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Abstract

A lot of empirical studies argue that bank privatian has positive effect on bank
performance. The purpose of this paper is to goutin the bank privatization literature
and to test this argument in three fast-track ttemms countries (Czech, Poland and
Hungary).The empirical results of this paper inthcghat privatization does have
significantly positive effect on bank profitabilignd loan portfolio quality improvement,
but has slight effect with operating cost efficigme these countries. The research uses
ordinary regression to examine the relationshipvbet ownership structure change
( the symbol of privatization progress) and anmuirafitability, operating cost and non
performing loans respectively, additionally we useans of those three performance
indicators in CPH countries and put those threeatdrs together along with the mean
of ownership structure changes to test the coroelamong them. Overall, the findings
support the argument. As china is embarking onifstgmt bank privatization now, and
china shares a lot of sameness with the threetrast-transition countries politically
and economically, the researcher hopes this pagerhe somehow useful to china’s
bank industry.

Key words: bank performance under privatization, regression tests



1. Introduction

1.1 M otivation

After WTO entry in December 2001, China is embagkim a significant reform of
its banking industry, partially privatizing its damant “Big Four” state-owned banks

and taking on minority foreign ownership of thesstitutions.

In 2003 the government created China Banking RégylaCommission (CBRC)
to achieve better monitoring of the banking indystOther banking laws were
subsequently issued, including revisions of the51@®ntral Bank Law and 1995
Commercial Bank Law. Also in 2003, the State Cougicinted US $45 billion to Bank
of china (BOC) and China construction Bank (CCB)iriorease capital, instead of
writing off bad loans. New systems of external amérnal monitoring of asset quality

were also implemented.

Foreign investment in domestic banks became irftedsin 2003, under the new
rules, foreigners can own up to 25% of a domessiokb with any single investor
allowed up to 20%, with regulatory approval. Exaespbf strategic foreign investments
post-WTO includes Citigroup’s 4.6% share in Shanghalong Development Bank (a
Shanghai-based commercial bank, about 40% statedjwand a consortium including
Hang Seng Bank Ltd., IFC, took a 24.98% stake du#trial Bank (a southern Fujian

Province-based bank, 34% held by Fujian Provirfgiakau of Finance).
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In 2004, New bridge Capital Ltd. (a U.S. investooup) bought 18% stake of

Shenzhen Development Bank Co. (a national Shenzased listed bank), the first time
that foreign investors came to be the largest amdralling shareholder of a national
domestic bank. Hong Kong & Shanghai Banking Coapur{it of HSBC Holding PLC.)
also agreed to purchase 19.9% stake of Bank of Gonuations (the fifth-largest bank
in China, 23.76% owned by Ministry of Finance ofil@&t) and it secured the right to
double this share when regulations allow. Howeaéter the investment, the Ministry
of Finance increased its shares so that it renthimsargest shareholder, potentially a
sign that that the Chinese government remains arawtbout foreign investment in

banking.

The partial privatization has now spread to threthe Big Four banks.On June 17,
2005, Bank of America made a deal to buy a 9% stak€hina Construction Bank
(CCB, one of China's Big Four state-owned banks) @mmitted to invest a further
US $500 million to maintain its ownership level wh€CB proceeds with the planned
IPO. Bank of America also has a nonexclusive, 5y&@& option to increase its stake to
19.9% at the price of shares in the IPO. Bank ofeAoa's deal with CCB is the first
foreign equity investment in one of the Big Foumks that dominate banking in

mainland China (Wall Street Journal, Eastern edljtlune 17, 2005, pg. A.3).

At the same month (June 2005), China ConstructiankBsigned a deal with
Temasek from Singapore who would to pay US $1lohilfor a 5.1% stake and then
invest a further US $1 billion in shares when thalbgoes public. (International Herald
Tribune, 2005/9/21). In September 2005, Royal BahlScotland and Temasek have
agreed to buy each of 10% stake in Bank of Chir@GBsecond-largest among the Big
Four state-owned banks) (International Herald Tndgu2005/9/21). On Aug 31, 2005, a
group of foreign investors, including Goldman SaGheup Inc., American Express Co.,

and Allianz AG have agreed to purchase 10% shdri€3Bt€C (Industrial & Commercial
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Bank of China, one of China's biggest state-owrmtmercial banks) at the price of

more than US $3 billion.

China Construction Bank (CCB) has now gone pul@ic.October 20, 2005, CCB
issued 26.49 billion shares to investors in the di&ong stock exchange, raising HK
$62.25 billion (i.e., US $8 billion) with a groupf anderwriters including China
International Capital Corp., Credit Suisse Firsst®o (a unit of Credit Suisse Group),
and Morgan Stanley, thus becoming the first amorgy Bour to go public and the
largest issuer in the world among the IPOs thatewssued within last four years.
Moreover, Bank of America (which purchased a 9%kestaarlier in the year) has
promised to buy US $500 million of CCB’s sharestlie IPO, and Temasek (which
purchased a 4.49% stake earlier) said it will boyadditional US $1 billion of CCB’s
shares in the offering (Wall Street Journal, OctZID5, p. 1).

Eight city commercial banks had also reached ageeemith foreign investors by
September 2005. Foreign institutions have spenttab®&® $17 billion buying sizable
stakes in Chinese domestic banks over the past ylmars. The Chinese regulators are
considering further raising the permitted levelfafeign investment in Chinese banks.

(Wall Street Journal, Eastern edition, Sept 15520@. A18)

It is under such background that this thesis stutbe bank privatization in three
fast-track transition countries. But before we fpead, we need to ask why we choose
these three fast-track transition economies? Hett take a brief bird eye view on
Chinese banking system Pre-WTO entry. The Chinesalsst banking system was
established in the late 1940s following the systerthe former Soviet Union. Under
reforms begun in 1978, the banking system exparge@stablishing several large
state-owned commercial banks, and splitting the Bigr state-owned banks and the

lending functions from the People’s Bank Of Chitlae(central bank) .These banks
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were initially limited to only serve their desigedt sector of the economy as policy

lending for the government, and lacked incenticesdmpete. The asset quality of the
state-owned banks deteriorated significantly dutireg1990s, as the state-owned banks

made most of their loans to state-owned enterp(S8€&), which had little incentive to

repay.

Two major legislative reforms occurred in 1995. TI#95 Central Bank Law of
China confirmed PBOC as the central bank and sotislig reduced the influence of
local governments on credit allocation decisionse T995 Commercial Bank Law of
China officially termed the major state-owned bardss “commercial banks,” and
directed them more towards commercial businessdbasenarket principles instead of
policy lending. New banks also entered the markethe mid-1990s. By the end of
1999, there were 12 national shareholding commetmaks, with total assets of
1,447.7 billion yuan (PBOC 2000). The central goweent also allowed local
governments to establish local banks in the midd$3%y consolidating local rural and
urban cooperatives as city cooperative banks. Byetid of 1999, 90 such banks were

operating in China, with total assets of 554.7dnllyuan (PBOC 2000).

The Chinese government has been very conservatiadlowing foreign bank
entry. Foreign banks were first permitted to makpasits and loans in local currency
(i.e., yuan) in the Shanghai Pudong New Zone ir618¥ the end of 1999, 25 foreign
banks had permission to conduct local currencynassi, with totals of 21,813 million
yuan in assets, 11,341 million yuan in loans, a&d a0 million yuan in deposits. Total
assets of all foreign banks in China reached US8832million (nearly 272 billion
yuan) by 1999. Regulatory permission for foreigmestors to hold minority stakes in
domestic banks was forthcoming more slowly. Thst frase was in 1996, when Asian
Development Bank (ADB) bought a 1.9% stake in Cliwvarbright Bank3 (a national

shareholding commercial bank, majority state own&dit after WTO entry, Foreign
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investment in domestic banks became intensifiadleabave discussed above.

As Chinese banking system and political systenoWedd former Soviet Union
before reforms begun in 1978 and since then clena@nmy has experienced significant
change and rapid growth and this rapidly developmognomy has been intensively
market-oriented now, there are similar backgrouativben china’s economy and the
three fast-track transition economies (Czech RepuBbland and Hungary), it seems to

be logical for this study to focus mainly on bamk/atization in these economies.

1.2 M ethod

The purpose of this study is to examine the bamfopeance under privatization
in three fast-track transition countries, briefipoken CPH in this paper, namely Czech
Republic, Poland and Hungary. We choose these Gesrttecause there are similar
background between china and them as we have medtiabove. Besides, both have
similar inefficient banking sector and not well é&ped legal and financial

infrastructure.

Further, the profit efficiency findings of banks ahina suggest that in terms of
majority ownership, foreign banks are the most cedfit, followed by private,
domestically-owned banks, with state-owned insonhg — particularly the Big Four —
being measured as least efficient. These resudt@nsistent with findings for these
transition nations. The cost efficiency findingerfr china present similar evidences to
these three transition countries that state-ownetitutions have relatively high

measured cost efficiency — possibly due to govenirsgbsidies on the cost side.

Finally, similar investigation suggests any sulesdon the cost side are more than
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consumed by poor loan revenues as state-owned Hankes much higher rates of

nonperforming loans both in china and in these teem

The theoretical literature indicates that privateksa or in this case, privatized
banks should outperform government-owned banksWhather is there a relationship
between bank performance and privatization? Enaiegidence is needed to confirm

this theoretical hypothesis for banks in thesesiteon countries.

This paper assesses the effect of privatizationbank performance in these
countries over the period 1995-2004. CPH undertaakajor privatization program
during this period, divested banks constituting enttran 90% of total banking system
assets. However, this period was also charactetmedther major changes in the
financial system. We therefore evaluate the effetfwivatization on bank performance
relative to the commercial and all other banks mwrthe starting privatization,
privatization and post privatization period, namel995-2004. Specifically, we assess
the performance of privatized banks, i.e. the retur assets (ROA) as well as the share
of non-performing loans (NPL), operating cost (O€Jative to other banks in the
financial system and relative to their performaheéore privatization.

We use state ownership structure change as theadyohlprivatization and three
indicators (ROA,NPL,OC) as the symbols of bank @enlance and apply different
ordinary regression tests on state ownership cdt ank performance. Our results
indicate performance improvement due to privataaglthough the results are subject
to some research limitations. First, poor data ijuatakes it not so easy to find very
significant relationships between bank characiesssuch as ownership and bank
performance. The fact that we find significant aoldust relationships in spite of these
shortcomings makes us more confident in our finslirffecond, limited information on
the privatization transactions and the individuahks limit our analysis to a primarily

statistical one. We try to offset these hurdlehwithorough sensitivity analysis.
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The remainder of the paper is organized as folld®extion 2 offers theoretical

background on bank privatization. Section 3 dessrilour sample data and the
methodology to test the effect of privatizationlmnk performances. Section 4 presents
our main results and analysis confirming the pesieffect of privatization on bank
performance .Section 5 concludes our discussion rasearch. We analyzes the
relationship between ownership structure change &wah portfolio quality,
profitability ,cost efficiency by using 576 annuabservations over 1995-2004 on
commercial and all other banks in these three cmsnthat have been privatized and to

provide the support about effect of privatizationb@ank performance.

1.3  Hypothesis

Before this paper, lots of empirical researcheshis issue suggesting that there
has been existing a positive effect of privatizatm bank performance. This research is
based on a deductive approach to data collecti@htesting of significance about
privatization. We mainly collect data of state owaigp change (Privatization), return
on assets, operating cost, non performing loang (three indicators of bank
performance) from banking sector performance anmapbrts made by Financial
Supervision Authorities, National banks and bangoamtions in CPH countries, as
well as annual reports of individual large bankgro¥995-2004. Following the above
background, now this paper has its own questionetdr there is a relationship
between bank performance and privatization? Thezgethe hypothesis to be tested in
this research is:

HO: Bank privatization improves bank performance.
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2. Review of literature

2.1 State owner ship versus private owner ship

There is an enormous theoretical and empiricatditee on state versus private
ownership of non-financial firms. This is surveyedMegginson(2005). Economists
have offered four principle reasons why state osimerwill be inherently less efficient
than private ownership. First, SOE managers wilehaveaker and adverse incentives
than will managers of privately owned firms becanseandividual or group has a clear
interest or stake in the assets of the enterpasd, thus will be less diligent in
maximizing revenues and minimizing costs. Secotate enterprises will be subject to
less intense monitoring by owners, both becausmltdctive action problems-potential
monitors have less incentive to carefully obsenamagerial performance because they
bear all the costs of doing so but reap only atifvacof the rewards-and because there
are few methods of effectively disciplining SOE ragers in the event that sub-par
performance is detected. Third, the politicians whwersee SOE operations cannot
credibly commit to bankrupting poorly performing BS) or even to withholding
additional subsidized funding, so state enterpiiisegitably face soft budget constraints.
The final, and in many ways most compelling, ctiggpf state ownership is that SOEs
will be inefficient by design, since they are ceshspecifically so that politicians and
bureaucrats can maximize their institutional andiviual self-interest and power
rather than the wider public interest in societhe3e theories fit with the empirical
findings that state-owned enterprises have beeth inséeveloping countries to finance
politically motivated projects or provide subsidizenance to favored groups, and that

they open too many offices and hire too many eng#sy( Kikeri, Nellis, and Shirley
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1992 and World Bank 1995). The logical conclusidrin@se theories is that the State

should leave productive activity to the privatetsecin recent years, a large number of
studies have examined the state versus private rehipeof banking, and the overall

picture points to a similar conclusion.

State ownership of banks varies widely by regi@esprding to data from the BCL
surveys of banking. South Asian (SAR) countrieseh#he highest share of banking
sector assets held by government-controlled bdokewed by the transition countries
of Europe and Central Asia (ECA), Africa (AFR), iratAmerica and the Carribean
(LAC), East Asia and the Pacific (EAP), the Middtast and North Africa (MENA),
and finally, the OECD countries. During the pastygars, over 250 commercial banks
have been fully or partially privatized by govermiteof 59 countries. The extent of
privatization of state-owned banks has varied widBrom 1999 to 2002, Africa had
the steepest reductions in state ownership of hagiksring the extensive privatization
in ECA and LAC earlier in the decade. East Asia Hrel OECD countries maintained
their levels of state ownership, while South Asid MENA showed slight increases in
state ownership, partly because of state intergenith some troubled private sector
banks. The impact of privatization on the bankiagtsr performance has varied across
countries and among banks, obviously dependingmiong other factors, management,
regulatory and supervisory structures, degree ofpatition and the differences in the

way the banks have responded to competitive pressur

In general, it seems that bank privatization has daignificantly positive impact
on the banking sector as a whole. Bonin et al. $20@st whether privatization
improves the financial and operating performancehefl0 largest banks in each of the
six central and east Europe transition economiesr ¢ve period 1994-2002. After
unsuccessful partial privatizations in the earlyl anid-1990s, most of the privatized

banks were recapitalized and then sold to foretgmtesyic investors. Their dataset has
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471 annual observations, and they document sigmifiperformance improvement after
privatization. They also find that privatized bartksgin to compete successfully for
fee-for-service businesses. The performance ofapred banks in the late 1990s is
significantly better than state-owned banks andobms comparable to foreign
Greenfield banks. The most significant impact a¥aiization on commercial banks in
the Caribbean has been in the area of customercseamnd product innovation. Most of
the banks that have been privatized indicate thatet has been a considerable
improvement in customer service. This has beerctdtl in better range of products
and services to customers. Many banks have noaduted efficient delivery channels,
such as Automated Teller Machines (ATMs), debitdsaand some are now in the
process of introducing internet and electronic lr@gkAll of these have been made
possible by the rapid development in informatioohtelogy. Customer service has
become increasingly the main area in which bankkerregion compete. The collusive
behavior of banks in determining interest rateswadl as the lack of product
differentiation have forced the banks to improveirttcustomer service significantly.
( ECONOMIC COMMISSION FOR LATIN AMERICA AND THE CARBBEAN
2001)

La Porta et al.(2002)find that Government ownerstepard financial system
development and restrict economic growth ratedidrigiovernment ownership in 1970
is associated with significantly slower subsequimancial development and lower
growth in per capita income and productivity. Boeiral (2002) examine the impact of
ownership structure on bank performance in thetrsigsition economies of Bulgaria,
Crotia, the Czech Republic, Hungary, Poland and &woa) they find robust evidence
that profitability is higher for fully private baskthan for banks with some state
ownership. Barth et al (2004) argue that governnesniership of banks is negatively
correlated with favorable banking outcomes and tpedy linked with corruption.
However, government ownership does not retain a@epandent, robust association

with bank development, efficiency or stability whether features of the regulatory and
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supervisory environment are controlled for. On ttkeer hand, there is certainly no
evidence, even in weak institutional settings, tigatvernment-owned banks are
associated with positive outcomes. Cornett et 8D82 test performance difference
between privately owned and state-owned bankxteesn Far East countries from 1989
through 1998, they find that state owned bankssagrificantly less profitable than

privately owned banks due to state banks’ lowertabmtios, greater credit risk, lower
liquidity and lower management efficiency. Whileettperformance of all banks
deteriorates significantly at the beginning of #hglan economic crisis in 1997 and
1998, state bank’s performance deteriorates mame thd that of private banks and
performance differences are most acute in thosentdes where government

involvement in the banking system is the greatéstnomic growth is also slower in

these countries, and there is less financial deveémt. Weintraub and Nakane (2005)
go through the privatization experience of rougbhp Brazilian banks over the period
1990-2001. The authors find that bank size and osing are important determinants of
productivity. In particular, they find that statevieed banks are significantly less

productive than private banks and that privatizasmnificantly increase productivity.

The most common findings for developing nations #w& on average, foreign
banks are more efficient than or approximately #yguetficient to private, domestic
banks. Both of these groups are typically foundéeosignificantly more efficient on
average than state-owned banks, but there aretivasaon all of these findings. To
illustrate, some research using data from the itiansnations of Eastern Europe finds
foreign banks to be the most efficient on averdgiggwed by private, domestic banks,
and then state-owned banks (Bonin, Hasan, and \Wa20805a,b). However, another
study of transition nations finds the mixed redhlat foreign banks are more cost
efficient, but less profit efficient than both pabe, domestic and state-owned banks
(Yildirim and Philippatos 2003). Claessens, kuntl afuizinga(1998) examine the

extent of foreign ownership in 80 national markatsr the 1988-1995 period, and find
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that foreign banks achieve higher profits than detineébanks in developing countries.
Clarke et al (2001), Majnoni et al(2003),Bonin €{2005) and Djankov et al (2005)
document similar findings about foreign bank owhgr's efficiency. A study using 28
developing nations from various regions finds fgnebanks to have the highest profit
efficiency, followed by private, domestic banksdathen state-owned banks (Berger,
Hasan, and Klapper 2004). For cost efficiency,gheate, domestic banks rank higher
than the foreign banks, but both are still much enefficient than state-owned banks.
Two studies using Argentine data (prior to theisri;i 2002) find roughly equal
efficiency for foreign and private, domestic banled that both are more efficient on
average than state-owned banks (Delfino 2003, Be@jarke, Cull, Klapper, and Udell
2005). A study employing Pakistani information fntbreign banks are more profit
efficient than private, domestic banks and stateemvbanks, but all of these groups
have similar average cost efficiency (BonaccorsPditi and Hardy 2005). Finally, a
study of banks in India finds that foreign banke amore efficient on average than
private, domestic banks (Bhattacharya, Lovell, &athay 1997). Bonin, Hasan, and
Wachtel (2005) provide evidence that on averagejda banks are more efficient than
domestic banks in developing countries. Foreignkbameadquartered in developed
countries have generally superior managerial eigaéeixperience, access to capital, use
of hard-information technologies, and ability taefisify risk in most developing host

countries, where domestic institutions have notaed comparable skills.

In sum, state owned banks are less efficient thiasately owned banking sectors,
foreign banks are more efficient than or approxetyaequally efficient to private banks
and state domination of banking imposes increagirggvere penalties on those
countries with the largest state banking sectord, the question is under what
circumstances privatization of banks will improverformance over continued state

ownership.
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2.2 Circumstances for a successful privatization

2.2.1 Theinstitutional framework matters.

Although there are strong theoretical argumentgagatate ownership, but it does
not necessarily follow that privatization will cutbese problems. In any event, a
number of countries had already learned the desnefifpublic ownership of banks.
Inefficient operations and banking failures wer@wgh testimony of the demerits of
State ownership of banks in many countries. In, factmany developing countries, the
issue was not whether financial sector privatizatdas necessary, but the institutional

framework in order to maximize the benefits frora firocess.

A lot of studies believe that Political objectivepoor information, and
principal/agent problems, underdeveloped capitalrketa, weak court systems,
inadequate procedures for bankruptcy or takeowvervetl all prevent privatized firms
from performing efficiently, especially in develogi countries where these market and
institutional failures are common (Adam, Cavendiahd Mistry 1992; Caves 1990;
Commander and Killick 1988; Cook and Kirkpatrick889 1997; Stiglitz 1999). From
1991 to 1997 Mexico has conducted two experimeriits #¢ banking system, the first
experiment failed and the second experiment wasp@d@nting . The first one led to a
banking system that became insolvent within fouargeand that had to be bailed out at
a cost estimated at $65 billion. The second onelymed a banking system that is
profitable and stable, but that is risk averséhdrefore extends only modest amounts of
credit to firms and households. The ratio of pevagctor lending to GDP in Mexico is
only 11%, an extraordinarily low figure in relatsinp to that of other middle-income
developing countries. There were two fundamentaldl in the Mexico privatization

experiment. The first flaw was that Mexico had wealktitutions to assess the
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creditworthiness of borrowers ex ante and enfdneecontract rights of bankers ex post.

The second flaw was that the Mexican governmergdacserious fiscal crisis and thus
sought to maximize the prices at auction for thekisapolitical economy fundamentally

shaped the process of privatization. In order toMgxico’s bankers to pay high prices,
however, the government was compelled to makeiassef decisions that reduced the
incentives of bank directors, bank depositors, badk regulators to enforce prudent
behavior by the privatized banks. Consistent wilgoal of maximizing prices on offer,

the government also did not bring Mexico’s accaumnstandards in line with generally

accepted accounting standards. (Stephen Habej 2004

Chile was the forerunner and had privatized 190®&gate-owned banks by 1973.
However, the initial phase of privatization in Ghiled to a financial crisis, as the
prudential and regulatory framework was ill-suitedhe fairly rapid liberalization. This
led to renationalization and eventually to a seceasle of privatization that was more
successful. Argentina, like other Latin Americaructries, was affected by banking
sector problems, including the low mobilizationd&posits, and non-performing loans
provided the impetus to privatization. Privatizatiwas so widespread that by 2000,
State-owned banks had declined to 15 from 40 in199®razil also, the government
continues to privatize State-owned banks. In 2006,large regional banks, Banestado
and Banespa were privatized. Meanwhile, in PerncBaContinental made a public

offering of shares amounting to US$256 million 895.

Even in the Least Developed Countries (LDCs), alemof financial reforms and
liberalization policies were undertaken aimed a¢p#ming the financial sector and
increasing available resources for investment. Alnadl of the LDCs have allowed the
entry of new private sector banks and non-banknfire institutions. Again, the
privatization were not gone successfully becauswadk regulation and supervision,

not well developed financial and legal system. {@ibridge and Gayi, 1997).
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2.2.2 Macroeconomic stability matters

In most of the Asian developing countries, increlggsevate sector participation in
the financial sector was associated with greatemitial depth, measured by growth in
bank deposits and broad money supply (M2) to &DRis was because many of these
countries had attained macroeconomic stability,civtprovided a platform for growth
in the financial sector. In Bangladesh and Nepal,ifistance, bank deposits grew by
around 8 percentage points of GDP between 19851888. Financial depth improved
in some African countries, such as Botswana andntdgabut weakened in others,
including Tanzania, Zambia and Malawi. The worsgngituation in some of these
countries, in any event, stemmed not from pureharicial difficulties, but from
macroeconomic instability, particularly high inflad and public sector deficits, and

political instability in others.

2.2.3 Privatization mode and strategies matter

Economists have long noted the importance of ptggequencing financial sector
reform and liberalization. The sequencing may beiddd into three stages
(Sundararajan, 1994 and Alexan@eml, 1995). The fist stage is preparatory such as:
Introduction of a minimal program of financial nestturing policies to deal with fixed
rate loans, selected nonperforming loans, capidalgaacy and subsidized selective
credit; Review of legal and organizational arrangeta for banking supervision;
Strengthen the licensing and entry regulationsprndn place a framework for orderly
intervention and liquidation of banks. The secortdge is to initiate market
development including: The reform of commercial bbaecounting and bank reporting
systems; The prudential regulations, particuladgnis classification and provision,
credit concentration limits, credit appraisal gliles and foreign exchange exposure

rules based on new accounting standards; Strengjfteerapital adequacy norms in line
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with bank restructuring strategy; Active pursuitloétitutional development of banks,
Formulation of a comprehensive program of bankruesiring, bank liquidations, loan
recovery and loan workout arrangements; Implemiemtatof simple financial
restructuring policies for banks. The third stagetd strengthen financial market
Continuation of comprehensive reforms to fosterkband enterprise restructuring
systematically in lines with the program designedhe second stage. Recapitalizing
and restructuring of state-owned banks followeddigpby their privatization to an
independent strategic investor aligns incentivesp@rly. Restructuring must include
both a clean up of the balance sheet and a charnme going lending practices to avoid
moral hazard problems of continuing bailouts. Hffex methods of dealing with bad
loans prior to or during the privatization processe essential. The early
recapitalizations of the Czech banks were not geele because non-performing loans
and soft lending practices continued and futuréobts became necessary. By contrast,
the continual recapitalizations of Hungarian bankse successful because bad loans
were ultimately written off completely and privaiton to independent foreign strategic
investor rapidly left Hungary with the strongesinkiag sector in the region .In a
number of Caribbean countries, including Jamaite Netherlands Antilles and
Trinidad and Tobago, improper sequencing of refolans regulation led to bank
failures that impacted negatively on the finand@attor for some timeE£CONOMIC

COMMISSION FOR LATIN AMERICA AND THE CARIBBEAN 200}

The credible transfer of control from the statéhis crucial aspect of a successful
bank privatization program. During the first unsessful round of privatization in the
Czech Republic and Poland, when the governmentsstdid more of its shares,
Performance improved somewhat, but the subsequeastdure of all government
shares led to unambiguous performance gains. Camgpaanks within Brazil and
Nigeria leads to a similar conclusion: governmenhership is associated with weaker

bank performance. Performance improved in Brazilily privatized banks but
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remained unchanged in the state restructured b@dsk, Crivelli, and Summerhill

2003). Poland lost its credibility with an incorteist policy that switched from

attracting a strategic foreign investor to attemgtio arrange two large politically
motivated bank mergers, and thus, delayed thisiartransfer of control and finally

slowed the momentum of bank privatization due fea of foreign dominance of the
banking sector. Hungary, on the other hand, gaanedibility when it ceded control of

its largest banks to strategic foreign investoronsaafter recapitalization and
restructuring (Abarbanell, Jeffrey S. and John &iB 1997). Voucher privatization in
Czech Republic resulted in the transfer of less ftiifay percent of the bank shares to
individual and investment funds with no dominamat&gic owner emerging and the
dispersed ownership is not conducive to achievhmg grimary goal of independent

governance. (Snyder, Edward A. and Roger C. Korm&p@i7)

Foreign ownership and participation is an essertral inevitable part of bank
privatization. Fundamental reasons why foreigntegia investors are important to the
banking industry are such that Foreign ownershipshelarify private sector control
independent of the government, transfer modern ibgnkechnology, increase
competition and the international integration ofaincial markets , reduces the potential
for politicization of bank lending and the likelibd of financial crises and Foreign
banking interest is a genuine market test of tHeevand soundness of domestic banks
etc. (Bonin et al 1997).Hungary has been more anumstating on this issue and now
has the strongest banking sector in the regiorarfélohas been slower to recognize the
importance of foreign participation in banking tmaoth its way into Europe. The
Czech Republic is yet to acknowledge fully the isseey role of foreign banking.
Privatization to insiders has been relatively unsssful. Privatized firms in transitional
economies will be less efficient if they were stddtheir managers and workers since
this may prevent necessary restructuring and loagtital infusion (Earle et. al. 1995;

Barberis et al 1996; Dyck 1999; Claessens and @yai®99; and Nellis 1999).
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2.3 Factor s affecting bank privatization

Economic factors are significant determinants ohkoarivatization in both
developing and developed countries. A common oibjealf privatizations is to raise
revenue for the government. Haber (2005) and Vedeuet al (2000) find that
governments appear to structure SOB privatizatiorerder to maximize the proceeds
from the sale. Governments frequently use the magdrom privatization to offset
budget deficits.( Megginson et al 1994) Poorly perfing banks are more likely to be
privatized than those performing well.(Beck et @D2, Berger et al 2005, and Clarke
and Cull 2002)Governments facing an economic ¢r&gish as systemic bank failures,

are more likely to privatize. (Clarke and Cull 192902 and World Bank 1995)

Privatization through public share offerings canmpstart stock-market
development and trigger gains in economic growttl afficiency. For example, the
privatization of large banks through share offesispould enhance the liquidity of the
nation’s equity market. With more shareholders, nierket becomes more efficient.
This encourages more firms going to public and dapital market experiences rapid
growth.(Perotti and Oijen 2001, Subrahmanyam amichdn 1999) A government may
also use SOB privatizations to enhance the couspgivate banking sector. (Boehmer

et al 2005)

Higher levels of provincial unemployment and higsbares of public employees
reduces the likelihood of privatization.(Clarke a@dll 2002) Larger banks are less
likely than smaller banks to be privatized.(Clarked Cull 2002) In addition to
economic characteristics, political and legal festalso influence the privatization
decision. (Denis and McConnell 2003) Politiciansate to privatize when the political
benefits of privatization exceed the political cof€larke and Cull 2002 ). Less stable

governments may lack the ability to effectively @k property and contractual rights
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and thus more possible to privatize banking sec{@&#&nsson1998, Clauge et al 1996)
Since politicians who are more accountable to woteay be less willing to expropriate
value from SOEs, these politicians should view giization as a more viable option.
Therefore, greater accountability to voters, byitimg the ability to extract political

benefits from SOBs, should increase the likelihobdrivatization.

Beck et al (2001) identify the economic orientatioh each country’s ruling
government, classifying right-wing governments lagse that favor less state control
over the economy and left-wing governments as thbae exert more state control.
Megginson et al (2004) use similar measures ofladgoand find that a government’s

economic orientation figures significantly in itsyatization decisions.

After examining the political economy of sales bfrteen banks by Argentine
provincial governments after the passage of thal A@91 Convertibility Act, Clarke
and Cull (2002) conclude that overstaffing tends rémluce the probability of
privatization because the post-sale staff cuts ededll be too politically painful and
that the onset of the Tequila Crisis in 1995 inseehthe likelihood of privatization by

raising the financial costs of continued state bautbsidization.

2.4 Method to privatize

Governments usually choose one of three techniqoiegrivatize: asset sales,
share-issue privatization, or voucher privatizagion

Boehmer et al. (2003) examines 270 transactioms &b countries over the period
1982-2000, which raised a total of €119 billion ftivesting governments, find that
46.7% of these sales are executed using SIPs, ti@leemaining 53.3% employ asset
sales. Public offerings of equity in the banks leaddiffuse ownership that favors

entrenched management. IPO privatization usuafivlte in only a partial government
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divestiture of state ownership and in dispersederslmnp. Hence, they fail to create an

environment for the development of a modern, inddpat banking sector. In weak
institutional environments share offerings prodimeer performance gains than direct
sales to strategic investors; SIPs in less devdl@oentries (Czech , Egypt, Poland ,
Nigeria ) were less successful (Bonin et al. 20@3pss country analysis in Otchere
(2003) also shows few or no performance gains mk&aold through SIP. Problems
arise because of the underdeveloped infrastruéburieandling the processing of claims
from a large number of small owners and due toldlck of absorption capacity of
nascent domestic capital markets in which bankkstalominate market capitalization.
In such instances, bank SIPs may be prone to mar&atpulation, true reform of the
banks may be delayed and the government may nlizaees much revenue from the

privatization process as it could.

The attraction of privatization through asset smethat such a transfer of
ownership and control facilitates necessary changesianagement, often transfers
knowledge of modern banking techniques, and pramsgch needed capital injections.
Control is transferred from the government to a wewmer with the skills and financial
capability to develop an independent, efficient kbbaHowever, governments find it
difficult to set a price for this control. If theipe appears to be too low, the government
is accused of giving away the bank to a powerfougror to a foreigner. If the price is
too high, or if a hesitant government restricts dfir of control of bank assets and
activities, there will be little interest from stiegic investors. To further complicate the
iIssue, potential investors who have the resourges iaterest in making hefty
investments in not so healthy banking firms areerofforeign financial institutions.
There may be significant political resistance toefgn ownership of the domestic
banking system. Asset sale often involve lengthgotiations, which delay the

privatization of the banking sector.

In theory, voucher privatization provides a spetrdnsfer of ownership using an

egalitarian process that does not favor any paaticiterest groups. Furthermore, it
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avoids the need to set a price administratively toe transaction. The clearest

disadvantage is that the transaction does not gecany revenue to the government or
lead to any capital infusion to the privatized haktoreover, this method is likely to
result in dispersed ownership and it is not congito achieving the primary goal of
independent governance. As designed in the Czephlie, voucher privatization of
banks resulted in the transfer of less than figycpnt of the bank shares to individual
and investment funds with no dominant strategic evamerging.

Both SIPs and voucher privatization provide attvactelatively quick means for
the transfer of partial ownership but that is nu sole goal of privatization. These
approaches do not facilitate the development ohdependent market-oriented banking
system. Such development requires a transfer dfaoof the bank and its assets to a
strategic investor with the incentive to modernitbe banking business. Although
fraught with potential political problems, the radé a strategic investor is crucial and
recent developments in transition countries sugtyest this has now been accepted.

(Bonin & Wachtel 1999)

25 A brief description of bank privatization in three fast-track transition

countries (Czech, Poland and Hungary)

Before transition, banking sectors were designedetve for a centrally planned
economy in these three countries and were usualiynented functionally. A state
savings bank, with an extensive branch network, collecteédually all household
deposits. A foreign trade bank handled all transastinvolving foreign currency. An
agricultural bank provided short-term financing tbe agricultural sector. A
construction bank funded long-term capital projeatsl infrastructure development.
During the first half of the 1990s, the first stepbanking sector reform in the three
countries involved creating a two-tier system vattimmercial banking activities carved

out of the old central bank, the new banking sactorthese countries consisted of the
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newly created commercial banks and the specialbkdyaboth types having universal
banking licenses, along with a few foreign greaidfibanks and many relatively

undercapitalized domestic private banks under taryeequirements.

The three countries embarked on significantly défeé bank privatization
programs. Even before the political change, the gduan government had allowed
three foreign banks to operate in the country fro®85. By the end of 1994, the
Hungarian foreign trade bank had been purchasea lbgreign owner and foreign
investors held about 20% of total banking assetslungary. During the 1990s, the
initial phase of the banking sector’s reform wassmidation. As the first step, the state
executed a portfolio cleaning in 1992 1993. As ctidation failed to solve seral
problems, full recapitalization of the Hungariambkiag sector became indispensable.
After the successful reconstruction and stabilorgtithe government decided to
privatize commercial banks. Privatization aimed atitract mainly foreign strategic
investors in order to get access to the necessahyological background, know how
and management skills. After 1990s, the Hungariiaantial system began to develop
rapidly. At present, approximately 80% of the tokdlingarian banking sector is in
foreign hands as a result of the above describe@tmation process. Of the foreign
investors, 85% is strategic investor: these areniydoreign banks and other financial
institutions. The remaining 20% is controlled byvate investment companies and very

few is controlled by state hand.

The starting conditions were not favorable for t@zech financial sector.
Compared to the other post-communist countriessthetion of the Czech banking
sector was even more complicated. At the beginointpe transformation, the SBCS'’s
(Central bank then) monetary policy relied mostlyamministrative instruments. In line
with the development of the payment system thigasibn steadily changed and the

SBCS/CNB moved to standard market instruments.9®21 Act on SBCS (22/1992)
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and Act on Banks (21/1992) took effect — specifarabf banking license and banking
supervision, fines, credit exposure rules, requoapital of bank increased from CZK
500 million to CZK 300 million . In 1994, Act on Bks amended — CNB empowered
to lower capital of bank, conservatorship bettercHjed, deposit insurance established,
required capital increased to CZK 500 million; CN8sued regulation on loan
classification and provisioning. In 1996, Regulation bank loans issued (new risk
weights for KoB, NPF and EGAP). In 1999-Stabilipati Program, CNB issued
regulations on capital adequacy of banks incorpugatredit and market risks (effective
1 April 2000) and on supervision on consolidatedisaan 2001, Act on the CNB and
Act on Banks harmonized with EU legislation; depassurance scheme rules amended;
Central Credit Register introduced. In Czech Reipublery single bank was privatized
differently. due to the problem within banks” balarsheets — NPLs (non-performing
loans), low inflation environment and more resiviet monetary policy disabling a
solution of existing debts by devaluating (unlike other countries with higher
inflation),a special institution was created to aclethe banks™ balance sheets
—Consolidation Bank, later Czech Consolidation AgyerAfter cleaning their balance
sheets the banks were privatized (ended 2001 hbdfcteaning up” process ended with
the termination of the Czech Consolidation Agency@ecember 31, 2007.) In the
Czech Republic, three of the largest four bankfiqggated in the first wave of voucher
privatization in 1992. Investment funds, the latgek which were created by these
banks, were an integral part of the Czech voucheatzation program. Hence, this
initial divestiture of state holdings resulted mtarlocking ownership with the state
retaining large controlling stakes of voucher-ptized Czech banks. At the end of 1994,
although foreign investors held about 6% of banlaegets in the Czech Republic, none
of the large banks had any foreign ownership. Afeeds, the Czech government was
late to recognize the importance of attractingtsgiia foreign investors, beginning with
1998, bank privatization, including that of bankgially privatized by voucher method

and then re-nationalized, was done by sell-to-fprestrategic investor method.
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Presently, all the large banks in the Czech Repuaié foreign-owned.

In January 1989 the Sejm (The Polish Parliamenssqh two Acts related to
banking - the Banking Act and the Act on the NatioBank of Poland, a two-tier
structure of Polish banking was established. Anotstep in the process of the
construction of a new banking system was the pgseithree Acts aimed at the
rehabilitation of the banking sector and at incregsits stability. The adopted
privatization strategy allowed foreign strategictpars to take over the holding of no
more than 30% of the total shares issued, it wvasadsumed that the State would retain
about 30% of shares with voting rights limited tategic decisions (with the option to
dispose of this interest in the future) and theai@ing shares (about 30%) would be
offered to individual investors in a public offarchto employees, on privileged terms.
The change of the government's policy versus faregpital was reflected in 1998 by
the selling to foreign investors (Bayerische Hypod Vereinsbank and Bank Austria
AG) of significant equity holdings (representing.B5 % and 33.3% of capital,
respectively.) In accordance with the obligatiossuemed by Poland when joining the
OECD, at the beginning of 1999 formal restricti@gainst foreign banks in respect of
establishing branches were abolished. At the erf®@kptember 2001 the share of foreign
capital (5.2 bn zloty) in the equity capital of covarcial banks in Poland stood at 57.4%.
The largest amounts were invested by German cagpithloy American capital. Assets
controlled by the foreign capital as of the endeptember 2001 amounted to 78.3% of
the total assets of the sector. As of 2001 thenee W& commercial banks in Poland,

with only one being state owned and 2 further bdrékgng state majority capital.
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3. Data and Methodology

3.1 Sample Data collection and Resear ch approach

The paper focuses on three fast-track transitiamoees-Czech Republic, Hungary
and Poland-chosen because they had high levetatef @vnership at some point in the
1990s and undertook a relatively high number ofgiizations. We mainly collect data
from banking sector performance annual reports ngdéhose countries” Financial
supervision Authorities, National banks and bardoamtions from 1995 through 2004,
with a total of 576 observations. Since not aliafales are available for all banks, fewer
observations are included in some of the regressiorour empirical analysis, we focus
on the performance of banks that were privatizednduthe sample period. We also
collect performance data from all large banks’ amaports in CPH countries, because
those large banks generally account for at le&sbRthe whole banking sector in each

country in CPH.

In the bulk of our empirical analysis we focus dmet performance measures.
Return on assets (ROA) is profits relative to agertotal assets. Since some share of
banks’ profits came from foreign exchange operation some specifications we use
measures of ROA that exclude foreign exchange tprdfixcluding foreign exchange
operations should provide a better indication ohMWsa profitability in financial
intermediation. Secondly, we employ operating casb(OC) to test banking efficiency
in CPH. Finally, we also use the share of nonperiog loans (NPL)-the loan portfolio

quality measure as a performance indicator. Dataurees of these three indicators are
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collected mainly from annual reports made by Fimer8upervision Authorities in CPH,

as well as by individual banks and bank associatidhe details can be checked in the
Appendix of this paper. Since data resources agedsed in annual reports, some even
can only be found in the articles of reports, theearcher can not get all data exhibited

in the attached Appendix.

We assess the effect of privatization on bank perémce by analyzing the
relationship between the structure change of ovinqg she symbol of privatization)
and bank performance( ROA,NPL,OC) during the sarmppted, while controlling for

other bank characteristics, we use the followirggession model:

Performance, = a+ b OPrivatization,

Where: Performance, is the performance of bank i. over time t. As dotais

variable includes return on assets (ROA), non periftg loans (NPL) and operating
cost (OC).
We use ROA excluding foreign exchange incomes.

We use state ownership cut as the symbol of pratatn of bank i. over time t.

In Table 1 we document the structure change oé stainership (Privatization) in
CPH during the sample period and thus we have €idgurthe structure change trend
Graph. It's easy to find since 1995 privatizationthis area has been progressing very
fast, and during 1997-1999 the privatization watensified and experienced very
dramatic change, after this period the privatizatoCPH has been undergoing steadily.
1997-1999 can therefore be regarded as the chatigiegpoint of privatization effect

on bank performance in this research.
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Table 1. State ownership in % in CPH countries

1995 1996 1997 1998 1999 2000 20R@02 2003 2004

Czech 176 166 175 186 23.1 2363 4. 41 44 44

Poland 71.7 69.8 516 48.0 249 1697.0116.5 16.2 134

Hungary 52.0 163 108 11.8 195 21356269 09 05

Sources: Annual reports of Hungarian Financial 8up®n Authority, National bank
of Poland, National bank of Czech as well as anre@drts of individual banks. In
addition, data are also taken from Ceska Bankowoiclace (Czech Republic) and
Hungarian Banking Association from 1995 to 2004.
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We collect profitability and operating efficiencytad during the sample period and
made the table 2. It shows the performance of lm@ngectors in CPH countries over the
whole sample period. Accompanying with privatizatihere is the reducing of state
ownership), banking sectors’ annual profitabiliBQA) in CPH countries has been
improving gradually (somehow very significantly ttungary) during the period, while

the non-performing loan (NPL) reducing apparentigt(very apparently in Poland) and
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operating cost (OC) going down slightly. This iraties a positive performance effect of

privatization in CPH and the indication is expresswidly by Figure 2(a,b,c).

Table 2a: Profitability and operating efficiency in CPH countries

CzZK Total Net profit | Non ROA Operating
million assets performing Cost(%)
The end of Loan(%)

each

December

2004 2635554 | 32852 4.1 1.3 1.8
2003 2527701 | 30193 4.9 1.2 1.9
2002 2503726 | 28170 8.1 1.1 1.9
2001 2500308 | 16951 134 0.7 2.1
2000 2255259 | 14385 19.1 0.6 2.2
1999 2533895 | -5628 21.5 -0.3 2.2
1998 2424235 | -8236 20.8 -0.4 2.2
1997 2222313 | -3356 22.2 -0.2 2.0
1996 2033399 | 5059 24.3 0.3 2.0
1995 1852236 | 1328 33.6 0.1 1.9
Table 2b

HUF Total assets| Net profit Non ROA Operating
Billion performing Cost(%)
The end of Loan(%)

each

December

2004 14,926.419| 275.9 1.9 2.3 3.0
2003 12,860.695| 155.5 1.8 1.8 3.3
2002 10,195.580| 151.3 2.1 1.7 3.6
2001 9,040.289 129.0 2.2 1.6 3.6
2000 8,427.399 101.4 2.8 1.3 3.8
1999 7,336.100 42.2 3.7 0.6 4.1
1998 Na. 40.1 4.9 -2.2 4.0
1997 Na. 58.7 4.7 -3.1 3.9
1996 Na. 61.4 7.5 0.2 4.2
1995 Na. 44.1 10.2 -5.8 3.7
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Million Total assets| Net profit Non ROA Operating
Polish Zloty performing Cost(%)
The end of Asset(%)

each

December

2004 538037.5 7292.5 15.5 15 3.1
2003 488961.6 2345.4 21.8 0.5 3.3
2002 467117.8 2338.3 22.0 0.5 3.4
2001 469706.9 4233.4 18.6 1.0 3.5
2000 428486.3 4212.3 15.5 1.0 3.6
1999 363427.4 3180.8 13.7 1.0 3.6
1998 318726.8 1824.9 11.2 0.7 3.7
1997 247668.9 4495.6 11.0 2.1 3.7
1996 197215.2 4420.5 13.2 1.2 3.6
1995 149342.2 2848.3 25.7 0.9 3.5

Sources: Annual reports of Hungarian Financial 8up®n Authority, National bank
of Poland, National bank of Czech as well as anredrts of individual banks. In
addition, data are also taken from Ceska Bankowoicface (Czech Republic) and
Hungarian Banking Association from 1995 to 2004.
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Figure 2a: Time Series Plotsfor CPH countries
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Figure2c
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