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Abstract

This paper discusses models of ownership change in employee owned firms, with
special focus on transition economies. Two types of models are identified: Models
with external market for shares, which discuss the change from employee ownership
to outsider ownership (e.g. Aghion and Blanchard 1998), and models with internal
market for shares, which discuss changes in the distribution of shares among insiders.
Of the latter type of models, most prominent are degeneration models (e.g. Ben-Ner
1984; Miyazaki 1984). Another important distinction is between individual and
collusive modes of share trade.

The paper proposes an institutional view to share trade. The focus is shifted from
analysing games with given rules, to situations where insiders are able to influence the
rules of the game (institutions). By adopting and developing formal and informal rules
of trade, the initiators of privatisation are able to differentiate between potential
buyers of shares. It is proposed that this view may improve our understanding on
situations where there are both external and internal markets for shares, and
incorporate more fully the role of the managers to the model. The implications of the
model are discussed by analysing survey evidence from 62 Estonian firms with some
degree of employee ownership.
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1 Introduction

The mass emergence of employee ownership was one of the greatest surprises in

transition economies (Earle and Estrin 1996; Uvalic and Vaughan-Whitehead 1997).

Therefore, the questions of employee ownership and ownership change have received

a lot of attention in the literature of transition economies, prominently in an article by

Aghion and Blanchard (1998).2 This literature has pointed out that employee

ownership has become prevalent in Eastern Europe as a political compromise, but that

transitions to outsider ownership would likely induce efficiency improvements. This

is because outsiders, especially foreigners, have superior access to capital, foreign

markets, and managerial know-how. Moreover, they would more likely to carry out

the necessary reorganisation of labour. Since employees fear layoffs, they are

reluctant to give control to outsiders. The focus of the literature has been on how to

achieve the transition from employee and managerial ownership to outsider ownership

quickly and with low transaction costs.

The question on the efficiency of the market for shares in insider owned companies

has played an important role in evaluating the merits of different privatisation

programmes. An early view held that it is not so important to whom assets are

privatised is not important since a secondary market for shares takes care of the

efficient allocation of shares (Bogetic 1993; Boycko et al. 1995; Chilosi 1996). More

recently, researchers have expressed doubts on this proposition, because the

assignment of property rights may not be sufficient to establish efficient markets

(Aghion and Blanchard 1998; Stiglitz 1999).

This paper takes a closer look at the institutions of share trade in insider owned firms

in transition. In section 2, present some theoretical points. The questions considered in

this section are:

•  How does the market for shares in firms that are owned by employees at large

differ from market in firms that are owned by outsider owners?

•  What implications do the institutions of share trade have on ownership change?

                                                          
2  See also Blanchard and Aghion (1996); Blasi et al. (1997); and Aghion and Carlin (1997).
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In section 2, I review briefly some of the contributions relevant to the question of

ownership change in insider owned companies. Several authors have independently

examined the issue of ownership change, but they seldom discuss other people’s

work. Therefore, I think it is useful to summarise the work done in this field. Because

of space constraints, this survey is bound to be short, and some interesting papers are

mentioned only briefly or in footnotes.

The earlier work has yielded important insights and conceptual distinctions on the

process of ownership change. In game theoretic terms, the models have been mainly

on how the actors bargain over the ownership titles, when the rules of the game are

given. In section 3, I suggest that an institutional focus on how insiders shape the

rules of the game may improve our understanding on the process.

On the basis of the institutional model I propose, I discuss in section 4 the empirical

evidence from Estonian employee-owned enterprises. The data comes from a survey

done by the author in spring 1999, and partly from a panel data set from over 500

Estonian enterprises in the second half of 1990s. I also discuss two case studies that

are of particular interest for the research question.

2 Models of ownership change

In this section I review some models of ownership change. Some models discussed

here have been explicitly addressed for transition economies, while some have a more

general scope. However, this difference is not important in practice. A more important

distinction is that some models concentrate on share trade between insiders and

outsiders, while some discuss ownership change among insiders only.  I will call the

market for shares in the former type of models as external market for shares, and the

market in latter type as internal market for shares. No models discussed here have

attempted to integrate these two types of markets. This task is left to section 3.

Another useful distinction I discuss in this chapter is between individual and

collective mode of share trade. In section 3 I will argue that both modes may exist

simultaneously.
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2.1 Models of external market for shares

Aghion and Blanchard (1998) stress in their work the distinction between individual

and collective mode of share trade (though without using these terms). They show that

when employees sell their shares individually (i.e. not co-ordinating their actions),

they may sell their shares to outsiders even when they would be collectively worse off

after the transaction (pp.89-91). This happens when the difference between the market

wage and unemployment benefits is higher than the difference between the value of

the firm under outsider ownership and insider ownership. When an employee is

offered a price for his share that is higher than its current value, he would sell, since

the impact of his action to his job security is negligible. When all employees reason

this way, the shares end up to outsiders.3 Instead, when workers co-ordinate their

action, they demand that the price for shares compensates them from the loss in

earnings (p.92). Since in this case some take-overs that are efficient in the technical

sense do not occur, Aghion and Blanchard conclude that employee ownership is

inefficient as a transition device, when workers collude.

Brown (1998) criticises the model of Aghion and Blanchard because it does not use

the Pareto efficiency criterion. She presents in her paper an alternative model where

employees are compensated from their job loss by voluntary severance payments so

that the Pareto criterion is satisfied. This compensation takes place when employees

decide on share trade collectively.

Ognedal (1993) has presented a model also relevant in this context. She derives the

collusive result of Aghion and Blanchard, and Brown, as a special case of

concentrated ownership from a more general model that assumes that both employees

and outsiders have dispersed ownership. Assuming that employees have in their

interest to divide the surplus exclusively on wages and outsiders have in their interest

to divide the surplus as dividends, she shows that dispersed ownership without

collusion leads to unstable ownership structures regardless of which group has the

productivity advantage, if the ownership stakes of insiders and outsiders are close to

each other and the difference in productivity is not very large.

                                                          
3 Similar argument was made in an article by Chilosi (1996). He stressed also employees’ risk aversion
and preference towards current consumption, which may lead employees to sell their shares even when
this imposes long-term losses to them.
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2.2 Models of internal market for shares

Internal market for shares has not received much attention in the transition literature,

primarily because the research question has been perceived in terms of transition from

insider to outsider ownership. However, Kalmi (2000a) shows that internal tradability

of shares has beneficial effects, when shares are regarded as implicit employment

guarantees. He shows that tradability of shares solves the problem of excess labour,

because employees get the compensation for unemployment when selling their shares.

Ownership will concentrate to those employees for whom the difference between the

wage in the firm and opportunity income is greatest, such as employees who have

accumulated firm-specific human capital or those employees for whom it is most

difficult to find alternative employment.

Kalmi’s model rests on two assumptions that may be challenged: That employees are

able to pay the equilibrium price for shares, and that they have correct beliefs on the

value of shares. For the sustainability of employee ownership, a third must be added:

That new employees have equal access to shares. When these assumptions do not

hold, we are in a situation described by “degeneration” models.4 To put it simply, the

degeneration theory says that employee ownership is sustainable only if the current

employee-owners have the correct incentives to sustain and enlarge the ownership

basis. Since employee-owners retire or depart voluntarily (or, in some cases, may be

laid off), the incoming employees should participate in ownership, if the firm is to

remain employee owned. Crucially, the theory relies on the assumption that the

market for ownership works imperfectly, in the sense that equilibrium prices for

shares are unattainable. A necessary condition for the degeneration is that the firm

may hire employees who do not get the status of owners. The theory has somewhat

different versions for firms that are collectively owned or individually owned (see

Ben-Ner, 1988, pp. 299-304). Since our empirical application is Estonian firms, where

only individual ownership is now recognised in the law, I would discuss here only the

case of individual ownership. Basically, however, the implications of the theory are

very similar, regardless whether ownership is individual or collective.

                                                          
4  Degeneration models originate from the literature on worker co-operatives and have a long pedigree,
starting at least since Oppenheimer (1896) and Tugan-Baranovsky (1921). The modern literature on
degeneration models is due to Ben-Ner (1984) and Miyazaki (1984).
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There are several reasons why internal market for shares may work imperfectly5:

1) Employees face wealth constraints and are risk-averse. They may not be able to

raise enough capital to pay the equilibrium price for shares, or they might prefer to

diversify their holdings.

2) Incumbent employees have more information about the value of shares, leading to

problems of asymmetric information. The newcomers may expect that incumbents are

offering shares only because shares are overpriced. This problem may be alleviated a

bit if the newcomers are offered shares only in the case where they have worked for

few years. Even in this case the inside knowledge new employees gain from work

processes does not necessarily translate into inside knowledge on the value of the

firm. Hiring an independent evaluator to estimate the market value of the firm would

induce additional transaction costs and might become too costly.

3) The market for shares is likely to be thin. In publicly traded companies, stock

market often provides relatively accurate estimates on the market value of the firms

because of high volume of transactions. The less frequently the firm is traded, the less

accurate this estimate is going to be. With employee owned firms, the number of

transactions is bound to be much more limited than in publicly traded firms, thus

providing much less information on the firm value.

4) Changes of ownership and thereby decision-making power may lead to changes in

firm policies. There are a number of dimensions that affect the utility employees get

from ownership (such as job security, control over workplace characteristics, utility

from control) that are affected by changes in decision-making power. If the internal

policies of the firm were known to all and fixed, each employee could calculate how

valuable the shares are for him or her under the given internal policies. However,

these variables are subject to collective choice, which is essentially unpredictable,

when the composition of decision-makers change. This is because the preferences of

new employees are unknown and are revealed only ex post, when some issue comes

                                                          
5  Similar points have been made earlier by Ben-Ner (1988, pp. 301-2) and Dow and Putterman (1999,
pp. 39-40).
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into voting. There may exist no equilibrium price that takes into account the changes

in relative decision-making power.6

Interestingly, the reasons for the imperfection of share trade may also be generalised

so that they apply also for the trade between insiders and outsiders in the collective

mode of trading. Capital market imperfections affect also outsiders, so they may not

be able to compensate employees for shares and loss of job security. Insiders have

private information about the firm, leading to the usual asymmetric information

problem. Thin markets impose additional bargaining costs. Finally, even though

insiders demand a compensation for the loss of control when selling the share

majority, they do not know how costly the ownership change will be for them. They

may not know the ability of outsider to run business or how the outsider is going to

use his control (e.g. whether to contract or expand operations). Therefore, insiders

may demand higher compensation for the loss of control than would be necessary.

This problem is quite special for the control transactions involving insider ownership

and is because of the fact that insiders still retain a stake in the company after they

have sold control. It does not arise in control transaction from one controlling outsider

to another.

2.3 External and internal market for shares compared

One unanimous conclusion emerges from the literature of external market for shares:

That collusive mode of trading leads to more stable ownership structures than

individual mode of trading. Different authors derive different conclusions from this

finding. For the purposes of this paper, more interesting is how this collusion is

sustained. Aghion and Blanchard argue that is because management acts as an

enforcer, by controlling the trading of shares (1998, p. 96). They argue that this

behaviour is motivated by their fear of losing their job, and private benefits of control

associated with it.

Degeneration models, when taken literally, predict that there is no market for shares at

all. However, empirical observations suggest that there is some degree of share

trading in employee-owned firms in transition, most often between employees and

                                                          
6 This control problem could be avoided if new employees were issued non-voting shares. However,
this would only be another form of degeneration.
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managers, and sometimes involving outsiders (Gardawski 1996; Blasi et al. 1997;

Jones and Mygind 1999). Clearly, there is need for a model that explains both internal

and external market for shares, and possible differences between them. The strength

of degeneration models is that they pay attention to the fact that ownership may be

gradually shifting to former employees, and new employees may have poorer

possibilities to participate in ownership. These points are often ignored in the

literature of external market for shares. Degeneration models do not explain the

concentration of shares to managers, something which is often empirically observed

in Eastern Europe.

3 An institutional model of share trade

3.1 Institutions regulating share trade

North (1990, p. 3) defines institutions as humanly devised ‘rules’ or ‘constraints’ that

shape human interactions and structure incentives in human exchange. He also makes

the distinction between formal and informal constraints (e.g., p. 36). Similar concepts

may usefully be introduced to the analysis of ownership change. Insiders design

institutions to protect themselves from undesirable outcomes or to obtain a stronger

bargaining position.

Examples of formal regulation are the regulation prescribed in commercial code and

company by-laws. The commercial code sets limits in which the founders of the

enterprise may set their by-laws, or in which the shareholder meeting may later amend

them. For instance, shareholders in publicly traded companies do not have the right of

first refusal, unless there are several classes of stock, in which case the restriction

applies to that part of stock that is publicly traded. Moreover, the commercial code

may apply more severe restrictions. For instance, the Russian Privatisation

Programme, that started in 1992 and excluded smallest companies, made explicit that

firms participating in that programme should have freely tradable stock (Blasi et al.

1997, p.89). In other cases, for instance in Estonia, joint-stock companies by default

have freely tradable stock, but may adopt restrictions in by-laws. Common to different

formal constraints is that they favour current shareholders and protect their rents

against hostile take-overs. In general, they make hostile take-overs by outsiders

impossible.
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Informal regulation can be divided into two main groups: Behaviour induced by

sanctions, and internalised norms. Examples of sanctions are sanctions imposed by

the management or pressure from fellow workers. Internalised norms refer to cases

where employees feel that selling shares to outsider is wrong, even if they would not

bear the cost of that decision by themselves. In other words, informal regulation is a

manifestation of social relations at the workplace.

Those authors who would like to see less constraints in share trade, and in general

improved access for outsiders to shares, usually suggest that formal regulation should

encourage open trading of shares (Earle et al. 1996; Blasi et al. 1997; Aghion and

Blanchard 1998). This is because formal regulation is much easier to change by policy

intervention than informal regulation. However, there appears to be a dilemma for

policymakers: If formal regulation is made more liberal, it is likely that the regulation

moves one level down and the informal regulation is intensified. This appears to be

the case in Russia (Black et al. 1999).

3.2 The impact of social relations at the workplace

There are two distinct types of social relations at the workplace: Those among

employees, and those between employees and managers.7 The importance of social

relations among employees casts doubt on the validity of the non-co-operative

(individual) mode of trading. The individual trading mode described by Aghion and

Blanchard is not a pure example of non-co-operative game situation, because even

when communication among employees would not take place during the transaction,

there will be communication before and possibly after the transaction. This ongoing

interaction causes that some degree of co-ordination and collusion is inevitable. Thus,

modelling the situation as a non-co-operative game seems unrealistic. The second

implication of social relations is that employees get intrinsic utility of continuing

workplace relations. This questions the assumption that employees would in a take-

over situation seek only their immediate interest, but would take the welfare of other

workers also into account.

                                                          
7  For a related discussion in a different context, see Nutzinger (1976).



10

The social relation between employment and management is referred here as power

relation. Contrary to the “nexus of treaties” view originating from Alchian and

Demsetz (1972), I argue that management has real power vis-à-vis employees. The

concept of power is often avoided in economic analysis, apparently partly because of

the lack of commonly agreed definition, and partly because of the difficulties to make

value-free assessments on power. However, the literature on ownership relations in

transition suggests that ignoring power relation may be misleading (Bim 1996; Blasi

et al., 1997).

The first type of power is relatively uncontroversial. It refers to the capability to

induce sanctions (Bowles and Gintis, 1999). For instance, if an outsider makes an

offer for shares held by employees, the management may threaten to fire anyone who

sells. This, of course, radically changes the pay-off structure.

The second type of power is the control over processes on ownership. Management

may be in control over the privatisation process, issue shares targeted for managers,

and negotiate over take-overs independent on employees. For instance, Szostkiewicz

(1994, p. 73) presents evidence that in Polish employee owned companies the

initiators behind the ownership transformation were usually the managers. Blasi et al.

(1997, pp. 93-6) present evidence on how management successfully dilutes the

ownership stakes of other owners by issuing new, targeted shares.8

Third type of power arises from management’s control over information. The

management is likely to have more correct information about the value of shares, and

benefits from this information in transactions with employees. This type of power is,

of course, closely related to the power arising from the control over processes of

ownership.

Fourth, the management may use its power to influence the preferences of

employees.9 Studies on employee ownership have argued that management attitudes

and commitment on employee ownership affect how employees value their shares

(e.g. Klein 1987; Pierce et al. 1991). It is plausible that employees value ownership

                                                          
8 Similar evidence for Russia may be found in Gurkov (1996).
9 See Lukes (1974) generally on this interpretation of power.
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more if it gives them real influence on the decision-making in the enterprise, and if

they get information on the firm performance. However, by withholding these

possibilities and information management can consciously lower the value employees

assign to their shares. This makes it easier for the managers to buy shares from

employees.

3.3 Hypotheses for the empirical work

These arguments may be operationalised for empirical analysis. Unfortunately, the

impact of norms and sanctions is difficult to verify empirically, unless the researcher

has managed to collect ethnographic data. We might speculate from the direction and

frequency of ownership transfers whether such effects are present, but we cannot

consider this evidence as conclusive proofs. However, the difficulties in empirical

measurement should not lead us to disregard them either.

The social relations of employees in the workplace suggest that the individual mode

of share trading does not apply to the external market for shares. In contrast, it is

possible that in the internal market for shares such behaviour may be observed. If an

employee sells to another employee or manager, it may not mean that the job security

of the others is affected, although it may affect the job security of the person who sold

his share. If employees regard shares as implicit job guarantees, the person in question

takes this effect into account. We may thus conclude that the individual mode of

trading is likely to describe better internal than external market. This means that we

should observe more frequently transactions among insiders than between insiders

and outsiders, and that outsiders may often acquire their position in one transaction

rather than gradually.

Another insight comes from the models of internal market for shares. Suppose that

employees buy shares to guarantee job security or participate in the decision-making.

For employees who have left the enterprise, these considerations are no longer

important, and they would sell their shares. They are presumably better off by

diversifying their wealth to other assets or using the money for consumption. Since

the retired employees are no longer under the social control of the work place, formal

restrictions on to whom these shares may be sold are necessary.
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This reasoning may not apply, however, if the price for shares is substantially below

its real value. In this case, former employees may be better off by keeping their

shares, rather than selling them undervalued. On the other hand, incumbent insiders

may be indifferent to this ownership by former employees. This is because former

employees are likely to have less information and interest in enterprise affairs, and

therefore their ownership may have no impact on decision-making. If the firm is cash

constrained and cannot afford to buy the shares back, retiring employees retain their

shares and outside ownership accumulates gradually. In any case, the conclusion is

that former employees are more likely to sell their shares than those employees who

continue working.

The under-valuation of shares has more implications. First of all, it lowers the cost of

outsiders to participate in the market of shares. Since this is tantamount to windfall

gains to outsiders, the companies are likely to apply formal restrictions to share

tradability to outsiders. These restrictions are equally likely to apply to new

employees, who likewise gain from undervalued shares at the expense of current

owners. Therefore, we would expect to see both formal restriction for non-

shareholders, and low participation rates among those employees who joined the

company after privatisation.

Power relations in the enterprise are likely to have implications to the concentration of

shares. If there is no counter-force to managerial power, such as strong union or

works council, which would also inform employees on the rights and possibilities of

share owning, it is to be expected that the ownership would concentrate to the hand of

managers. Moreover, it may be expected that the managers control also the processes

of ownership change. The collective mode of share trading may be better understood

by describing manager as the enforcer of decisions, as suggested by Aghion and

Blanchard, rather than all employees making decisions collectively.

These predictions are more in accordance with the degeneration theory and collective

mode of share trade than with the individual mode of share trade. Notice however that

the collective mode of share trade assumes that insiders have devised institutions that

protect them, while degeneration theory assumes the absence of institutions that

prevent degeneration. The reason for this is that the initial owners are in the position
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to set up these institutions, and including new employees as owners is not in the

interest of the incumbents.

4 Survey evidence from Estonia

4.1 Description of the data

The empirical material to analyse these issues was collected in spring 1999 in co-

operation with the Estonian Statistical office (ESA). A pilot survey was done in

December 1998 in six companies in Tallinn. The actual survey was then completed in

78 enterprises. The sample covered every region in Estonia. In all cases, the

respondent was the general manager of the firm. Sometimes some information was

provided by the chief accountant.

Initially, 99 firms were selected for the analysis. The response rate (including pilot

studies) was thus almost 85%, which can be regarded as very high. Of the 15 firms

that did not answer, 6 refused participating, 5 were closed down or in the process of

liquidation, in 2 there was currently management change, in 1 the manager was

travelling, and in one case we did not succeed to get contact with the firm. In addition,

one respondent did not provide meaningful information. The pilot survey differed

only marginally from the actual survey, so the pilot studies were added to the analysis,

thus making 83 observations.

The firms were selected on the basis that there was known to be some degree of

employee ownership in 1996 or 1997. Thus, it is not a representative sample of

Estonian enterprises. In some firms the ownership was distributed only among few

managers. 21 such firms are removed from further analysis, since I considered them

to be of little interest to the research question.

Additionally, I did seven case studies of Estonian employee-owned enterprises, which

are reported elsewhere (Kalmi 2000b). Those case studies helped me to interpret the

survey findings, although the survey questionnaire was done prior to case studies, and

the interviews for the survey were done approximately at the same time as most cases.

I occasionally refer to the case findings when they improve the understanding of the

subject matter.
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The firms in the sample were medium-sized, with few larger companies (maximum

number of employees was 1016). The sample mean of employees was 118, median 74

and standard deviation 148.4. Most of the companies were in manufacturing (26),

followed by trade (11), services (9), transport (7), construction (6), and agriculture or

fishing (3). 36 firms were from former state-owned sector, 19 were successors of

former co-operative sector (mainly collective farms), 6 were new firms established in

late 1980s or early 1990s, and one was former joint venture. 50 firms were organised

as public limited companies, 10 as private limited companies, and 2 as co-

operatives.10 None of the firms was publicly traded.

Center for East European Studies at Copenhagen Business School has also rich panel

data for these enterprises from the years 1994-1998. From this data, I use data on

ownership for the years prior to my survey and information about profits. This data is

described in some detail in Jones and Mygind (1999; 2000a; 2000b).

4.2 Ownership patterns and change

In this section, I mainly compare the evolution of ownership between 1995 and 1999.

For the description of ownership patterns, I use so-called dominant ownership

approach. Owners are divided into six groups: Employees, managers, former

employees, outsider enterprises, outsider individuals, and foreign owners. Which ever

of these groups owns most of the shares, is called the dominant owner. For 1995,

there was no category in the questionnaire for former employees. They are

presumably included into outsider individual owners. Therefore, the number of

enterprises in dominant outsider ownership in 1995 is likely to be a slight

overestimate. In 1995, two firms of the survey were still in state ownership.

Table 1 gives the dominant ownership groups for 1995 and 1999. Somewhat

surprisingly, the number of firms in dominant outsider ownership has dropped in four

                                                          
10  The main differences between public and private limited companies are in capital requirements,
governance structures, and auditing requirements. Both of them are based on alienable shares, but the
transfer of shares is somewhat more cumbersome in private limited companies. The Estonian
commercial code is very similar to that of German, and public limited company is comparable to
Akziengesellschaft and private limited company to GMBH.
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years from 23 to 19.11 Since the drop has been in the group of individual ownership,

the result is of suspect, since in some cases the outsider individuals in 1995 may have

been former employees. It is safer to say that the number of outsider owned firms has

remained approximately the same. Even this is surprising, since one would expect an

increase of outsider owned enterprises over time. Among insider owned enterprises it

is notable that the number of firms in managerial outsider ownership have increased at

the expense of employee owned enterprises.12

There is also some evidence that minority employee participation in outsider owned

firms is diminishing. Of the 23 outsider owned enterprises in 1995, 21 had minority

employee ownership (at least 10% of shares), while in 1999 of 19 enterprises only 9

had minority employee ownership. On the other hand, managerial minority ownership

has remained stable (or even increased): 10 outsider owned firms had minority

managerial ownership both in 1995 and 1999.13

As can be seen from Table 1, there are seven cases where the ownership has shifted

from employees to outsiders during the four-year period, and no cases where the

ownership has shifted from managers to outsiders. There are eight cases where

ownership has changed to managers, and four cases where ownership has shifted from

employees to former employees. In six cases where ownership shifted from

employees to outsiders, outsiders raised their ownership from zero to over 30 per cent

level, and in three cases assumed immediately the dominant owner position (in others

one or two years after the initial acquisition). In the seventh case, there was during the

whole period some ownership by outsider individuals, which however cannot be

disentangled from ownership by former employees except for the year 1999. In

contrast, in eight firms where managers had acquired dominant position, they had

already 1995 substantial holdings and increased their ownership gradually. In firms

where former employees had become dominant owners, there was likewise gradual

increase in individual outsider ownership.
                                                          
11  In the following, I will drop the adjective “dominant” since it is clear than when I write “outsider
ownership” (or employee, manager, etc.) I mean dominant ownership.
12  These results obviously correspond with those reported in Jones and Mygind (1999, 2000a), which
are based on the panel data. That research compared ownership of 1995 to the beginning of 1998. The
rise of manager ownership is proportionally larger in the data reported here, since the sample was
biased towards insider owned enterprises.
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It is however important to note that the increase in the ownership of former employees

is not because retired employees had bought shares but because owners retire and

thereby change their status from ‘employees’ to ‘former employees’. Tables 2a and 2b

show how different groups have been buying and selling shares in the company

between 1996-99. Multiple answers were permitted. (The number of firms where

there has been buying and selling differ because of share issues). According to this

table, in 25 firms no-one has been selling shares (except in four cases the firm through

share issues). The true number is somewhat lower because of missing answers. It is

interesting to note that managers are usually buyers but seldom sellers (24 vs. 2

cases), employees are buying just as often as they are selling (15 cases), and former

employees are usually selling but not buying (25 vs. 2 cases). Outsiders are more

often buying than selling, but there are fewer transactions involving outsiders than

insiders (9 vs. 5 cases).14

Nine firms reported that they have conscious policy of buying shares from former

employees, but in many more firms there is trade from former employees to

shareholders. Only two firms reported that they offer shares for new employees, one

of the two after some period of employment. From the survey data, the holdings of

new employees cannot be inferred, but I quote instead employee survey evidence

from five Estonian employee owned enterprises, reported elsewhere (Kalmi 2000b).

Of 126 respondent who had been employed before privatisation, 95 were owners; and

of 36 respondents who had joined the firm after privatisation only 6 were owners. The

odds of being owner were over 18 times higher for those who had been employed in

the firm before privatisation than for those who had come to the firm after

privatisation. These firms had higher degree of employee ownership and higher

participation ratios (employee-owners / total number of employees), but in refusing

ownership from new employees they hardly differ from other employee-owned firms

in Estonia.

                                                                                                                                                                     
13 It should be noted that since firms switch categories, only 12 firms are outsider owned at both points
of time.
14  The number of firms having outsider owners is obviously larger than 9, but the question was about
share trade after 1995.
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Table 3 shows the percentage of shares traded between 1996-99. Almost a third of all

companies report that there has been no share trade during the period. Only slightly

over one third report that more than 10 per cent of shares has been traded. The mean

is 15.3 per cent, which makes 5.1 per cent annually. The median is 4.25, which makes

approximately 1.4 per cent annually. These figures may be compared with those

reported in Blasi and Shleifer (1996, p. 93). They report that employees in Russian

privatised enterprises sold in 1994 in average 4 per cent of the shares (median 0) and

voucher funds sold in average 1 per cent (median 0). The trading of shares in Estonia

thus seems to be of similar magnitude.15

In the survey, there were three questions about the attitudes of the managers towards

the possibility of outsider owners acquiring the control of shares. The first question

was: “Are you actively looking for an outsider investor?” The second question was:

“Would you agree to sell the controlling package of shares to outsider investors, if

they would provide necessary expertise and capital to the enterprise?” The third

question was: “Has outsider investors offered to buy the controlling package of shares

in your enterprise?” The results are summarised in Table 4. Surprisingly, it appears

that outsider owned enterprises are much more active than insider owned enterprises

in looking for outsider investors, more likely to accept ownership changes if they

improve the performance of the firm, and also receiving more often offers for the

enterprise shares. The difference between outsider and insider owned firms is in this

respect quite large, as can be seen from the table. This gives some credibility to the

claim of Aghion and Blanchard (1998) that insider ownership may hinder ownership

transfers. It is also possible that outsiders get more easily information on the firms

owned by other outsiders, and that outsider owners firms may be more willing to

provide this information.

The evidence points out that outsider ownership has not been increasing in the survey

firms. This may be because of negative attitudes insider owners have towards outsider

ownership. Trading of shares is overall quite limited, but shares are more frequently

traded in the internal than external market. If gradual change in ownership is typical

                                                          
15  It would be more comparable to report the medians for each year separately for the Estonian data.
For 1996, it was 0; for 1997 similarly 0; and for 1998 0.8 per cent.
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for individual mode of share trade, then the data supports the hypothesis that

individual mode of share trade characterises better internal than external market for

shares. External market for shares is often characterised by large transactions. In

addition, there seems to be support for degeneration theory, in the sense that former

employees have become to the position of dominant owners in eight companies, and

that new employees are offered shares only in two companies.

4.3 Formal regulation of share trade and share prices

In section 3 I pointed out that there is likely to be formal regulation of share trading

that prevents non-owners from participating freely in share market, and predicted that

this is especially likely to be the case if shares are undervalued. It is of course difficult

to say whether the shares are undervalued, but in this section I propose a crude proxy

for that.

Table 5 lists the frequency of restrictions in the tradability of shares. Only six firms

report that they have not restricted the tradability of shares (no restrictions is the

default for public limited companies in the commercial code). Notably, four of these

six firms are owned by domestic enterprises. Right of first refusal – clauses are most

common, and they are adopted almost in every insider owned firm. Quite few firms

require the approval of board or shareholder meeting in accepting new owners.

Earlier I argued that the possible under-valuation of shares likely to be the reason why

trading of shares is restricted. To examine this, we need to know the price for shares,

and make an estimate for the value of shares. Judging from the case studies, it appears

that the price paid for shares often is equal or close to the nominal value of shares.

This is taken first to be a proxy for the price for shares. Then I form an estimate for

the value of shares. I use net profits earned by the firm in six successive years of

which we have information, 1993-98. To take account the opportunity cost of capital,

I deflate profits by annual long-term interest rates given by the Bank of Estonia. The

profits in earned in those six years thus describe the return for shareholders on their

investment, excluding the principal. Assuming that the investments made by the firms

are value increasing, this measure is preferable to paid dividends. Then I compare the

profits to the nominal value of shares.
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The results of this exercise are quite interesting. Table 6 gives the frequencies of the

profits / nominal value per share, categorised by ownership groups. More than a half

of the enterprises have earned in six years higher (adjusted) profits than their nominal

capital is. It is noteworthy that profits are higher than nominal capital especially in

employee-owned enterprises, and also in other insider owned companies this is more

often the case than in outsider-owned enterprises.

We may observe real price for shares for 23 firms that gave an average price at which

the shares had been traded at past 12 months. The number of firms responding this

question is low since almost half of the firms did not trade any shares during the

period, and some firms did not want to answer.  Table 7 gives the relationship

between the ratios of profits / nominal value and share price / nominal value for those

23 companies. There appears to be no relationship between those variables. It is more

interesting to see those variables separately. It seems that more profitable companies

that are traded: Almost three-fourths of the companies have greater profits than the

nominal value, compared with slightly over one half in the sample. For 11 companies

the share price is higher than nominal value, for another 11 it is equal, and for one it is

lower than the nominal value. The highest ratio of share price / nominal value was 10.

Typically, if prices were traded at higher price than the nominal value, the ratio was

between 1 and 3. In 15 companies out of 23 the profits / nominal value ratio was

higher than share price / nominal value ratio. There is some correlation between the

ratio of price / nominal value and the percentage of shares traded in 1998. The

correlation coefficient (r) between these variables was 0.44. For those 23 companies,

17 said that the price is set between the transacting parties, and in five the price is set

administratively (and one did not answer). Of the five companies where price is set

administratively, in four the price was equal to nominal value, and in one it was

higher.

Thus, the expectation that the price is close to nominal value is quite correct for most

cases, and it seems reasonable to say that the nominal values of shares are often low

compared to the profit-earning potential of the firms. The finding that the price of

shares and the quantity sold are positively correlated is interesting; usually one

expects this correlation be negative. This indicates that the market for shares is
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actually seller’s market: The higher the price, the more shareholders are willing to

sell; and the price may still be an under-valuation.

4.4 Collective mode of share trading re-examined

Earlier, I argued at some length that the individual mode of share trading is

unrealistic, since social relations at the work place inevitably bring elements of co-

ordination and collusion to share trade. I have provided empirical evidence to support

this point. Therefore, I believe the collective mode of share trading better describes

reality. In this section I analyse collective share trading in practice.

 Aghion and Blanchard described the collective mode of share trading as one where

management controls share trade and prevents outsider participation. For Brown, the

collective mode is characterised by employees deciding collectively and

democratically on the inclusion of outsider owners; if benefits are greater than costs,

ownership change takes place. However, management may organise ownership

change from employee ownership to management or outsider ownership without even

consulting employees. This is possible through share issues. Of course, such dilution

of ownership is may not be legal, but the reaction of employees may depend on their

ability to understand the issue and organise counter-reaction.

To investigate this issue, I included a question whether firms that had sold shares to

outsiders on who participated in the decision of including outside owners. 15

enterprises answered this question. In seven cases, employees were dominant owners

at the time when outsiders got their ownership share; in three other cases they were

substantial minority owners. (In five other responses employee ownership was very

small before the change). In nine of these cases, share capital was broadened when

including new owners; in one case there was probably a sale of shares between

outside owners. Surprisingly, in only one case employees, according to the manager,

exercised substantial influence on the decision to include outside owners. In another

case, they were ‘consulted’. In both of these cases, employees hold minority and not

dominant ownership positions. In all the other cases, employees did not participate in

any case to that decision, even when it diluted their ownership stake. This included all

seven cases where employees held dominant ownership positions. In some cases,

employees sold their shares, but it is not possibly verify whether this happened in
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together with share issue or only after. In two cases, employees remained as dominant

owners after the share issue, only to lose their position later, and in three cases the

new dominant owners were managers, who apparently also bought shares.

On the other hand, in most cases the shareholder meeting was consulted about the

decision to issue new shares, and in two cases, of which in one employees were

majority shareholders, it had decisive influence. Only in two cases shareholder

meeting was not consulted. This suggests that even if employees have low influence

to the decision of issuing shares in their role as employees, they might have had

influence through their position of shareholders. Somewhat surprisingly, in two cases

supervisory board was reportedly not consulted, although it should have been

according to the commercial code (all firms in question were public limited

companies and had supervisory boards). Management team had decisive influence on

the ownership change in five cases, shareholder meeting in two, and supervisory

board in two.

The evidence suggests that share issues is an important mechanism of ownership

change. 35 firms reported in the survey that they had issued new shares after

privatisation. Unfortunately, it is almost impossible to investigate how many of these

share issues led to ownership change. Often it may not change the dominant owner,

but affects the balance of ownership in the company. Share issues, of course, do not

only influence ownership change, but they can also be important means of financing

for the enterprises. In any case, share issues clearly correspond to the category of

collective mode of share trading.

4.5 Case study evidence on ownership change

Case studies provide more detailed evidence on privatisation process and ownership

change in Estonia.16 In summarising the evidence from earlier case studies, Terk and

Elenurm (1996, p.2) pointed out that in all cases it was the management that had

initiated the privatisation. From the beginning, the management controlled the

privatisation process. Initially, the ownership structures in privatised firms were very

equal, due to the regulations in privatisation. Quite popular method of privatisation

                                                          
16  This paragraph draws from Mygind and Nørgaard Pedersen (1996) and from Kalmi (2000c).
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was so-called collective leasing, where capital was leased from the state and

ownership structure reminded industrial co-operatives. From early 1990s on, the

enterprises were allowed to take the corporate form, which in many cases left

immediately to concentration of ownership, often through share issues. Usually the

initiators of ownership change were the managers, who also increased their

shareholding relative to employees in share issues. In most cases, the changes in

ownership structure took place after the proceedings set in commercial law, though in

some cases it was reported that the employees perhaps did not fully understand the

impact of new share issues in control (Mygind and Nørgaard Pedersen 1996, p. 75).

The changes in ownership may reflect both the informational advantages of managers

and the low interest towards share-owning by the employees. Though share transfers

that take place following the letter of law are probably most typical in Estonia, there

are undoubtedly many cases where management is of suspect of abusing their

position. I conclude the empirical finding by citing two case studies, the former

reported by Erik Terk in Mygind and Nørgaard Pedersen (1996) and the latter done by

myself during spring-autumn 1999.

Firm A was collectively leased to the work force in 1989. The original leaseholders

included the entire staff of the enterprise, 1500 employees. In 1993, the privatisation

of the enterprise become actual. The enterprise managers bargained with the Ministry

of Finance on the conditions of privatisation. The ministry approved that the workers

collectively owned 10 per cent of the value of the enterprise, and the rest should have

been paid by supplementary financial contributions. Some 90 employees agreed to

purchase shares in the joint-stock company that was formed for the privatisation of

firm A. During the process, the Estonian Privatisation Agency announced that half of

the purchasing price of A could be made by privatisation vouchers. This information

remained as a private information by the management team, and other shareholders

were not informed on the possibility. Six managers succeeded in collecting vouchers

mainly from pensioners at prices of 1/5 of the nominal value. The use of vouchers

allowed managers to acquire over 2/3 of the voting stock of A, taking the other

shareholders by surprise. Without the manoeuvre with vouchers, it had been unlikely

that the managers could have bought the shares by themselves.
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Firm B is somewhat rare example of a firm that was privatised to its employees

relatively late in the Estonian privatisation process. A joint-stock company formed by

the management and employees bought the assets of the privatised enterprise in

December 1997. In recent years, the number of employees has been slightly under

100. The majority of employees in 1997 bought shares of the enterprise, but around

70 per cent of the shares were bought by six members of management team. The

holdings of other employees were small, typically ranging from 500 to 2000 Estonian

Kroon (from 62 to 250 Deutsche Mark). The markets of the firm have been shrinking,

and its financial position has not been very strong, though it has not faced any

immediate threat of bankruptcy. Until 1999, the firm had not paid any dividends.

I visited the company for the first time in June 1999. When I asked the managing

director why the firm had been privatised through an employee buy-out, he answered

that the management team could not have afforded to buy the assets alone. He also

said that the managers do not particularly appreciate the fact that employees shared in

ownership and said that the ownership structure would need some "rationalisation".

Some days later, during an occasional visit in the company premises, I noticed at the

blackboard a message with roughly the following content: "Since several shareholders

have informed the management board that they are not satisfied with their

shareholding, the management board has decided to organise an additional

shareholder meeting to discuss the reorganisation of ownership". (The employee

survey which I organised at the company did not indicate that the employees had

plans to sell their shares). At that time, I did not have the chance to investigate this

further, but another opportunity appeared during my visit in October-November 1999.

I interviewed the manager again in October. He admitted that some concentration has

taken place, but he was unwilling to discuss the issue further. Luckily, I managed to

organise a meeting with a middle-manager who had herself been a shareholder in the

company. The interview took place in November. According to my written notes, she

testified as follows:

I have worked in this company 35 years. (…) Some years ago we were offered to buy

the shares of the company, that happened when the enterprise was privatised.

Everyone in our department bought shares, one bought three shares, some bought
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two. I bought four shares with nominal value of 500 kroons each.17 I bought more

than others since I was the boss at the department. We trusted we would get some

dividends. We never got any. Less than a year ago18, we were informed about an

extraordinary shareholder meeting, the subject being the sale of the shares. From the

beginning, we were informed that we would not get the price we put into shares. They

did not tell us first how much they are going to offer, but we thought let's see how

much we will get. I got from my shares 750 kroons in total. In my knowledge everyone

sold and there are only six shareholders remaining. The price was bad, but we had

not got our salaries in time, so we sold. We needed money. What should we have

done? At least we got something. Managing the enterprise is anyway not our

business. The managers have their work to do and we have ours and let it be so.

Later the respondent said that the share owning never made any difference, except for

the possibility to participate at the shareholder meetings. Ordinary employees were

not interested in shareholding. They were hoping to get dividends, but they never got

any. (For the years 1997 and 1998, the firm made moderate but positive profits.) It is

possible, though not certain, that the non-payment of dividends and wages was part of

the game by the management inducing employees to sell their shares. The financial

situation of the enterprise was not good but not critical either. Interestingly, the

manager said during the interview in October that he is expecting an increase in

profits for the year 1999. Whether dividends are to be paid in the year 2000 is not in

my knowledge.

5 Conclusions

I have surveyed empirical evidence from Estonia to assess the theoretical literature on

ownership change in employee-owned firms in transition. I noted in section 2 that the

literature suggest that the market for shares can be divided into external and internal

one, and that there are two modes of trading, individual and collective. In section 3, I

proposed that further insights would be gained by focusing on how insiders regulate

the share trading in both types of market. I expected to see substantive regulation of

share trade and more frequent transactions among insiders than outsiders. On this

                                                          
17 Thus, she paid for her shares 2000 kroons in total.
18 In reality less than half a year before the interview took place.
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basis, I proposed that the individual mode of trading would describe better internal

than external market for shares. I suggested that the collective mode of trading would

describe better share trade from insiders to outsiders. I also expected that new

employees would not have equal access to shares compared to incumbent employees,

and that former employees would be selling their shares more often than those

employees who remain in the firm.

The empirical evidence supports these hypotheses. Share trade was more frequent

among insiders than outsiders, former employees were selling shares most often,

ownership was concentrating to managers, and only two firms of 62 said that they are

offering shares to new employees. Internal market for shares supports the

degeneration theory, which predicts that shares would concentrate to initial owners.

There seems to be also another type of degeneration process, where shares

concentrate to a smaller number of owners. These findings may be explained by

power relations and management attitudes towards employee ownership, and are

investigated more in detail in case studies in Kalmi (2000b).

Some of the most interesting findings concern the market for shares. I found that the

correlation between shares sold and price of shares was positive, not negative, as the

conventional wisdom would suggest. On the other hand, the share prices may still be

undervalued. This may suggest that the demand for shares is higher than the supply

for shares. On the other hand, it is clear that there are no market for shares in the usual

sense of the word, in the sense that there would be frequent transaction for shares.

About a third of firms said that there had been no trading of shares at all. Most

commonly, trading occurred from former employees to managers. Market where

managers buy shares from retiring employees is a curious mirror image of Akerlof's

(1970) "market for lemons": In the internal market for shares, the buyers know more

than sellers do on the value of objects for sale.

It seems that the new outsider owners often come to the firm through new share

issues. The broadening of share capital may be an easier way to organise ownership

changes than direct sale of shares from employees to outsiders. Equally, managers

may broaden share capital to take the control of the firm by themselves, as

exemplified in some case studies reported in Mygind and Nørgaard Pedersen.
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In the literature of transition economies, there has been debate whether the regulation

should aim to accelerate ownership change from insider ownership to outsider

ownership or whether it should aim to preserve employee ownership. For the first

group of researchers, a major conclusion emerging from this study is that if formal

regulation is liberalised, informal regulation is likely to get intensified. Moreover,

such goals as anonymous trading for shares may be very difficult to organise for firms

that are relatively closely held. Paradoxically, the institutions of share trade at the

same time undermine the viability of employee ownership already in relatively short

term.19 For those who support preserving employee ownership, it would be crucial to

introduce elements that prevent degeneration, such as making ownership conditional

on employment, as in ESOP-type of structures. The unequivocal conclusion emerging

from the study is that collusive regulation of share trade reduces ownership transfers

and some collusive elements are inevitable for the companies in question; what type

and degree of regulation is consistent with policy goals remains a normative question.

                                                          
19  A more detailed account on changes in ownership and participation ratios for Estonian enterprises is
in Kalmi (2000c).
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Table 1 Ownership structures in 1995 (rows) and 1999 (columns)

For Ent Ind Man Emp Femp Total

Sta 0 0 0 2 0 0 2

For 0 0 0 1 0 0 1

Ent 1 6 0 1 1 1 10

Ind 0 2 3 1 3 3 12

Man 0 0 0 9 1 0 10

Emp 2 3 2 8 8 4 27

Total 3 11 5 22 13 8 62

Abbreviations used:

Sta State ownership

For Foreign ownership

Ent Domestic outsider enterprise ownership

Ind Domestic outsider individual ownership

Man Managerial ownership

Emp Employee ownership

Femp Former employee ownership

Table 2a. Buyers of shares between 1996-99 according to the dominant owner in

1998

Man Emp Femp Out Nr of firms

FOR 0 0 0 1 1

ENT 4 2 0 6 10

IND 2 1 0 0 2

MAN 12 3 1 1 14

EMP 2 6 0 0 7

FEMP 4 3 1 1 7

Total 24 15 2 9 41

Abbreviations for rows and columns as in Table 1

Row total is lower than 62 because some firms did not trade shares, and some

did not answer. Column totals add up to more than 41 because multiple answers

were permitted.
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Table 2b. Sellers of shares between 1996-99 according to the dominant owner in

1998

Man Emp Femp Out Nr of firms

FOR 0 0 1 0 1

ENT 1 4 8 1 10

IND 0 1 1 1 2

MAN 2 6 5 1 11

EMP 0 1 5 1 6

FEMP 1 3 6 1 7

Total 4 15 25 5 37

Abbreviations for rows and columns as in Table 1. Row total is lower than 62

because some firms did not trade shares, and some did not answer. Column

totals add up to more than 41 because multiple answers were permitted.

Table 3. The percentage of shares sold between 1996 and 1999

0 % 10%< 30%< 50%< >=50% Total

Total 17 16 9 5 6 52

10 firms did not answer.

Table 4 Number of enterprises answering “yes”

Q1 Q2 Q3 TOTAL

OUT 5 6 8 14

INS 6 15 9 42

TOTAL 11 21 17 56

Note: 6 enterprises did not answer
Abbreviations for rows:
OUT Outsider owned firms
INS Insider owned firms
Question 1: Are you actively looking for an outsider investor?
Question 2: Would you accept to sell the controlling package of shares to
outsiders, if they would provide new capital and expertise for the enterprise?
Question 3: Have outside investors made you offers for the majority shares in the
enterprise?
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Table 5 Restrictions to the share trade and dominant owners at the time of

interview (number of enterprises in parenthesis)

FOR

(3)

ENT

(11)

IND

(5)

MAN

(22)

EMP

(13)

FEMP

(8)

TOTAL

(61)

No restrictions 0 4 0 1 0 1 6

Shareholders have

the right of first

refusal

2 7 5 20 12 7 53

New owners need

board or

shareholder

meeting approval

0 2 0 3 2 0 7

Other restrictions 1 1 0 0 1 0 3

Note: 1 respondent did not answer.

Note: Multiple answers were permitted. Therefore column totals may be higher

than the number of firms in each category.

Abbreviations for columns as in Table 1
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Table 6 The profits of 1993-98 compared with the nominal price of shares at the

time of interview

Nominal value of shares

higher than profits

Profits higher than

nominal value of shares

TOTAL

FOR 2 1 3

ENT 7 4 11

IND 3 2 5

MAN 9 11 20

EMP 3 10 13

FEMP 4 4 8

TOTAL 28 32 60

Note: For 2 companies there was not complete information of profits.

Abbreviations for rows as in Table 1

Table 7 Profits / nominal value of shares and Share price / nominal value

Nominal value

higher than profits

Profits higher than

nominal value

total

Share price higher than

nominal value

3 8 11

Share price equals

nominal value

3 8 11

Share price lower than

nominal value

0 1 1

Total 6 17 23
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