. In addition, a number of other public firms did not
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On the other hand the firms that received support from Development Fund
exhibited significantly higher investment in R&D, while in other cases invested less
(differences are not statistically significant). When comparing investment in fixed
capital in absolute and relative terms, firms that received support from
Development Fund exhibited less investment activity comparing to other private

tirms (Table 27).12

Table 27: Investment in strategic restructuring in private firms in the period of

2002-2007 (in percentage of total revenues)

Sub-group N Mean T-test Sig.

Other private 124 66.49
D.F. credited 58 30.45

Fixed capital Average 182 55.00 2.052 0.020>
Other private 167 1.34
D.F. credited 63 2.11

R&D Average 230 1.55 1.511 0.066¢
Other private 153 5.00
D.F. credited 60 4.45

Marketing Average 213 4.84 0.250 0.401
Other private 167 1.02
D.F. credited 64 0.37

Training Average 231 0.97 297 0.0012

Source: Faculty of Economics, Podgorica and RCEF, 2008.
Note: (a), (b) and (c) represent the statistical significance of coefficients at a level of risk of
1%, 5% and 10%, respectively.

provide data on investment since they are in a bankruptey procedure.

"2 Real investment in the period under study in firms that received subsidy by Development Fund amounted
to 0,92 million euros while other private firms invested 1,27 million euros on average. In relative terms
investments in fixed capital per employee amounted to 12.017 euros in firms that received subsidy by
Development Fund and 24.810 enros in other private firms on average in the period under study.
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When comparing fixed capital investment activity by industries (Table 28) we can
observe high investment activity in transport and trade, while low activity
(especially in terms of investment per employee) was recorded in the case of

manufacturing and tourism (hotels and restaurants).

Table 28: Comparison of fixed capital investment by industry (for all firms in

sample)
Share of fixed capital Fixed capital investment per
investment (%) employee (€)
Manufacturing 34.84 5,089.2
Trade 18.90 20,303.5
Hotels and | 36.62 4,519.6
restaurants
Transport 138.10 111,857.1
Other 47.30 25,630.4

Source: Faculty of Economics, Podgorica and RCEF, 2008.

The analysis of labor cost per employees reveals that those costs were higher in all
years for average public firm as for average private firm (Table 29). However, they
were statistically significantly higher only in last two years. From Table 29 can also
be seen that labor costs per employees were increasing for both private and public
firms in the whole period 2004-2007. The increase was much higher for average
public firm (67%) as for average private firms (42%). This is probably due to the

fact, that public firms are more unionized.
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Table 29: Labor cost per employee in private and public firms in period 2004-2007

Group N Mean | T-test Sig.
Public 42 5289.10
Private 29 4051.12
2004 | Average 71 4783.45 093 0.335
Public 51 5952.36
Private 35 4296.87
1.34
2005 | Average 86| 5278.61 0.18
Public 51 7054.27
Private 39 5028.09 185
2006 | Average 90 6176.26 0.033b
Public 37 8854.98
Private 31 5713.49
2007 | Average 68| 7422.83 221 0.013>
Public 181 6702.29
Private 134 4784.23
3.05
2004-2007 | Average 315 5886.35 0.0012

Source: Faculty of Economics, Podgorica and RCEF, 2008.
Note: (a), (b) and (c) represent the statistical significance of coefficients at a level of risk of
1%, 5% and 10%, respectively.

Interestingly KAP cluster firms exhibited higher average labor costs per employee
in the period under study, while in the case of private subgroups firms that received
support from Development Fund reported lower labor costs per employee (Table

30).
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Table 30: Labor cost per employee in subgroups of private and public firms in
period 2004-2007

Sub-group | N Mean | T-test Sig.

Other Public 159 6444.48
KAP Cluster 22 8565.52
1.967
Public firms | Average 181 6702.29 0.025P
Other Private 101 5353.86
D.F. credited 33 3040.80
1.826
Private firms | Average 134 5784.22 0.035b
Source: Faculty of Economics, Podgorica and RCEF, 2008.

Note: (a), (b) and (c) represent the statistical significance of coefficients at a level of risk of
1%, 5% and 10%, respectively.

The average Montenegro firm reported the downward trend of sales proportion on
domestic market and uprising trend of sales on foreign markets (Table 31). The
bigger public firm on average reported lower percentage of sales on domestic
market comparing to private counterparts. Usually the increasing share of sales on
foreign markets might be taken as a signal of successful strategic restructuring

(successtul entering on foreign markets with new products, etc).
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Table 31: Sales on domestic market in public and private firms in the petiod of
2002-2007

Group N Mean | T-test Sig.
Public 51 71.38
Private 31 83.66

2002 | Average 82 76.02 1.554 0.062¢
Public 51 71.03
Private 32 85.48

2003 | Average 83 76.60 [ 1.886 0.031>
Public 52 68.15
Private 35 81.17

2004 | Average 87 73391 1.734 0.043b
Public 53 68.56
Private 39 80.07

2005 | Average 92 73.44(  1.603 0.056¢
Public 55 65.53
Private 42 79.87

2006 | Average 97 71.74 1.987 0.024b
Public 57 63.24
Private 44 81.21

2007 | Average 101 71.01 2.575 0.005>
Public 319 67.87

Private 223 81.71 4.623
2002-2007 | Average 518 73.56 0.0002

Source: Faculty of Economics, Podgorica and RCEF, 2008.
Note: (a), (b) and (c) represent the statistical significance of coefficients at a level of risk of
1%, 5% and 10%, respectively.
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Table 32: Sales on domestic market in subgroups of private and public firms in
period 2004-2007

Sub-group | N Mean | T-test Sig.
Other Public 283 67.99
CAP Cluster 36 66.86
0.172
Public firms | Average 319 67.87 0.431
Other Private 160 82.17
D.F. credited 63 80.53
0.371
Private firms | Average 223 73.56 0.355

Source: Faculty of Economics, Podgorica and RCEF, 2008.
Note: (a), (b) and (c) represent the statistical significance of coefficients at a level of risk of
1%, 5% and 10%, respectively.

As seen from the Table 33, the highest share of sales on foreign markets is
observed in the case of hotels and restaurants and manufacturing, while trade and
transport exhibited below average share of sales on foreign markets in the period

under study.

Table 33: Sales on domestic and foreign markets by industries in petiod 2004-2007

Sale on domestic market Sale on foreign markets
(%) (%)
Manufacturing 63.61 31.26
Trade 87.86 12.22
Hotels and restaurants 60.09 40.32
Transport 64.96 26.95
Other 94.54 5.53

Source: Faculty of Economics, Podgorica and RCEF, 2008.

If we disentangle owners into two big groups, state (direct and indirect state
ownership through privatization funds is higher than 25%) and privately owned
(direct and indirect state ownership is lower than 25%), reveals that privately owned

firms invested more than 15-times more in fixed capital comparing to firms under
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the state control and 2-times more in R&D in the period of 2002-2007 (Table 34).
Privately owned firms invested more also in other two components of strategic

restructuring, marketing and training, but results are not statistically significant.

Table 34: Investment in strategic restructuring in private and state owned firms in

the period of 2002-2007 (in percentage of total revenues)

Group N Mean | T-test Sig.

Private owned 118 106.37
State owned 111 7.38

Fixed capital Average 229 58.39| 1.857 0.032b
Private owned 123 0.55
State owned 129 0.27

R&D Average 252 0.91 1.711 0.044b
Private owned 147 2.06
State owned 130 0.91

Marketing Average 277 1.52 1.206 0.114
Private owned 140 0.65
State owned 136 0.32

Training Average 276 0491 1.190 0.117

Source: Faculty of Economics, Podgorica and RCEF, 2008.

Note: (a), (b) and (c) represent the statistical significance of coefficients at a level of risk of

1%, 5% and 10%, respectively.
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4. Final Observations

Based on our results of the corporate governance and the restructuring process in

107 Montenegro companies we can make at least following observations:

1.

Regardless of the company type (public or private company) the results
show that the observed period (2002-2007) can be characterized as the
period of growth. Both, the productivity variable measured as the real
value added per employee and the share of revenues in foreign markets are
exhibiting upward trend. The increasing real value added per employee
indicates that companies can distribute more funds for wages and profits
and allocate also more money in order to finance investment by internal
funds, while the increasing share of revenues in foreign markets shows that
both company types are putting more emphasize on foreign markets. This
is especially important for small economies because it signals the higher
competitiveness of domestic firms. However, the improvements are
marginal and can not be characterized as stable (the period of growth can
also be due to the inflow of capital from abroad and expansion in the
world economy). Still, the results show that companies with less than 25%
of ownership of government or government funds invest much bigger
share of their revenues in strategic restructuring as companies in which
government has (directly or indirectly) more that 25% of ownership.
Hence the privatization process in Montenegro after year 2002 was
successful since it leads to the growth of average company in both
company types.

Despite the fact that the observed period is the period of growth, the
analysis revealed that it took place in the conditions of rent seeking

behavior. First of all, many companies that underwent mass voucher



privatization (MVP) at the beginning of 21st century are not observed any
more in year 2008. Out of 225 firms set for MVP in year 2000, only 127
companies were still operating in 2008. Despite the claim, that the
condition of Montenegro economy in year 2000 was not promising
resulting in the decision for accelerated privatization process, drop out rate
is too high. The anecdotic evidence shows that many companies stop their
operations due to liquidation or bankruptcy. These procedures were not
transparent enough, and it wasn’t clear why and what has happened with
such companies, their properties or part of their property. Also among
sixty public joint-stock company, that were included in our survey, a few
companies are in bankruptcy proceedings, that has been going on for long
period, and from the information gained it is not evident what will
happened with them. There is a general belief that with adequate processes
of MVP privatization, one would be able to avoid embarrassments and
would be able to achieve better socially efficient results. Furthermore, the
analysis of companies in KAP cluster (KAP, Luka Bar, JEP, Zeleznice,
Rudnik boksita in Rudnik uglja) reveals that productivity increase was in a
large degree due to the low price of electricity. Together with relatively
good conditions in the world market of aluminum, it enabled firms in KAP
cluster that were constituting an important part of Montenegro economic
activity to extract rents. The rents were initially shared among the workers
in a way of higher wages and later on also among the new owners of KAP.
When the government increased the price of electricity that was set in the
contract between government and new owners of KAP, the dispute
occurred. Third, also the analysis of the private companies (limited liability
companies) reveals the rent seeking behavior. The private firms that were
able to obtain loans from the Development Fund are less successful if

compared to other private firms. This raises the question if more favorable
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conditions received “proper” companies (some companies that received
loans from Development Fund and were selected in our sample were not
participating in our survey due to different reasons). Finally, also the group
of other private companies is not so “innocent”, since among them two
companies (outliers) are extremely successful and have tied relations to the
government. The transparency of procedures, connected with the
democratic supervision is the only way that the privatization process does
not end up in the »cowboy capitalism., the government needs to devote all
attention to provide sufficient transparency, taking in account the past
experience.

The efficient mechanism of corporate governance in Montenegro is still in
the process of establishment. On one side it’s the result of the ownership
transformation, while on the other side it was a consequence of the entry
of new private companies in the market structure. The result show, that
Montenegro is experiencing fast concentration of ownership and control,
which puts Montenegro among the countries with insider corporate
governance system. This leads to important question of how to protect
minority shareholders. The great examples are minority shareholders from
MVP privatization in public joint-stock limited companies that do not
belong to companies in KAP cluster. Namely in these companies, the share
of ownership of minority shareholders did not decrease significantly and at
the end they are left to the passive monitoring of activities in these
companies. However the further process of privatization should be closely
monitored since it is urgent to protect at least the minority shareholders. In
the internal system of corporate governance the capital market with its
liquidity will not provide the socially desirable outcome.

High degree of replacements of the presidents and the members of the

Board of Directors in public joint-stock companies are in certain degree



the feature of the turbulent period in all transitional economies. However,
these replacements rates are especially high in Montenegro economy. It is
interesting that the replacement in some companies occurred also more
than once per year and that are mainly occurring from ‘inside’. This means,
that the president of the Board is usually replaced by someone, who has
been already employed in the company. Because the replacements occur
less often in public joint-stock companies with better performance
indicators, we can not assess the mechanism of corporate governance in
public joint-stock companies as inefficient one.

The concentration of ownership is present also in private limited liability
companies. The later ate also experiencing the trend of increased
ownership by foreign investors. This is either a result of strategic
partnership with foreign company or the sale of company to the foreigners.
Based on these companies we can again conclude that Montenegro belongs
to countries with internal corporate governance system.

As already stated, the public joint-stock companies made in observed
period on average the step ahead. Mainly they were able to reduce the
number of employees (defensive restructuring) which contributed to the
growth of the productivity in a large degree. Let us mention that on
average companies in KAP cluster are more productive and employ more
workers if compared with other public joint-stock companies. The process
of strategic restructuring in public joint-stock companies was based mainly
on investment in physical capital, while there is almost no investment (with
few exceptions) in soft capital. This is pointing the transitional nature of
restructuring in these companies and is accordance with the theory
(Roland, 1996, 2000) indicating, that in the conditions of undeveloped
tinancial markets and transitional ‘ownership’, the companies will take care

of urgent investment, that will enable the renewal of existing physical
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capital stock, needed for uninterrupted production, but not for new major
investment. This is obvious also for companies in KAP cluster. At
relatively good position on the world market of aluminum in last period,
Montenegro managed to assure the operation of supply chain, at which the
‘low’ price of electricity and the ‘sponsorship’ of state played the role of
disturbing factors almost for the whole period under the study. Better
education structure of management in companies in KAP cluster
compared to other public joint-stock companies , points out, that the
government, as long as companies were in her majority property, were
contributing to the maintenance of the system also with the personnel
policy. Collateral damage was as a result of larger union organization and
reflected also average higher wages in KAP cluster as in all other groups of
companies. Since government decided to sell KAP and Rudnik boksita to
foreigners, also the minority shareholders of those companies were able to
sell their shares. The shares were tradable goods, which was usually not the
case in public joint-stock companies that did not belong to KAP cluster.
Hence, companies in KAP cluster were worth more as public joint-stock
companies that did not belong to KAP cluster. Later consists of very
heterogeneous companies: firms in bankruptcy, outliers that are based on
strategic restructuring indicators among the best performing in our all
sample and companies for which based on the available data we were not
able to judge their future fate.

The private companies are on average smaller and younger than public
joint-stock companies. The results reveal that private companies are on
average performing better as public ones. This holds also for indicators of
productivity and financing. At private companies we can also trace the
larger submission of outside funding. Regarding the employment, the

results show that private firms are increasing the employment which is



definitely a positive sign. However, this is mostly likely causing that
productivity in private companies’ declines over time. The positive
employment trend in private companies can be explained by at least two
factors. First government bodies aggravated unofficial hiring in these
companies. Second, the very likely strategy of these firms is, that once they
discover business opportunities that result in the growth of revenues, they
employ, with certain delay, new workers in order to do works, that they are
presenting themselves.  In respect to strategic restructuring, the
investments in physical capital (as a percentage in revenues) are, compared
to public joint-stock companies, lower. This is understandable, because
they are smaller and they do not operate in technologically intense
industries. Generally, private companies have lower labor costs, which can
be ascribed to smaller negotiating strength of the employees. Noticeable
larger stress put private firms to investment in soft capital (R&D,
marketing, education). Also this reflects their larger market oriented
attitude, although it is possible to object to this in a certain degree, because
they are achieving larger share of their sales (compared to public joint-
stock companies) on domestic market. The movements in the direction of
larger sale on foreign markets are noticeable, however they are
comparatively small. Managers of private companies are on average
younger and they have longer internship on position as managers in public
joint stock companies.

Private companies that gained loans from Development Fund are on
average older and are on average less successful as other private
companies. Also managers of these companies are older on average, they
have longer tenure and they are in company for a longer time. They are
also less educated as managers in other private companies. This may mean,

that they appeared already at the beginning of transition, when market
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processes because of different reasons (economic isolation due to war in
Yugoslavia) still did not run in larger scope and their connection with the
state was very tight. More educated businessmen entered afterward, with
the main purpose to utilize new opportunities. This is why market
dynamics of these companies is bigger. Also this group is heterogeneous
and consists of: (1) few outliers, that based on all indicators point out, and
(2) companies with foreign ownership that were formed with takeovers of
some domestic companies and that they made progress because of
comparatively high additional investments.

Although it is risky to make resolutions about the growth of companies in
different industries due to sample specific issues, some results are quite
indicative. It is noticeable, that based on productivity measures (sales on
employee and value added on employee) companies in trade and transports
on average achieve better results. Companies in manufacturing and tourism
(hotels and restaurants) are failing behind a lot. Public joint-stock
companies are, based on same measures of productivity, showing better
results in manufacturing, they are the same in transport, while private
companies are a lot better in trade and in tourism. Private companies are
prevailing generally in all industries in the employment growth. This
means, that private companies are generally better and as such privatization
process in Montenegro can not be refused. It is not urgent, that it goes on

all industries in equal manner and with equal speed.



5. Conclusion

In this study we analyze privatization effects on corporate governance and
restructuring process in Montenegro companies. The results of the corporate
governance and of the restructuring process in Montenegro enterprises are based
on the primary and secondary data that were collected from the 107 Montenegro
companies. Those companies accounted of around 30% of employment of
Montenegro economy. Due to small sample, our results are based only on
descriptive statistics (mean comparisons and t-tests). This represents the main
drawback of our study. Regardless of that, our results show that both types of
companies (public and private) in observed period (2002-2007) increased the
productivity (measured as the real value added per employee) and the share of
revenues in foreign markets. However, the improvements are marginal and can not

be characterized as stable.

Our analysis also revealed that marginal improvements took place in the conditions

of rent seeking behavior.

Next, the results also show that Montenegro is experiencing fast concentration of
ownership and control, which puts Montenegro among the countries with insider
corporate governance system. This leads to important question of how to protect

minority shareholders.

Further, our results reveal that the public joint-stock companies were able to reduce
the number of employees (defensive restructuring) which contributed to the growth
of the productivity in a large degree. Interestingly, the companies in KAP cluster
are on average more productive and employ more workers as the other public joint-

stock companies. The process of strategic restructuring in public joint-stock



a

companies was based mainly on investment in physical capital, while there is almost
no investment (with few exceptions) in soft capital. This is pointing the transitional

nature of restructuring in these companies

And finally, the analysis also shows that private companies are on average
performing better as public one. This holds also for indicators of productivity and

financing

Based on results we strongly believe that Montenegro government needs to tackle
two important questions. The first one is the question of what to do with the
companies in KAP cluster and with other public joint-stock companies. The new
owner of KAP set the initiative of the verification of the sales contract statements,
when the price of electricity adapted oneself to the market price. Problem is
difficult and has the economic and the political dimension. With the respect to the
economic dimension, the cost best analysis with the alternative proposals is
required. Different proposal have also different political risks. For example, closing
of the KAP will at the first moment lead to the fall of GDP in Montenegro, that
private sector might not be able to, even with the lower cost of electricity,
compensate initially. Costs of severance pays are in play as well, that would accuse
the budget of Montenegro and other social costs of such decision. The other
important question is the speed of the future privatization process with respect to
the protection of the minority shareholders in other public joint-stock companies
and also with respect to the other state property. Based on the results of our
analysis we advocate the case by case approach. It needs to be managed

professionally, transparent and subjected to public social judgment.
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