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ABSTRACT

This paper seeks to make a contribution to the

restructuring literature by contrasting agency

theory and organization learning theory

predictions in a highly turbulent environment, the

transition economies of Central and Eastern

Europe (CEE). In particular, we seek to open the

black box between privatization and firm

performance by focusing on the links between

governance, organizational, and managerial

capabilities and firm restructuring in CEE. In

developed economies restructuring is forced by

strategic issues, while in transition economies it is

being forced by political and institutional changes

and less so by increasing penetration of foreign

investment and competition. Accordingly, change

is brought about by political processes which has

resulted in political solutions such as “give-away”

privatizations. These privatizations, in contrast to

divestitures to outside owners, have realized less

substantive restructuring because non-market

incentives (e.g., too much managerial equity

ownership) have created managerial

entrenchment. Thus, this paper presents a

contribution to agency theory suggesting that

entrenchment is associated with managerial

ownership and lack of board evolution towards

better governance compared to more developed

countries. Furthermore, learning is inhibited by

such managerial ownership and lack of board

knowledge regarding its oversight function.

Additionally, this entrenchment and poor board

functioning may be perpetuated in financial

groups, which have emerged, and that have been

argued in other treatises to be substitutes for

market intermediaries in emerging economies.

Thus, outside ownership involvement and foreign

cooperative ventures together with associated

managerial change are encouraged to facilitate

restructuring and learning to promote more

efficiency, strategic flexibility, innovation and

recognition of entrepreneurial opportunities. 

INTRODUCTION

In recent years, business organizations have

increasingly responded to environmental changes

by restructuring their operations (Bergh, 1995;

Johnson, 1996; Hoskisson & Hitt, 1994). For

example, mergers, acquisitions, downsizing, spin-

offs, divestitures, and buyouts have gained

popularity among U.S. firms due to changes in their

external environment. These changes have been

fostered through trends such as increased market

liberalization and competition, globalization,

regulatory and technological changes (Sikora,

1995). To date, corporate restructuring has become

a common means for firms in many developed and
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developing countries to maintain the alignment

with the changing external environment. 

Of the different developed and developing

country settings, the business environments in

several emerging and transition economies have

been characterized by the highest level of

turbulence, resulting in a large-scale restructuring

activity in these countries (Hoskisson, Eden, Lau,

and Wright, 2000). Although various antecedents

and outcomes of restructuring have been

identified in the prior literature (e.g., Bergh, 1997;

Duhaime & Grant, 1994; Hoskisson, Johnson, &

Moesel, 1994; Liebeskind, Wiersema & Hansen,

1992; Markides, 1992), researchers interested in

examining the restructuring phenomenon in

transition economies have discovered numerous

important contextual variables that may affect

firm restructuring. Recent studies have identified

the level of government intervention,

development of market institutions, and industry

structure as critical determinants of restructuring

(Chang & Hong, 2000; Khanna & Palepu, 1997;

Newman, 2000). These results have already led to

important modifications in prior theoretical

frameworks of restructuring. Thus, continued

research efforts in emerging and transition

markets have the promise to extend the findings

of existing studies on restructuring.

A group of transition economies in Central and

Eastern Europe (CEE) has been increasingly seen by

researchers as an appropriate field to explore the

effects of previously unobserved contextual

differences in relationship to firm restructuring.

Recent findings suggest that the socioeconomic

transition from socialism to capitalism in general

presents a unique task for organizational

adaptation in these countries. As firms restructure

to adapt to the norms of the emerging market

system, the institutional setting itself evolves as

well by learning from firm-level actions.

Furthermore, the performance benefits resulting

from the proper alignment of firms with their

external environment may contribute to the

competitiveness and value-creation of local

industries and, in turn, result in macroeconomic

benefits. This multi-level change takes place in a

relatively short period of time in transition

economies and is atypical in developed markets.

Thus, this context of firm restructuring provides an

opportunity to extend the generalizability of earlier

research findings from developed country settings. 

By examining restructuring in the context of

transition economies of CEE, contributions to the

literature can be made in several areas of focus.

Among the potential extensions, the most

promising are the examination of the effects of

ownership change, corporate governance,

organizational and managerial capabilities on firm

restructuring (Cuervo & Villalonga, 2000;

Ramamurti, 2000; Spicer, McDermott, & Kogut,

2000; Zahra, Ireland, Gutierrez, & Hitt, 2000).

Accordingly, we examine first the linkages

between the type of ownership change and the

outcomes in terms of managerial turnover and

board strength. Privatization of formerly state-

owned enterprises is one of the fundamental

challenges of the socioeconomic transition in CEE

(Doh, 2000; Megginson & Netter, 2001;

Uhlenbruck & DeCastro, 1998). In this study,

however, we go beyond the effect of ownership

change. Central to our argument is that different

privatization methods of state-owned enterprises,

such as sale to strategic foreign investors, buyouts

by local management, and give-away deals will be

associated with different governance,

organizational and managerial effects.

Limited empirical evidence indicates that the

evolving corporate governance is important for

the outcome of firm restructuring at privatized

firms in transition economies (Antal-Mokos, 1998;

Filatotchev et al., 2000). Although governance

mechanisms have been linked to restructuring in

developed country setting (see Johnson, 1996 for

a review), transition markets present distinct

settings in this regard. The evolution of modern

corporate governance in the former Eastern Bloc

countries is characterized by learning at both

ends; not only do managers need to satisfy the

demands of multiple stakeholders, principals need

to learn their role and develop monitoring systems

(Filatotchev, Hoskisson, Buck & Wright, 1996).

Setting up efficient monitoring systems, however,

is difficult due to the new “rules of the game”

(North, 1990; 1994). Thus, besides governance

mechanisms, we propose that the capabilities of

managers and their organizations will be critical

for the outcome of firm restructuring in this

context. The development of a market system in

transition economies has made the set of skills

possessed by managers of firms in formerly

planned economies obsolete. A small number of

studies in this area suggest that learning and

absorptive capacity may help firms to successfully

adapt to the changing environment (Lyles & Salk,

1996; Steensma & Lyles, 2000). 

Accordingly, in this paper, we focus on firm

restructuring in the transition economies of CEE.

We develop a framework that links restructuring

with privatization, governance, and managerial
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capabilities. Drawing from agency and learning

theories, we provide an integrated theoretical

perspective on the effects of governance and

managerial and organizational capabilities on

restructuring. Such an integrative approach is

expected to enhance earlier theories on

restructuring and, likewise, the understanding of

organizational adaptation in emerging economies.

THE TRANSITION CONTEXT AND PRIVATIZATION

Derived from the principles of Marxism, previously

planned economies were characterized by the

exclusivity of state-owned property, resulting in

acute inefficiencies at the firm as well as the

macro level (Kornai, 1992). A major objective of

reforms in countries undergoing transition to a

market economy is to increase the productive

efficiency of former planned enterprises and to

make their outputs competitive on world markets

(Sachs & Warner, 1995). Privatization emerged as

central to effecting such reform due to its

sociopolitical importance and potential

macroeconomic benefits (Megginson & Netter,

2001). It was designed to enhance restructuring

in failing state-owned companies through the

elimination of the major constraints on

managerial strategic actions imposed by state

ownership and central planning, and to provide

new incentives for managers to make important

strategic decisions. Typically, programs have used

a mixture of privatization methods, with the

dominant approach varying between countries

(Brada, 1996). In the former Soviet Union (FSU),

countries have generally imitated Russia in the

application of “give-away” privatization to

incumbent management and through vouchers

distributed to adult citizens which are then used

to bid for shares in enterprises (Estrin & Wright,

1999)1. In most cases, these privatizations were

accomplished without any additional infusion of

new capital. Direct sales to inside management

and employees as “privatization buy-outs” or to

foreign investors as “privatization divestments”

have been a secondary method of transfer to the

private sector. Among the FSU countries, only

Estonia has pursued a policy primarily focused on

direct sales, and therefore is likely to encourage

widespread outsider ownership.  In the countries

of Central Europe, direct sales or voucher

privatizations, often in favor of outside owners,

have predominated (EBRD, 1998).

THEORETICAL EMPHASIS AND CONTRIBUTION

Corporate restructuring has gained popularity in

the past two decades; first in developed and later

in developing countries. This trend has been a

product of numerous competitive, regulatory and

technological changes affecting firms worldwide.

Research on firm-level restructuring is characterized

by a broad range of antecedents, processes and

outcomes (Johnson, 1996). Of the numerous

antecedents, restructuring has been linked to

environmental changes, corporate governance, firm

strategies and prior performance (Bergh, 1997;

1998; Bergh & Lawless, 1998; Duhaime & Grant,

1994; Hoskisson, Johnson, & Moesel, 1994;

Markides, 1992). In these studies, a wide range of

restructuring modes have been examined, including

mergers, acquisitions, divestitures, refocusing, and

leveraged buyouts. While earlier studies have made

implicit assumptions about better financial

performance subsequent to restructuring, more

recent research has shown additional important

restructuring benefits, such as synergies, innovative

capabilities, improved resource allocation, and

competitiveness (Bethel & Liebeskind, 1993; Bergh,

1998; Chatterjee, 1986; 1992; Hoskisson &

Johnson, 1992).  

Researchers studying firm restructuring from the

perspective of agency theory (Fama & Jensen,

1983; Jensen and Meckling, 1976) have made

important contributions. This stream  focuses on

restructuring as an alternative mechanism to

reduce agency costs (Hoskisson & Turk, 1990),

thus, it provides an appropriate theoretical lens

for this paper. Agency theorists consider

governance mechanisms as a means to restrain

the diversification efforts of firms fueled by

managerial self-interest. Findings on the

effectiveness of corporate governance on

restructuring, however, have been mixed (Johnson,

1996). Studies by Gibbs (1993), Jensen (1993),

and Hoskisson and Turk (1990) found that board

of directors, managerial incentives, and ownership

concentration have been largely inadequate

mechanisms to prevent overdiversification by

managers of the firm. These findings suggest that

board of directors tend to be involved with

restructuring when the performance of the firm is

low (Johnson, Hoskisson, & Hitt, 1993) and/or

have equity stakes in the firm (Kosnik, 1990).

Poor performance has also been found to increase

the involvement of blockholders in restructuring.

Specifically, these concentrated owners appear to
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investments have been found to be passive regarding firm strategies in CEE, turning over control to insiders (Frydman, Pistor, and Rapaczynski,

1996). In addition, we will not discuss restitution, another specific form of privatization in CEE. Despite its political importance, returning state

assets to their original owners has been difficult in CEE due to inadequate or conflicting ownership records (Brada, 1996; Megginson & Netter,

2001).



pressure managers of poor performing firms to

sell unrelated businesses and improve synergy of

related operations (Bergh, 1995; Bethel &

Liebeskind, 1993). 

Studies on emerging economies have uncovered

important contextual factors that may contribute

to agency theoretic explanations of firm

restructuring in a transitional context. These

factors include the development of market

institutions, (high) levels of government

involvement, industry structures, ownership

patterns and enforcement of business laws

(Chang and Hong, 2000; Khanna and Palepu,

1997; 2000; La Porta, Lopez-de-Silanes, Shleifer, &

Vishny, 1998; North, 1994). For instance, because

of the weak corporate governance and control,

business groups have become intermediaries and

organizational arrangements which fill

“institutional voids” in some emerging economies

(Khanna & Palepu, 2000).  These groups have

also been found to play an important role in firm

restructuring in some developing countries

(Hoskisson, Cannella, Tihanyi, & Faraci, 2001). A

study by La Porta and colleagues (1998) also

substantiates the importance of contextual

examination. These authors found that variations

in ownership protection and enforcement of the

laws in different countries may affect the

potential involvement of owners on firm strategy.

Focusing on firm restructuring in the context of

transition economies of CEE, researchers have

found mixed outcomes. For example, restructuring

of formerly state-owned enterprises often resulted

in the emergence of different organizational

forms, such as networks, “recombinant properties”,

or heterarchies (Peng & Heath, 1996; Spicer,

McDermott, & Kogut, 2000; Stark, 1996). These

organizational forms represent the redefinition or

recombination of previously state-owned

organizational assets, blurring the boundary

between public and private property in transition

economies (Stark, 1996). An important reason for

these restructuring outcomes might be the limited

impact of new private owners on firm

restructuring. The study of Filatotchev and

colleagues (2000) indicates that managerial

opportunism during downsizing is not controlled

effectively by the institutional owners of the firm.

These suboptimal outcomes of firm restructuring

are often explained by the fluid state of the

institutional environment in transition economies

(Newman, 2000; Whitley & Czaban, 1998). Thus,

one potential contribution of our work will be to

examine the ownership differences in transition

economies which accentuate problems with

restructuring because monitoring is not adequate

or because managers have too much ownership

(Morck, Shleifer & Vishny, 1988).

Although the adaptation of firms in CEE involves

a complex set of agency problems, studies agree

that the shift from state to private ownership is

one of the most important contextual factors

associated with firm restructuring in these

countries. There is substantial evidence in prior

studies on the positive performance effects of

privatization. These benefits might be due to the

improved effectiveness of ownership control in

privatized firms, as government bureaucrats had

little interest and expertise to control managerial

opportunism in the formerly state-owned firms

(Kornai, 1992). In addition to much needed

capital, private owners may provide skills and

effective control mechanisms for the management

of firms in CEE. Indeed, privatized firms sold to

foreign owners have been found to outperform

state-owned firms (Frydman, Gray, Hessel, &

Rapaczynski, 1999). D’Souza and Megginson

(1999) have also reported a significant post-

privatization performance improvements in the

areas of profitability, sales, operating efficiency,

and dividend payments. Sachs, Zinnes, and Eiliat

(2000) note that the benefits of privatization may

be related to the parallel institutional reforms,

such as improved legal frameworks, better

enforcement, hardened budget constraints, and

new industry entrants. 

Despite the well-documented performance gains

of privatizations in the region, little research has

focused on how this and other benefits are

created inside the firm. This extension is

important, since CEE governments, that are

expecting to gain macroeconomic benefits (e.g.,

employment, enhanced local supply, and trade

balance) from improved firm performance, have

experimented with a diverse set of privatization

methods. Moreover, the outcome of restructuring

is of interest to the new owners concerned about

designing proper control systems at newly

privatized firms.  

Thus, the observed firm-level variance of

privatization may partly be explained by taking

into account additional contextual variables

(Cuervo and Villalonga, 2000). Beyond the

methods of privatization, these researchers

propose that the replacement of management

and effective governance mechanisms may lead to

greater performance increases in privatized firms.

Recent reviews of the privatization literature (e.g.,

Cuervo & Villalonga, 2000; Megginson & Netter,
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2001) conclude that continued research on firm

restructuring processes has the promise to open

the black box between privatization and firm

performance. Our paper aims to enhance current

research by focusing on the effects of governance,

organizational, and managerial capabilities on

firm restructuring in CEE.

Privatization, Corporate Governance, 
and Restructuring
Different privatization modes may be associated

with different corporate governance mechanisms.

For example, there has been a considerable

debate about the first stage of economic reforms

in CEE and the FSU concerning the possible

restructuring benefits from privatizing enterprises

to incumbent managers. This debate is rooted in

the agency theory literature on the importance of

managerial equity ownership for firm strategies. In

particular, the extent of managerial equity

ownership has been identified as a crucial aspect

of managerial willingness and capacity to

implement strategic change (Daily & Johnson,

1997; Finkelstein, 1992). The private nature of

shareholdings provides manager-owners with the

incentive to consider the consequences of their

actions on the market value of their property

rights and the proper motivation of managers

through incentive alignment may prove a

powerful mechanism to ensure that managers

implement value-enhancing restructuring actions

(Holderness & Sheehan, 1988; Jensen & Meckling,

1976; Tosi, Katz & Gomez-Mejia, 1997). However,

some researchers have noted that managerial

shareholding may create a trade-off between

managerial incentives and entrenchment. For

example, Morck, Shleifer and Vishny (1988)

demonstrated a curvilinear relationship between

managerial equity ownership and performance. A

study of forty-one privatizations in 15 countries

conducted by Andrews & Dowling (1998) showed

that a precondition of successful turnaround was

the replacement of top managers rather than their

endowment with equity. These findings have been

replicated in transition economies. 

“Give-away” privatizations, where insiders become

majority shareholders, are unlikely to create

efficient governance systems, since they tend to

promote managerial entrenchment and

opportunism. A survey from Russia indicates that

managers use their equity as a deterrent against

outside investors who may threaten them with

dismissal (Filatotchev et al., 1999). Diffused share

ownership among individual, inexperienced

shareholders is unlikely to provide an effective

constraint on self-serving behavior by former “Red

Directors”. Moreover, the give away nature of the

distribution of equity means that insiders have no

significant investment to protect their firm, thus

further encouraging shirking (Filatotchev, Wright,

& Buck, 1995). Privatization buy-outs that involve

insiders purchasing the firm’s assets and thus

taking on a commitment to reimburse outside

funding may introduce a stronger pressure to

restructure. However, these pressures may be

weakened where budget constraints remain

relatively soft.

When entrenched former “Red Directors” are

unable to introduce the very often painful

restructuring measures, “...externally imposed

change may be the only way to bring the

organization back into fit with its environment”

(Dunphy & Stace, 1988:320). For example,

outside shareholders may be powerful enough to

engage in screening and managerial selection

mechanisms, when inefficient managers are

identified and replaced with more able and better

trained corporate entrepreneurs (Boeker, 1997;

Gunz & Jalland, 1996; Holderness & Sheehan,

1988). There is strong evidence from turnaround

research that recovery from decline is often

facilitated by replacing the CEO and other top

managers (Pearce & Robbins, 1993; Barker &

Duhaime, 1997). Therefore, we suggest:

P1a. Both “give-away” privatizations and

privatization buy-outs are less likely to be

associated with higher managerial turnover

than privatization divestments.

However, CEO replacement is usually the result of

an acute conflict of interests between top

managers and shareholders (Gibbs, 1993).

Outside shareholders and their representative

bodies (corporate boards, board committees etc,)

must have the experience and the necessary

expertise to be able to encourage restructuring

actions through counseling and oversight (Hill &

Snell, 1989; Mikkelson & Partch, 1997).

Management buyouts in developed countries are

characterized by strong boards of directors in

which active investors such as LBO associations

and private equity providers play a key role

(Sahlman, 1990). The combination of managerial

equity incentives and governance by outsiders is

important in increasing attention to value-

enhancing activities in management buyouts

(Zahra, 1995).  

In “give-away” privatizations, incumbents with

substantial majority holdings have the power to

prevent outside minority shareholders obtaining
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board seats or even access to information.

Frydman and colleagues (1996) show that,

although voucher investment funds in Russia have

board representation in at least some of the

enterprises in their portfolio, they are either

passive investors in insider-dominated enterprises

or attempt to find some way of working with

management in order to have some limited

influence. Unless a close relationship can be

developed in such cases between the outside

investor and management, outsiders even if they

have board seats may need to obtain majority

stakes in order to obtain strong influence on the

strategic direction of the enterprise  (Wright, Buck

& Filatotchev, 1998). In privatization buy-outs in

Hungary, banks providing finance have the power

to obtain informational and control rights in the

company as a condition of extending the loan

(Karsai & Wright, 1994; Wright, Hoskisson,

Busenitz, & Dial, 2000). Further evidence from

Hungary indicates that venture capital firms play

an important role in financing privatization

buyouts and attach great importance to board

membership and their role in helping to form and

manage the board, monitoring financial

performance and managing crises and problems

(Karsai, Wright & Filatotchev, 1997). Hence:

P1b. Privatization buyouts that involve the

purchase of insider equity are more likely to

be associated with development of effective

corporate boards than “give-away”

privatizations.

However, banks may be more likely to monitor

investments through receipt of regular reports

than through active board involvement (Karsai &

Wright, 1994), so that board composition may still

be weak. Similarly, the expertise of venture capital

firms may be immature in Hungary compared to

developed markets and contextual factors may

mean that their board role may be significantly

reduced if they do not have majority ownership

(Karsai, et al., 1997). In their analysis of the

privatization of Russian shops, Barberis, Boycko,

Shleifer, and Vishny (1996) find that those shops

sold to outsiders were significantly more likely to

lay-off managers. Although the authors concede

that their findings may not be directly applicable

to industrial firms, this evidence suggests that

privatization divestments to financial institutions

and foreign strategic investors in contrast to

privatization to insiders could be followed by the

development of more effective systems of

corporate governance and control that identify

and remove underperforming managers.

Therefore, we suggest the following proposition:

P1c. Privatization divestments are more likely

to be associated with development of

effective corporate boards than “give-away”

privatizations and buy-outs.

The Organizational and Managerial
Capabilities of Privatized Firms in CEE
Robust corporate governance may be a necessary

but not sufficient condition for the strategic re-

orientation of former state-owned enterprises. To

be implemented effectively, restructuring

intentions should be supported by an

organization’s “ability to change”, usually

operationalized as a function of firm size, diversity,

financial resources available (Barker and Duhaime,

1997), and, more generally, of organizational

“slack” (Cameron, 1994; Greenhalgh et al., 1988;

Singh, 1986). These organizational capabilities are

particularly important in the context of CEE. The

weak financial position of SOEs-the populist

rationale and justification of insider “give-away”

privatization programs-has resulted in a general

lack of working capital in privatized firms.

Moreover, because CEE economies have

undeveloped capital markets and can offer only

limited legal protection to foreign investors (EBRD,

1998), for most privatized firms substantial, new

capital investments are not usually possible. While

firms in developed economies may hire human

capital or acquire other organizations in order to

obtain necessary resources, this is largely

impossible for firms in transitional countries.

Consequently, organizational restructuring in CEE

needs to be accompanied by internal firm resource

development and learning.

Further obstacles in this process come from the

characteristics of CEE firms, in particular their

limited absorptive capacity. Absorptive capacity is

the ability of firms “to recognize the value of new

information, assimilate it, and apply it to

commercial ends” (Cohen & Levinthal, 1990: 128).

Absorptive capacity, nonetheless, depends on

firms’ prior related knowledge. Yet, the socialist

experience in CEE has equipped firms with little

prior knowledge of how to adapt to a market

environment (Newman, 2000). Knowledge

needed to fulfill plans designed by the central

planning bureaucracy varies significantly from

recognizing and meeting demand in a competitive

environment. Accordingly, the learning process of

how to restructure a privatized firm in CEE

presents significant challenges. Below we discuss

the relationship between privatization mode,

corporate governance, management, and these

daunting learning processes.
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Learning how to adapt an organization to its

environment rests largely with the top

management of a firm. Firm leaders’ knowledge

determines an organization’s ability to leverage

and exploit its resources (Mahoney, 1995;

Penrose, 1959). Traditionally, business leaders in

CEE were highly qualified in technological skills.

Also, they had to use their relationships with

political authorities for the firm to achieve

planned targets and obtain resource allocations

(Ledeneva, 1999). Furthermore, the socialist

system and the subsequent inefficient markets

early in the transition process required firms to

engage in informal interactions with each other to

overcome shortages (Peng & Heath, 1996). The

stability of five-year plans, however, did not

require major organizational restructuring and

adaptation to a changing environment. The slow

change of firms since the beginning of the

economic transition indicates a limited ability of

established leaders in general to adjust their

organizations to the new context (Blasi et al.,

1997; Carlin & Aghion, 1996; Newman, 2000;

Stiglitz, 1999; Wright et al., 1998).

Earlier research has identified three levels of

managerial learning needed in CEE organizations

(Child, 1993; Villinger, 1996). First, new

techniques had to be acquired such as

measurement methods and engineering

techniques. Second, new organizational systems

and procedures had to be adopted requiring

learning at the firm level. Third, managers had to

accept new criteria for evaluating business success

and recognizing factors contributing to

organizational innovation and strategies that lead

to success in the new environment. 

The extent to which this learning will take place is

not clear a priori. Privatization may unleash latent

managerial talent that may be exercised when

control by politicians disappears (Shleifer &

Vishny, 1994; Cuervo & Villalonga, 2000). The

fundamental changes in corporate governance

following privatization have the potential to

improve the learning ability of a firm. Investment

incentives for managers may lead to shifts in firm

investments and strategic focus. Appropriate

board membership may add to the restructuring

of the firm beyond changes in monitoring of

managers when directors are also considered a

resource to the firm that enhances its capacity to

learn (Demb & Neubauer, 1992).

However, while some learning may be achieved

via training programs, others are difficult to

achieve due to the required shifts in managers’

cognitive frameworks. Therefore, some have

suggested that the changes in the organizational

environment of firms in CEE are too fundamental

for managers to absorb and comprehend them

and thus they would be largely unable to

transform their firms accordingly (Bonin & Abel,

1998; Carlin & Aghion, 1996; Whitley & Czaban,

1998; World Bank, 1996).

Given the limited experience of managers and

board members in CEE firms, the changes may

strongly depend on the mode of privatization. As

suggested above, privatization divestments create

the opportunity for major change in the

governance as well as the management of the

privatized firm. Foreign strategic investors, for

instance, have often replaced the CEO and CFO of

the former SOE with new management brought in

through the support of outside investors

(McDonald, 1993). In some cases, they have

created a heterogeneous top management team

consisting of managers with market experience as

well as those with local experience and thus

complementary knowledge which facilitates both

adaptation to market forces and local and internal

firm conditions. These strategic investors have also

affected learning at lower levels in the organization

via exchange of personnel, training, adaptation of

the organizational structure, and systems and

resource upgrades (Uhlenbruck, 2000).

In contrast, privatization buyouts and “give-away”

privatizations cannot readily take advantage of all

these opportunities to improve the learning

capacity of the firm. If an effective capital market

is in place, lenders to the inside owners will be

able to control the owner/manager(s) (Spicer et

al., 2000; Wright et al., 2000). However, they

have to establish a board that is involved in the

selection of additional managers, setting of

strategic goals, providing contacts to alliance

partners, etc. to contribute to the learning of the

privatized firm and its restructuring efforts.

Otherwise, lenders are relying on the latent

managerial talent of the former managers that

now also become owners.

Managers engaging in buyouts anticipate

performance improvements after privatization

(Cuervo & Villalonga, 2000). This requires either

recognizing market trends favorable to the firm or

potential returns of firm restructuring, or both.

That is, managers involved in privatization

buyouts may indicate that they have absorptive

capacity; they may have understood the complex

relationships between the firm and its market

environment and subsequently decided to enter

9
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into the transaction. This entrepreneurial talent

(which may also be recognized by lenders)

provides the foundation for effective restructuring

of the privatized firm. Managers signal their

ability to do this by their willingness to take on

the commitment to service external finance. “Give-

away” privatization, on the other hand, neither

provides incentives to establish a board that

provides new resources to the firm, nor does “give-

away” privatization indicate entrepreneurial talent

of the new owners because they take on no

additional risk with firm ownership.

P2a. Privatization divestments are more likely

to be associated with high absorptive

capacity and learning than “give-away”

privatizations or privatization buyouts.

P2b. Privatization buyouts are more likely to

be associated with high absorptive capacity

and learning than “give-away” privatizations.

A traditional source of learning and resources in

the socialist firm is the development of informal

networks based on implicit and open-ended

contracts (Jones, Hesterly & Borgatti, 1997; Stark,

1996). The latter may be a particularly

widespread type of restructuring because it is

based on the “network contacts that are

extensively used to coordinate economic activity

before the transition” (Peng & Heath, 1996: 14).

The pressures of rapidly changing environmental

conditions on formerly highly integrated

industries may lead to attempts to reinforce these

networks (Filatotchev, Buck and Wright, 1993;

Stark, 1996). This defensive ossification of

established networks may perpetuate the

inefficiencies of the former regime and delay

necessary restructuring. 

Weaknesses in regulatory and legal environments

may provide managers of former SOEs with other

strategic options, such as building up

“environmental support” and the extraction of

non-economic rents (Rajagopalan & Spreitzer,

1997; Rumelt, 1987). For example, managers of

privatized firms may use their links with the state

authorities to obtain “soft” loans, delay taxes or

payments to state-owned utility companies (Brada

et al., 1997; Török, 1993). In Russia, this

managerial behavior created what Graddy and

Ickes (1998) called the “virtual economy” in which

enterprises either do not pay their suppliers and

taxes, or make payment through barter

transactions.  Hence,

P3. “Give-away” privatizations and

privatization buy-outs are more likely to be

associated with the maintenance and further

defensive development of traditional inter-firm

networks than privatization divestments.

However, while some consider these networks the

primary route to firm growth in transitional

economies (Peng & Heath, 1996), others are

concerned that such “webs of mutual support”

maintain non-market interaction (Ericson, 1998:

104) and thus impede restructuring as adaptation

to the market-based economy. On the other hand,

recent research identifies significant learning

success for firms involved in joint ventures with

firms outside their traditional network (Lyles &

Salk, 1996; Steensma & Lyles, 2000). From a

sample of almost 200 joint ventures in Hungary,

they found significant knowledge acquisition by

the organization, typically in existing Hungarian

firms cooperating with foreign partners. In

particular, Lyles and Salk (1996) identify that type

of organizational structure within a JV, written

goals for collaboration, and personnel training by

the foreign partner contributed to learning, and

mainly to the acquisition of managerial as

compared to technical knowledge. We conclude

from this that managers can and do improve

learning and absorptive capacity within their

organizations despite their limitations because

cooperation outside the traditional network,

changes in organizational structure, the setting of

goals, and personnel training require relatively

little financial resources.

P4. Inter-firm cooperation outside traditional

networks will lead to more organizational

capability development than cooperation

within traditional networks.

DISCUSSION

In this paper we have developed a framework of

firm restructuring in CEE transition economies.

Despite the extant literature on the subject, firm

processes in this important group of emerging

countries are not yet fully understood (Spicer et

al., 2000; Ramamurti, 2000). This is an important

limitation considering the growing body of

evidence on the role of different institutional

environments for firm strategies, including

restructuring (Chang & Hong, 2000; Khanna &

Palepu, 1997; 2000; Hoskisson et al., 2001). This

paper represents an effort to extend the

generalizability of prior findings in agency theory

and organizational learning to the context of

emerging markets. Our model attempts to

highlight the importance of governance
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mechanisms and managerial and organizational

capabilities in strategic reorientation of firms in

the former Eastern Bloc. In particular, we

emphasize that governance changes may be a

necessary but not sufficient condition for effective

restructuring. Although a growing number of

studies have focused on the general importance

of enhancing corporate governance in transition

economies, it is the link between the corporate

governance structures associated with different

types of privatization and internal firm processes

that is important for the nature of restructuring.  

Firms in transition economies have been privatized

to generate various macroeconomic benefits, such

as employment, competitiveness, and a positive

trade balance. In addition to the macroeconomic

benefits, privatization (using financial markets and

infusion of new capital) has been linked directly to

improvements in firm performance (Megginson &

Netter, 2001). Recent studies in CEE, however,

have found that firm performance may depend on

additional factors (Frydman et al., 1999; Sachs et

al., 2000), underlining the importance of

continued contextual examinations of privatization

(Cuervo & Villalonga, 2000). This paper seeks to

contribute to this stream of research by

differentiating the organizational impacts of such

commonly used privatization methods as

divestment, buyout, and “give-away.” Drawing from

agency theory, we propose that privatization

divestments might be associated with higher

managerial turnover than other methods of

privatization. On the other hand, sales of the firms

to foreign owners may lead to the emergence of

more effective boards of directors. In addition,

“give-away” privatizations are less likely to be

associated with effective corporate governance.

Another potential contribution of this paper is the

emphasis on managerial and organizational

capabilities. Although these capabilities are

considered important in restructuring regardless

of the context, the shift from central planning to

a market system has created an environment in

CEE where the ability to apply new knowledge

has become central for organizational survival

(Steensma & Lyles, 2000). Again, we propose that

the methods of privatization determined by CEE

government policies have implications for the use

of firm capabilities. Countries that have relied

more on privatization divestments (e.g., Poland

and Hungary), may be able to generate higher

absorptive capacity and learning, than

governments that have been hesitant to sell state-

owned firms to foreign investors (e.g., Czech

Republic, Russia, Slovakia, and Slovenia) and

implemented buyouts and “give-away”

privatizations. Buyouts and “give-away”

privatizations may also lead to the formation of

networks (Peng & Heath, 1996; Stark, 1996).

However, in contrast to privatization divestments,

these networks may be more defensive and may

reinforce former non-commercial patterns of

working that inhibit much needed restructuring. 

From an agency perspective, privatization should

promote managerial “ability to change” by

providing a new, market-based set of managerial

incentives, as well as creating effective, firm-level

systems of monitoring and control that are able to

identify inefficient and complacent mangers and

replace them with “true” corporate entrepreneurs

(Shleifer and Vishny, 1997). We suggest that

privatization and restructuring may be affected by

managerial “ability to change” (Filatotchev et al.,

1996; 2000) in transition economies. Prior

research on strategic change and corporate

entrepreneurship in developed economies links

managerial “ability to change” with such factors as

managerial expertise, flexibility, learning capacity,

ability to make unorthodox, risky decisions, etc.

(Dunphy & Stace, 1988; Pettigrew et al., 1992;

Rajagopalan & Spreitzer, 1997; Mintzberg &

Westley, 1992; Tichy, 1983). In CEE at the start of

the reform process there was a general absence of

sufficiently skilled managers in existing businesses

trained to compete in a market-based economy

(Puffer, 1994). As managers were largely chosen

by the “negative selection” of the former regime,

they were less likely to possess sufficient

restructuring expertise and display entrepreneurial

drive (Dunphy & Stace, 1988: 319). As a result,

“Red Directors” may have been so imbued with the

modus operandi of the former system that they

were unable to take risk and engage in

restructuring actions following privatization (Linz,

1996). Since the present generation of managers

in former command economies developed their

careers in a central planning bureaucracy where

meeting output targets and organizational growth

were considered to be a major feature of

managerial success, it is clear that restructuring

requires dramatic change in managerial mind-sets

and priorities (Tichy, 1983:11). Thus, one may

assume that restructuring in the region is impeded

by the lack of entrepreneurial orientation as a

consequence of the specific characteristics of the

managers of the former system (McCarthy et al.,

1993). For example, analyzing the so-called

“drifting” firms in Hungary, Török (1993) showed

that lack of entrepreneurial orientation is related

to reduced strategic choice and, in fact, an effort

to preserve the status quo.
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Given the history of SOEs in the former

communist countries of CEE, little organizational

capacity or managerial ability to change can be

expected. Privatization in itself changes the

ownership of firms but does not necessarily lead

to more effective governance. Unless the mode of

privatization promotes the establishment of

effective boards, governments rely heavily on the

latent managerial talent of incumbent managers

when expecting effective post-privatization

organizational restructuring. 

Although enterprises in transition economies may

be dominated by entrenched Red Directors, there

is likely to be some heterogeneity with respect to

managers’ entrepreneurial skills and mindsets

(Filatotchev, Buck and Wright, 1992; Hisrich and

Grachev, 1993; Krueger, 1995). If there are

fundamental differences in the ways such

managers think and make decisions, these

differences may lead to a greater willingness on

the part of some managers to undertake

privatization buyouts that involve the purchase of

equity. In comparison to divestments to foreign

firms, such managers also benefit from knowledge

of the privatized firm and its local environment.

However, in the highly uncertain and dynamic

environment that characterizes transition

economies, incumbent management with an

entrepreneurial mindset, able to use simplifying

heuristics to identify upside opportunities to

enhance the performance of the business, rather

than simply attempting to entrench themselves

and preserve their jobs (Wright, et al., 2000), are

likely to be a very rare commodity. This suggests

that an emphasis on learning is likely to be more

fruitful in generating more effective corporate

restructuring. There is, therefore, a need for

empirical research that compares  those firms that

had an infusion of outside talent such as through

outside foreign investment or joint ventures with

the entrepreneurial action and progress (learning)

accomplished by incumbent managers.

This paper has focused on the links between

modes of privatization, corporate governance and

managerial and organizational capabilities. These

links suggest implications for different

restructuring outcomes. Weak corporate

governance combined with low absorptive

capacity and defensive networks that reinforce

behavior from the former regime and an absence

of entrepreneurial mindsets, appear more likely in

“give-away” privatizations. In this case, there is

likely to be less improvement in strategic

efficiency and low levels of strategic

innovativeness. Reverse entrepreneurship may also

result as incumbent managers entrench

themselves and continue to engage in activities

that subtract value from resource combinations.

Privatization divestments may be more likely to

lead to improved efficiency and strategic

innovativeness as they introduce scope for the

replacement of ineffective management and

greater managerial and organizational capabilities

that enhance learning. In general, privatization

buyouts may be expected to lead to outcomes

that are intermediate between those found in

“give-away” privatizations and privatization

divestments.  Further theoretical development is

required to examine the precise nature of these

links between privatization modes, governance,

managerial and organizational capabilities and

restructuring outcomes.
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