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ABSTRACT

Since the mid-1970s a number countries have successfully
implemented privatisation of state-owned enterprises
(SOEs) as a policy to reduce government budget deficit
and to improve efficiency of the public sector. Policy
makers in Sri Lanka started to adopt market-friendly
economic policies from 1977. Consistent with such
economic policies, privatisation of SOEs was introduced
to improve efficiency in Sri Lankan SOE sector. A more
formal programme of privatisation was launched in 1989
with significant criticisms.

The main reason put forward by policy makers for
privatisation was perceived and actual inefficiency of
SOEs. Inefficiency was interpreted by them in terms of
financial losses and privatisation was expected to
improve the situation. This study attempts to
investigate the role played by privatisation in improving
efficiency of SOEs in Sri Lanka. A thorough literature
survey was conducted: to examine and analyse various
forms of privatisation, b) to evaluate the efficiency
argument, c) to discuss the development and the role of
SOEs in Sri Lankan economy. In addition, four hypotheses
were tested to evaluate the impact of privatisation on
profit/profitability, output, employment and
productivity.

The statistical analysis provided in this thesis is based
on a sample of ten enterprises. Both secondary and

XI
primary data were used and the former was for the period
from 1986 to 1996. The primary data came from a field
survey on employees of the enterprises included in the
sample. To analyse data, four statistical tools were
employed: Wilcoxon Sign Ranked Sum Test, t-test of
matched pairs experiment, multiple regression and ChiSquare test.

The statistical analysis shows that: a) efficiency of
SOEs in terms of financial profits and profitability has
not significantly improved after privatisation, b) real
output has shown no significant improvement after
privatisation, c) privatisation has resulted in
significant reduction in employment after privatisation,
d) employee productivity has increased significantly
after privatisation. Finally, the statistical analysis
shows that incentives to employees in term of increased
salaries/wages and gifted shared, have a strong positive
relationship with employee attitudes towards
privatisation. Such attitudes may have contributed to the
increase in employee productivity.

CHAPTER 1

INTRODUCT ION

State-owned enterprises (SOEs) have played a major role
in economic growth of most countries. However, most of
SOEs are considered to be inefficient. Inefficiency of
SOEs has led policy makers to seek remedial solutions.
For example, Margaret Thatcher-then premier of the UKcame up with the proposal of privatisation of SOEs in
the early 1980s.' With great scepticism concerning the
government's ability to launch privatisation program,
Thatcher Government was successful in selling some
SOEs to the private sector in early 1980s. This
success led Thatcher to be re-elected in 1984 and
thereafter she extended privatisation to different
sectors of the economy ignoring the size of SOEs.
British Telecom, for example, sold shares to more than
two million of buyers. Most of the divestitures showed
improvement in efficiency and profitability. Thus, it
is generally accepted that the UK is the pioneer of
modern privatisation.

1

In addition to the frequently cited argument of poor
performance, the trade unions of SOEs often had an unhappy link
with the UK government. Such a relationship led to prolonged
boycotts that caused heavy damage to the economy.
Thus, the
policy makers wanted to curb the excessive power of the trade
unions.

2
Megginson et al. (1994, PP. 406-407) argue that Konrad
Adenaner government in Federal Republic of Germany
launched the first large-scale, ideologically-motivated
'denationalisation' program on Volkswagan in 1961.
Further, with the broader definition of privatisation,
one can argue that privatisation was recognised in
Wealth of Nations by Adam Smith in 1776.

Remarkable change in SOEs in the UK and its success
invited other countries for privatising of their SOEs.
By 1992, more than eighty countries implemented
privatisation (Kikeri 1992, pp. 1-2)

.

Earnest & Young

(1994, p. 3) increased the number of countries upto
more than 100. At present, it can be assumed that all
of the countries have already implemented or are
planning for privatisation. The acceptance of the
privatisation strategy by these countries was aimed to
achieve different objectives. The most common
objective is improving efficiency of SOEs. Obviously,
there are some other reasons such as excessive trade
union powers, political ideologies and conditions of
international financial institutions which led policy
makers to reform SOEs. To achieve them, different
methods of privatisation are available. Pine (1988,
Pp. 69-249) identified twenty-one methods of
privatisation.

Among them transferring ownership,

3
contracting-out, Franchising, use of vouchers are more
important (Samad & McMaster, 1996, PP. 84-99)

.

When

objectives and methods of privatisation are reviewed,
economic reforms of former planned economies need a
special explanation.

1.1 Privatisation Trends in Planned Economies
The trend towards privatisation in the former Soviet
Union and other planned economies particularly in
Eastern Europe has been remarkable. The state-owned
enterprises in any country gained their ground to
exist mainly from the socialist ideology. Sri Lanka
too was subjected to the influence of socialist
political ideology. For instance, a large number of
SOEs in Sri Lanka were established under financial and
technical collaboration of socialist countries. These
socialist countries accepted privatisation to
revitalise their economies and improve efficiency of
SOEs. Russia, for instance, took serious measures
shown as below.

By July 1993, out of 4,972 large enterprises slated
for mandatory privatisation, GKI and local
privatisation committees issued decisions to
privatise for 2,918 enterprises,.... In addition,
6,508 enterprises corporatised on a voluntary
basis.... Finally, some 1,237 joint stock
companies were formed on the basis of subdivisions
of state enterprises that separated from their
holding company. Overall, by July 1, 1993, 6,477

IN

joint stock companies were registered (Boyco et al.
1993, pp. 153-154)
Like Russia many other socialist countries are
committed to privatise SOEs. For example, Cortia has
given the approval to 1,930 out of 3,500 socially-owned
enterprises to privatise by mid 1993 (Gaving, 1993, p.
58)

.

Moltova, the latest Soviet Republic aimed to sell

1,550 SOEs by 1994 (Virginia, 1994, p. 13)

.

Poland,

one of the pioneers in privatisation among Socialist
Block, set up a new Ministry called The Ministry of
Ownership changes to cater privatisation (Fallenbuchi,
1991, pp. 52-69) ; Mujzel (1991, pp. 29-51)

.

It

(Poland) issued 3,800 licenses to foreign firms as of
May 1991 (Amar, 1991, p.113) and wanted to speed up the
privatisation process (Krzyzak, 1993, p. 38; Pinto et
al. (1993, p. 213)

Privatisation of banking sector to

.

expedite the privatisation process was admitted by many
central and eastern European nations (Blommestein,
1994, p. 1215)2.

2

For further details on privatisation in former planned economies
in Europe, see: Home (1995, pp. 379-392); Gray (1996, pp. 179187); Laban (1993, pp. 1199-1210); Brady et al. (1991, pp. 50-51);
Schares (1991, pp. 52-53) ; Korani (1992, pp. 153-176) ; Savas
(1992, pp. 573-581); Rider (1994, pp. 589-603); Trupiano (1993,
pp. 27-36); Earle & Sapatoru (1994, pp. 61-79); Leeds (1994, pp.
19-37); Roberts (1993, p. 16); Linz (1994, pp. 105-114); Nelson &
Kuzes (1994, pp. 55-67) and crook (1990, pp. 3-22) ; and Zajicek &
Heisler (1995, pp. 84-88)
,
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1.2 Significance of Privatisation in Sri Lankan
Economy
Studying of privatisation of SOEs in Sri Lanka is
important due to a number of reasons.

a. Vital Role played by SOEs
SOEs have been playing a vital role in the economy
since independence in 1948. They were assigned a key
role for achieving economic development till 1977.
Consequently, Sri Lanka had one of the most dominant
public sectors among developing economies in the
world.3 Still SOEs are performing a dominant role in
the economy.

For instance, some of the vital economic

activities such as railway, health, telecommunication,
power and energy, ports, aviation and some
manufacturing activities are run by the SOEs. Also,
SOEs contribute significantly in the areas of
employment creation, capital formation, industrial
production and external trade. Therefore, any decision
made on SOEs are crucial to the Sri Lankan economy.

SOEs altogether contributed 12.2 percent of Gross Domestic
Production in 1974. The national value added share of SOEs in the
sectors of Electricity, Gas & Water and Finance & Insurance were
94 percent and 95 percent respectively for the same year
(Lakshman, 1979, p. 65)
Nankani too, among others, accepts the dominance of the SOEs in
Sri Lanka as bellow;
It has one of the largest public sectors outside the centrally
planned economies, with state owned enterprises (SOEs)
numbering about 180 and accounting for about 40 percent of
gross output in manufacturing (Nankani, 1990, p. 43)

.
n
b. Policy-makers commitment to privatisation
The government that came into power in 1977 under the
leadership of United National Party (UNP) headed by
President J.R.Jayewardene4 vowed to privatise SOEs for
the first time and opened up the economy and invited
the private sector to undertake economic activities.
So many incentives were given to encourage the process
that simultaneously weakened the dominancy enjoyed by
the SOEs. According to John (1992, p. 17) the
privatisation drive in Sri Lanka began with the help of
a USAID grant of $ 7.9 million under Jayewardene
government.

R. Premadasa, deputy leader and the premier assumed
the office of the President in 1989 and expedited the
privatisation program initiated by his former leader.
He changed the mostly unwelcomed term 'privatisation'
to 'peoplisation'5 and was able to privatise a number
of SOEs until his assassination on May 1, 1993. D. D.

The year 1977 was a turning point because the power changed hands
from Sri Lanka Freedom party (SLFP) to United National Party
The ideology of the former is obviously state sector
(UNP)
biased while the latter is private sector biased. The UNP
governed the country from 1977 to 1994 and the SLFP dominant
Socialist Alliance came to office in 1994 and continues to date.
.

6

There is no difference in the meanings between 'privatisation'
and 'peopalization'
Both terms mean the transferring state
ownership of SOEs from the state to individuals. The protest
from the people may be alleviated with the latter.
.

7
Wijetunge, the premier to Premadasa government took
over the Presidency for the remaining period and
continued with the Premadasa-designed privatisation
program till 1994.

Even though the Premadasa government had a bad
political climate due to civil unrest, it showed a
remarkable success in privatising SOEs. For instance,
a Bush administration official of the Bureau for Asia
and private Enterprise has warmly applauded with the
privatisation efforts of the Premadasa government. She
continued to state that privatisation in Sri Lanka as
'a model plan for the world' (John, 1992, p. 17)

.

A

similar conclusion was arrived at by McDonald. He gave
much of credit to former president Premadasa for
bringing the country ahead of the neighbours in
privatisation (McDonald, 1993, pp. 67-68)

From 1977 to 1994, the government overtly satisfied
the private sector needs at top priority. For
instance, a considerable number of SOEs has been moved
to the private hands. Some of these transactions,
however, were found to be characterised by their lack
of transparency. In such an atmosphere, Chandrika
Bandaranayake Kumaratunge-whose parents were both
former premiers Mr. and Mrs. Bandaranayake who

established most of the SOEs in the country-with
support from some minor anti-UNP parties, became
President with a superior victory ever since the
independence. The new coalition government is often
called 'leftist' because there are some Cabinet and
Legislature members who are known as leftists and
former trade union leaders.

The Chandrika government had to face two important
issues: civil war and privatisation. She gave priority
first to find a solution to the civil war and then
changed to the privatisation as below:

When the leftist government of Chandrika
Kumaratunge came to power in Sri Lanka last year,
the privatisation program of the previous regime
was put to one side. Ending the civil war was what
mattered. A ceasefire was negotiated.. the civil
war was resumed, as bloodily as ever. The
government needs a success. Privatisation is again
a priority (The Economist, 1995, p.36)
.

It is important to note that the joint manifesto
presented to the voters at the election included some
anti-privatisation promises. After a few months,
Chandirka government, in contrast to the promises,
declared before a forum of investors that it was going
to continue the privatisation process as in the
following quotation:

Chandrika Bandaranayake Kumaratunge says she
regards the private sector as "the engine of
growth" and will privatise state-owned companies
(Peagam 1995, p. 108)

In fact, the new government has proven to be even more
committed to privatisation than her predecessors,
although some of its own members including some
Ministers still do not seem to be fully convinced.

Strong commitment of the Si Lankan government under
different political leaders since 1977 was apparent as
discussed above. On the other hand, such a policy bias
is hailed by the Western countries on whom Sri Lanka
heavily depends. For instance, The Washington Post of
the 11th October 1996, reported an unmatched
endorsement as:

The particular achievement of Sri Lanka, the tear
dropping off India, is to have preserved and
extended market reform and the welfare state even
while engaged in a protracted cruel battle against
minority Tamil separatists.
What's often overlooked is that, through some
decades of unrest leading to civil war, successive
democratic governments have promoted the economic
growth and restructuring and the social programs
that have made Sri Lanka the most advanced market
economy of its region and its best-performing
society in per capita income, health, mortality and
human development in general (The Sunday Observer,
Dec. 08, 1996, p. 37)

10
c. Anti -privatisation Campaigns
There is considerable disquiet among, trade unions,
some scholars, political parties and general public
about the direction the government has taken on this
issue. The strike by the workers of Ceylon Electricity
Board can be considered as the strongest protest
against privatisation in Sri Lanka as:

A recent strike by the Ceylon Electricity Board
(CEB) state power workers, who said they opposed
privatisation and private power generation,
paralysed the country for three days and serve as a
rallying point for the those opposed to reforms
(Daily News. Jun. 12, 1996)

After the CEB strike, a superintendent of the CEB was
taken into custody under emergency regulations and
essential service order. A lawyer who is one of the
members of the Parliament belongs to the coalition
government appeared on behalf of the superintendent to
produce a bail application (Daily News, Jan. 13 1996)

Simultaneously, trade union actions were strongly
criticised by government and private sector bodies.
For instance, The Ceylon Chamber of Commerce reiterated
as below:

The Ceylon Chamber of Commerce has noted with
concern the Ceylon Electricity Board trade union's
anti privatisation stand.

11
The Ceylon Chamber of Commerce feels that these
trade unions are forcing the government to move
into reverse gear from the pivotal role it played
hitherto in steadily liberalising the economy and
improving living standards....
The question therefore is who rules the country?
The trade unions or the government ....
Privatisation is one of the major policies taken by
the new government to accelerate economic growth.
Whilst trade unions should look after the well
being of their members they should not dictate to
government the policies or deter government from
the mandate that brought it to power (Daily News,
Jun. 13, 1996)
Thus, the anti-privatisation activities supported even
by some segments of the government invite for
undertaking an independent study.

d. Inefficiency of SOEs
Most of the SOEs in Sri Lanka generate financial
losses. Considerable number of SOEs in Sri Lanka are
undertaking pure commercial activities and are running
at loss. Yet these enterprises survive on the
assistance from the Treasury. Financial inefficiency
of SOEs was put forward as the main argument to support
privatisation of SOEs. Policy makers recognised the
necessity of an efficient SOE-sector as below:

Unless we do something immediately to improve the
efficiency of public enterprises, the implications
for the future are likely to be serious.
Mr. Speaker, I want to make it quite clear that my
remarks are only directed towards the improvement of
the efficiency of public corporations with a view to

12
making them more viable (Budget Speech, 1985, pp.
18-19)

Having recognised the urgent need of improving
efficiency, The Minister of Finance continued to state
privatisation as the solution to the problem of
inefficiency as:

Mr. Speaker, it is essential that an enterprise by
enterprise study is completed expeditiously to
assess the ability of various public enterprises to
run efficiently. Those which are not viable should
be closed down. Others can be restructured and
certain cases privatised. Urgent action is
necessary. We cannot continue to allow these
enterprises to be a burden on the whole country
(Budget Speech, 1986, p.41)

e. Fiscal Burden
Poor performances of SOEs eventually become a burden to
the Treasury as mentioned above. A large portion of
the government revenue has to spend as current and
capital transfers to the SOEs that perform poorly. This
becomes more serious if loss-makers perform economic
activities which can be undertaken by the private
sector. Tax payers, however, may not be happy with
such huge grants given to SOEs.
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Pressures from international lending institutions
Pressures from international financial institutions are
insurmountable. Sri Lankan economy is dependent because
nearly half of its investment comes from foreign
countries. For instance, domestic saving to GDP ratio
was 15.2 percent while investment ratio to GDP was
27.05 percent in 1994 (Central Bank 1994, Table 1)
Thus international lending institutions like the World
Bank and IMF influence effectively to privatise SOEs
and open market for competition (Tin 1990, pp. 54-58)
Further, for example, World Bank and IMF wanted to
privatise all SOEs before the end of 1991 (The Island
1991, p. 5)

.

The pressures from IMF seem to have

increased even after six years as below:

The IMF said Sri Lanka had to take a number of
measures, including liberalising external trade,
more privatisations to strength the role of the
private sector, and reforms to improve the
performance of state-owned banks (Daily News, 18
Sept. 1996)

Controversial & failed privatisations
Privatisations done so far in Sri Lanka are with mixed
results. Some privatisations, particularly in the
early stage, are often criticised for corruption due to
political interference. On the other hand, some others
were totally failed and they were closed by the new
owners in the private sector. For instance, six
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privatised SOEs wee totally failed by 1996: Lanka Loha,
Kahatagaha Mine, Hingurana Sugar, Kantale Sugar, CCC
Fertilizer and Mattegoda Textiles. Consequently, many
thousands of employees lost their jobs that led a
serious social problem. As a remedy, the government
had to acquire them back and rehabilitate in order to
keep those enterprises open. This caused a huge loss
of revenue to the government. A study on privatisation
can explain the causes of such drawbacks and make
recommendations for future privatisation.

1.3 Statement of the Problem
SOEs do play an important role in the Sri Lankan
economy. Policy makers, however, have shown their
intention in privatising them. They emphasised that
SOEs are inefficient, therefore, they should be
privatised. Their argument behind this is that
privatisation improves efficiency. In addition to the
efficiency argument, some other reasons seem to
support the argument for privatisation. On the other
hand, protests against the privatisation of SOEs take
place in a large scale. Further, a few of already
privatised enterprises proved to have failed completely
while others operate with mixed results. This
apparently shows a gap between the objectives of policy
makers and the expectation of others. Also, policy
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makers' objectives have not been achieved by some
already privatised SOEs. Such issues raise the
interesting question 'how privatisation of SOEs in Sri
Lanka improved their efficiency in performance?'

1.4 Objectives of the Study
The objectives of this thesis are as follows:
-

To examine and analyse various forms of
privatisation

-

To evaluate the efficiency argument in
privatisation

-

To discuss the development of SOEs in Sri Lanka
and explain their role in Sri Lanka's economic
growth.

-

To empirically examine the impact of privatisation
in Sri Lanka.

The first three objectives will be achieved by
thoroughly examining the existing literature where as
the final objective will be achieved by explicitly
testing four hypotheses using parametric and
nonparametric methods.

1.5 Hypotheses
Four hypotheses have been developed in this study to
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achieve the said objective. The standard form of null
hypotheses are as below.

Hypothesis l:'Financial performance of State-owned
enterprises has not changed after their
privatisation'

Hypothesis 2: 1 0utput of State-owned enterprises has not
changed after their privatisation'

Hypothesis 3:'Employment of State-owned enterprises has
not changed after their privatisation'.

Hypothesis 4:'Privatisation has no effect on the
productivity of employees'

1.6 Organisation of the Thesis
This thesis has been divided into ten chapters. The
first chapter provides an introduction to the study.
The second chapter reviews the theoretical and
empirical literature on privatisation. The Sri Lankan
public sector with the emphasis of SOEs till 1977 is
reviewed in the third chapter. Macroecomomic policies
in Sri Lanka changed significantly since 1977.
Privatisation has been a result of this change,
therefore, the fourth chapter discusses SOEs in the
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light of privatisation. The fifth chapter investigates
the concept of efficiency. The sixth chapter presents
the methodology adopted and the sources of data.
Chapter seven covers profiles for each of the
enterprise in the sample. Empirical analysis is
presented in the chapters eight and nine. These
chapters analyse primary and secondary data
respectively. The last chapter summarises the findings
of the research and conclusions thereof.

CHAPTER 2

PRIVATISATION: AN INTRODUCTORY REVIEW

2.1 Introduction
This Chapter focuses on the background review of
privatisation. The review consists of both theoretical
and empirical perspectives in addressing the issues
involved in the research problem. The Chapter begins
with a terminological explanation. The two key terms
covered are 'SOEs' and 'privatisation'

.

Having defined

the key terms, the chapter continues to discuss methods
of privatisation. Methods of privatisation are closely
related to the objectives of privatisation. In turn,
objectives are found as arguments in favour of
privatisation, therefore, they are presented next.
Some controversies, however, are directed at
privatisation. Four Arguments against privatisation
are presented before the last section. The last
section presents the summary of the chapter.

2.2 Meaning of SOEs and Privatisation
Definition of the term 'SOE' is complex. This
complexity is obvious in two aspects: ownership and
functions. First, enterprises may be owned by different
levels of the government such as federal, state or
provincial and local. Government bodies in these levels
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own enterprises in different proportions. Some are
fully owned while others are partly owned. More
importantly, SOEs perform a variety of activities and
functions through out the world. They range, for
instance, from the provision of essential services such
as security and public utilities to the production of
commercial products such as soap and liquor. Further,
some of these services are provided at a price while the
others are freely provided. Consequently, some SOEs are
profitable ventures while others are loss makers in
financial terms. Such a multifariousness was simply
presented as below:

The label state-owned enterprise (SOE) means
different things to different people. To some, the
label has a very broad meaning, applying to all
government entities that supply goods and services
to the general public. In this view entities such
as disaster-relief agencies, agricultural extension
services, and police and fire protection agencies
would qualify as state-owned enterprises. A far
narrower view would reserve the label for
government-owned entities created primarily for the
purpose of profit-making and that, once
established, were substantially free to operate in
much the same fashion as purely private firms
(Gillis 1987, p. 568)
.

Gillis et al. continued his discussion further and
concluded that an enterprise qualifies as a state
enterprise if it meets the following three criteria.'

1

Lakshman (1979, pp. 1-2) also defined a SOE in a similar way.
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The government is the principal stockholder in
the enterprise, or is otherwise able to exercise
control over the broad policies followed by the
enterprise, and to appoint and remove enterprise
management.
The enterprise is engaged in the production of
goods or services for sale to the public, or to
other enterprises, private or public.
As a matter of policy the revenues of the
enterprise are supposed to bear some relation to
its costs. State enterprise for which profit
maximisation is not the prime stated objective may
still qualify if they are expected to pursue
profitability subject to constraints implicit or
explicit in social functions assigned the
enterprise by the state (Gillis et al. 1987, p.
569)

All definitions accept the ownership of the state. In
this study, a SOE is defined as a state owned entity
(a) whose principal shareholder is the government, (b)
which is engaged in production of goods and/or services
for which a price is charged and (c) whose revenue
bears some relation to its costs.

The significance of the role played by SOEs vary from
country to country. Political ideology is the main
reason for such a variation. For instance, SOEs were
assigned a vitally important role in so-called
centrally planned economies. SOEs in Hungary and
Poland, for example, accounted for 88 percent and 92
precent respectively of the gross domestic
nonagricultural product while comparative figures for
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the UK and the USA, at the other end of the scale, were
3 percent and 2 percent respectively (Eliker 1990, p.
17)
Defining Privatisation
A generally accepted single definition of the term
'privatisation' is not found. A number of related but
different definitions were given to privatisation in
different studies. The most authoritative definition
has been given by Kay and Thomson (1986, p. 18) with
some reference to methods of privatisation as below:

Privatisation is a term which is used to cover
several distinct but possibly alternative, means of
changing the relationships between the government
and the private sector. Among the most important of
these are denationalisation (the sale of publicly
owned assets), deregulation (the introduction of
competition into statutory monopolies and
contracting out (the franchising to private firms of
the production of state finance goods and services.

This definition guided the subsequent definition in the
finance and economic literature. Cook & Kirkpatric
(1988), for example, followed Kay and Thomson
as below:
The first and most common usage of the term refers
to a change in the ownership of an enterprise (or
part of an enterprise) from the public to private
sector.

A second mode of privatisation involves the
liberalisation or deregulation, of entry into
activities previously restricted to public sector
enterprises....
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The third sense in which the word privatisation has
been used is where the provision of a good or
service is transferred from public to private
sector, while the government retains ultimate
responsibility for supplying the service.
Franchising, or contracting-out of public services
and the leasing of public assets to the private
sector are examples of this form of privatisation
(Cook and Kirkpatrick 1988, pp. 3-4)

Divestiture-the sale of SOEs-has been used by Berg &
Berg (1997, p. 357) as the narrower sense of
privatisation. Further, they used privatisation in the
broadest sense to mean 'giving private actors a greater
role in decisions about what, where and how to produce
goods and services' (Berg & Berg, 1997, p. 357)

.

Dozens

of modalities are encompassed by the broadest meaning of
privatisation mentioned above. Fifteen possible senses
of these modalities are given by Ramanadhan (1991, p. 362)

The meaning of privatisation presented so far has
focussed on the ownership (i.e. ownership transfer
between the public and private sectors)

.

Santopietro

and Shabman (1992, pp. 407-411) use property rights
rather than ownership in defining the privatisation.
They quote Lindblom (1977, p. 26) in defining property
and property rights as below:

Property is a set of rights to control assets: to
refuse use of them to others, to hold them intact,
or to use them up. Property rights are consequently
grants of authority made to persons and
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organisations, both public and private and
acknowledged by other persons and organisations.

Property rights can take different structures and some
structures are superior in efficiency terms. Gorden
(1954, pp. 124-142) , for example, identified two
categories of property rights: private property and
common property. Also, he found that the former is more
efficient in terms of resource rents. Santopietro &
Shambman (1992, pp. 407-419) present six property right
structures: Open Access, Unmanaged, Regulated Use,
Communal, State Farm and Private. In this spectrum, any
movement away from the Open Access towards the Private,
redefines property rights. This process is described by
the privatisation.

Finally, Beesley & Littlechild (1994, p. 15) give the
following simple meaning for privatisation which ideally
fits into the Sri Lankan privatisation program:2

'Privatisation' is generally used to mean the
formation of a Companies Act company and the
subsequent sale of at least 50 percent of the shares
to private shareholders.

2

The first step of privatisation in Sri Lanka is the formation of
a limited liability company under the provisions of companies Act
No. 17 of 1982 by converting a SOE. The next step is the issue of
majority shares to the public sector.
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It can be concluded as discussed above that the term
'privatisation' conveys a variety of meanings. The main
reason for this dissimilarity is that the definitions of
privatisation have usually been constructed on the basis
of the methods of privatisation. However, it simply
means transfer of the ownership of SOEs from the public
sector to the private sector. It can take place
according to different methods as explained in the next
section.

2.3 Methods of Privatisation
Availability of different meanings of privatisation
requires a couple of methods or techniques of
privatisation. Theoretically speaking, Pine
extensively discussed twenty-one methods of
privatisation as mentioned below:

Selling the whole by public share issue
Selling a proportion of the whole operation
Selling parts to private buyers
Selling to workforce or management
Giving to the workforce
Contracting out the service to private business
Diluting the public sector
Buying out existing interest groups
Charging per the service
Setting up counter-groups
Deregulation via private associations
Encouraging alternative institutions

Different definitions of privatisation are found in: Bishop et
al. (1994, p. 15); Key & Thomson (1986, pp. 18-32) ; Domberger &
Piggot (1986, p. 145); Kikeri et al. (1992, p. 14); Berg & Berg
(1997, p. 357); Santopietro & Shabman (1992, pp. 407-411); and
Beesley & Littlechild (1994, p. 15)
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Making small-scale trials
Replacing monopolies to let competition grow
Encouraging exist from state provision
Using vouchers
Admitting demand pressures
Curbing state powers
Applying closure proceeding
Withdrawal from the activity
The right to private substitution
(Pine, 1988, pp. 69-252)

Many of these methods have been adopted in the UK as
indicated by the author.

The World Bank studied comprehensively the methods of
privatisation.4 In the first volume of the three-volume
series, Vuylsteke (1995, p. 8) summarises seven basic
methods of privatisation and their characteristics as
shown in Table 2.1. This identification seems to be
more pragmatic because it captures most of the methods

The World Bank technical Papers No.88, No.89 and No.90
extensively discussed techniques of privatisation of SOEs. These
publications address methods and implementation; selected country
case studies and inventory of country experience of reference
materials respectively. For detail, see Vuylsteke (1993) Nankani
(1988) and candoy-sekse (1988)
,
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adopted in different countries.5 Which method to be
adopted is decided upon many socio-politico-economic
factors. Vuylsteke recognises seven factors that will
largely determine methods and procedures for
privatisation:
(a) the objectives of the government: (b) the
current organisational form of the SOE: (c) the
financial condition and record of performance of the
SOE: (d) the sector of activity of the SOE; (e) the
ability to mobilise private sector resources; (f)
the degree of development of the capital market; and
(g) socio-political factors (Vuylsteke 1993, P. 57)

A closer look at the above factors suggests that any
country has to adopt a number of methods to privatise
its SOEs. Privatisation is not a policy option without
controversies and criticisms. The following sections
address arguments for and against privatisation.

2.4 Arguments in Favour of Privatisation
As mentioned in the previous chapter, a large number of
countries has already pursued and many others are in the
process of adopting privatisation to achieve certain
objectives. The main objectives put forward are:
to improve economic efficiency;
to increase revenue to the government;
to reduce burden on the budget;

For instance, see Yarrow (1986, pp. 324-364); Wright et el.
(1994, pp. 313-335); Kikeri et al. (1992, P. 7); Shirely (1989,
pp. 33-36); Dhanji & Milanovic (1991, pp. 14-25); Domberger &
Piggot (1986, pp. 154-161) and Brada (1996, pp. 68-76)
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Table 2.1 Basic Methods of Privatisation

Methods

Characteristics

Public
offering
of shares.

Distribution to the general public of all
or part of share in public limited
company (as a going concern)

Private
sale of
shares.

Sale of all or part of government shareholding in a stock corporation (as a going
concern) to a single entity or group....

sale of
government or
enterprise
assets.

Sale of assets (instead of shares) Private
sale.

Fragmentation.

Reorganisation of a SOE into several
entities (or one holding company and
several subsidiaries) Each entity will
then be privatised separately.
.

New private
investment
in SOE.

Primary share issue subscribed by the
private sector (dilution of government's
equity position instead of distribution
shares)

Management/
employee
buy-out.

Acquisition by management and/or workforce
of controlling interest in SOE. Leverages
management/employee buy-out (LMBO) consists
of purchase of shares on credit extended
either by seller (government) or by
financial institutions.

Leases and
management
contracts.

No ownership transfer. Under lease, fee
is payable to owner of productive
facilities, lessee assumes full commercial
risk. Under Management contract, owner pays
for management skills, while manager has
full management and operational control.
Many variation exist.

Source: Vuylsteke, C. 1993, 'Techniques of Privatisation of
State-Owned Enterprises volume 1 Methods and Implementation', World Bank Technical Paper no. 88, p. 152.
d.) to introduce market economy;

to establish democracy;
to improve consumer welfare;
to widen share-ownership and popular capitalism;
to reduce public sector borrowing;
I.) to solve management problems; and
j.) to control trade union power.

Individual importance of the above objectives is
different from country to country as shown by Table
2.2. It depends mainly on the policy makers'
preferences and economic conditions of the country. The
information given is only from selected studies and
whose objectives were brought under the classification
developed under this study. In this process, the
closely related objectives were combined as one. The
data in Table 2.2 apparently show that improving
economic efficiency is common in all the cases. Thus,
it can reasonably be concluded that the main argument
for privatisation is that it improves efficiency of
SOEs.

Even though the Table does not separately indicate the
reduction of burden to the government, this has been
accepted as the main objective by most of the developing
countries. The burden arises from inefficient operation
of SOEs. When SOEs show poor performance, the
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Table 2.2 Summary of Aims and Objectives of Privatisation
Objective is to:
Study/Publication
(Author, year, pages)

Context

improve
economic
efficiency

increase
revenue/
decrease
burden to
Treasury

Kikeri et al.
(1992, p. 13)

Developing
countries

x

x

Dhariji & Milanovic
(1991, P. 1)

East/Central Europe

x

x

Ramanadhan et al.
(1991, pp. 25-26)

The UK

x

x

x

x

Yarrow
(1986, p. 327)

The UK

x

x

x

x

Bishop et al.
(1994, pp. 1-6)

The UK

x

x

x

x

Domberger & Piggott
(1986, pp. 145-155)

unspecific

x

x

Kay & Thomson *
(1986, pp. 19-29)

The UK

x

x

x

x

Commender & Killick
(1988, pp. 96-124)

Developing
countries

x

Hartley & Parker
(1991, pp. 11-12)

Conceptual

x

x

x

Clark et al.
(1996, pp. 395-406)

USA

x

Sonko
1994, pp. 1083-1096

Swaziland

x

x

introduce
market
economy/
establish
democracy

improve
consumer
welfare

promote
popular
capitalism

reduce
public
sector
borrowing

solve
management
problems

x
x

x
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Table 2.2 Summary of Aims and Objectives of Privatisation (contd.)
Objective is to:
Context

improve
economic
efficiency

Ferguson *
(1988, p. 163)

The UK

x

x

Rapacki
(1995, pp. 57-74)

Poland

x

x

Okano
(1990, pp. 145-156)

Japan

x

Tomic
(1991, pp. 36-39

USA

x

Theoretical/
The UK

x

Wessels
(1995, p. 53)

USA

x

Boyco et al.
(1996, pp. 309-319)

Theoretical

x

Jones
(1991, pp. 39-41)

Conceptual/
New Zealand

x

Rahman.
(1996, pp. 25-39)

Malaysia

x

Salam
(1996, pp. 86-89)

Pakistan

x

Study/Publication
(Author, year, pages)

___________________________

Vickers & Yarrow
(1988, p. 157)

Note:

*

*

increase
revenue/
decrease
burden to
Treasury

introduce
market
economy/
establish
democracy

improve
consumer
welfare

promote
popular
capitalism

reduce
public
sector
borrowmy

x

x

solve
management
problems

x
x

x
x
x

x

x

x
x

x

x

x
x

x

These studies recognised disciplining trade union as on of the objectives

x
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inevitable outcome will be financial losses. The
losses are to be met by the government budget. If they
can be sold, the government can increase its revenue on
the one hand. On the other hand, burden to the budget
can be avoided with the cease of transfers to the loss
making SOEs. Thus, the objective of reducing burden
relates to the objective of reducing public sector
borrowing. The government has to borrow simply to fill
the budget deficit which is widened by the transfers.

Introduction of market economy as well as the
establishment of democracy was one of the main
objectives of former Soviet Block countries in Eastern
and Central Europe. Non-economic objectives are also
found in some countries. Among them, improving
managerial autonomy and curbing trade union power are
significant. The latter was frequently referred to as
an implicit objective in the case of UK.

2.5 Arguments Against Privatisation
Transferring the ownership of SOEs from public to
private, as argued in the above sections, brings
efficiency improvement as well as some other advantages
to the host economy. But a large volume of economic
literature argues that the public sector as well as SOEs

32
are required for an economy as briefed in the following
four sub sections.

2.5.1 Economic Rationale for Government Intervention
Privatisation simply means withdrawal of government
activities from the economy. But it is argued here
that no country without state sector involvement in its
economy can be found. That is, private sector does not
undertake all activities in an economy. The extent of
state sector involvement varies from country to country
and time to time even in the case of a single county.
Therefore, demarcation between what government should
do and should not do is to be done cautiously.

Arguments made by Adams Smith (1776) to answer the
question 'what role should be assigned to government?'
may be the best point to start the discussion on SOEs.
He (Adams Smith) identified three duties of the
government as below.

According to the system of natural liberty, the
sovereign has only three duties to attend to; three
duties of great importance, indeed, but plain and
intelligible to common understanding: first, the
duty of protecting the society from the violence
and invasion of other independent societies;
secondly, the duty of protecting, as far as
possible, every member of the society from the
injustice or oppression of every member of it, or
the duty of establishing an exact administration
of justice, and thirdly, the duty of erecting and
maintaining certain public works and certain public
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institutions, which can be for the interest of any
individual, or small number of individuals, to
erect and maintain; because the profit could never
repay the expense to any individual or small number
of individuals, though it may frequently do much
more than repay it to a great society (Friedman,
1980, pp. 48-49)

Obviously the first and the second duties are
unambiguous. Also they are rather outside from the
scope of economists. The third duty can be considered
as more relevant to a study of economic role of the
government. But it is incomplete since it ignored
mainly efficiency and equity concerns. In short, Smith
assigned a passive role to the state. Musgrave and
Musgrave more comprehensively justified the existence
of government as follows:

In part, the prevalence of government may reflect
the presence of political and social ideologies
which depart from the premises of consumer choice
and decentralised decision making. But this is only
a minor part of the story. More important, there
is the fact that market mechanism alone cannot
perform all economic functions. Public policy is
needed to guide, correct and supplement it in
certain respects (Musgrave & Musgrave, 1989, p. 5)

The idea that the market mechanism alone cannot perform
all economic functions is of interest to this study.
Three major functions have been identified by Musgrave
& Musgrave (1989, p. 6) :6

6

In addition to these three functions, the regulatory role was
assigned as the fourth function to the government in order to

34

allocation function
distribution function
C. stabilisation function.
Among them, the distribution function focuses on equity
consideration. The stabilisation function addresses
macroeconomic objectives such as price stability and
full employment.

The allocation function is directly relevant to the
topic being investigated. The limited resources are to
be allocated mainly between two types of goods:
public/social and private. Two criteria are based in
distinguishing the two types: (a)rivalness and (b)
exclusion in consumption. If both criteria are
applicable to any good, that good is said to be a pure
private good. Otherwise, it is a pure public good.7
Between these two extremes, semi-public goods may
exist. Both private and public goods are preferred to
consume by each individual. But the market systemtransaction between individual consumers and producersis able to provide only for private goods. Both

function the market economy. See Brown
41; and Baily, 1995, p. 17)

&

Jackson, 1986, pp. 24-

Samuelson (1954, pp. 387) identified two categories of goods:
private consumption goods and collective consumption goods. He
defined collective consumption goods
which all enjoy in
common in the sense that each individual's consumption of such
good lead to a no subtraction from any other individual's
consumption of that good.
'...
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private sector and public sector provide these private
goods. But public goods are provided only by the
public sector. A rational entrepreneur does not
undertake the provision of public goods due to
externalities. Consequently, the public sector
inevitably has to take the responsibility of the
production and supply of public goods.

2.5.2 Natural Monopolies and Contestable Markets
Existence of natural monopolies makes a strong argument
for state involvement in economic activities. Natural
monopolies are frequently referred to as increasing
returns to scale or decreasing cost industries. Simply,
the main feature of an increasing cost industry is that
as output expands long run average cost curve (LAC)
tends to decline as shown in Figure 2.1.

If LAC

declines, long run marginal cost (LMC), by definition,
should lie below LAC. Following the efficient pricing
rule, price is set at P with the corresponding
quantity QC

The total revenue to the firm is OQCAPC

which is less than the total cost of OQCBPR.

Profit

maximising producer does not meet this condition. As a
solution, the government has two choices: (a)Subsidise
the producer by OQCBPR
the

entire

-

production

OQCAPC

and

=

PCABPR, or (b)take over

subsidise

the

SOE

taxes. Thus, natural monopolies strengthen the

which
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Figure 2.1 Natural Monopoly
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argument of allocative role of the government (Brown &
Jackson, 1986, p. 34-36)

.

In both cases, cost of

subsidies has to be met by government revenues which
mainly come from taxes.

The preceding paragraph argues favourably for
government intervention and existence of SOEs. But
this argument is challenged by another market model
called contestable market which is useful for policy
makers. The policy makers can be benefited by the
model of contestable market in public policy issues
over SOEs. Contestable market can be considered as an
extension to the traditional perfectly competitive
model. A perfectly competitive industry automatically
qualifies as a contestable market but the converse is
not true. The main difference between these two models
is that the perfect competition ignores scale economies
while the contestable market takes that into account.
The definition below summarises the main features of
the contestable market.

A perfectly contestable market is perhaps most
usefully defined as one in which all firms have
equal access to all customers, to the same
technological options, and in which entry incurs no
sunk costs. That is, the entrant (i) must not be
precluded from or penalised for selling his product
to any or all of the incumbent's customers; (ii) he
must not be denied. the use of any type of process
of equipment that is available to an incumbent if
the entrant is willing to pay the same price for it

as was paid by the incumbent, and finally, (iii)
the nature of the entrant's outlays must be such
that he can recoup his money quickly and easily in
the event his incursion into the industry proves to
have been a mistake(Boumol, 1983, p. 3)

Boumol (1983, p. 6) presents four desirable features
for a perfectly contestable market:
all monopolistic profits are completely precluded,
in the long run, the lowest cost techniques are
used for production,
no product is sold below marginal costs. This
implies the subsidy requirement when efficient
pricing rule applied is irrelevant, and
if a product is sold by two or more firms, the
price is equal to marginal cost of them.

A number of implications of contestable market for
public policy on monopolies are found as Boumol (1983,
pp. 14-17) stated. These are extremely relevant for
this study. First, if the market in question is highly
contestable, the best government program may be no
intervention at all. Second, if the market is not
workably contestable, then the contestability may be
increased before making any drastic measures.
Finally, any attempt to take the incumbent into small,
firms or deliberate introduction of entrants are not
acceptable since it is harmful to scale economies.

2.5.3 Market Failure and Emergence of SOEs
The main assumption on which privatisation is based is
that the market operates efficiently. But it does not
always and it fails in many instances due to some
circumstances. Existence of public goods and natural
monopolies are two main reasons for the failure as
already explained. Stockey and Zeckhauser (1978, pp.
298-308) and Donahue (1989, p. 18) identify six causes
of market failure including the above three as
indicated below:

First, information relevant to exchange may be
incomplete or inadequate. Secondly, transaction
cost may deter exchange. Third, some markets may
not exist-because of the inadequacy or asymmetrical
distribution of information or inability to enforce
contracts. Forth, the market power of some buyers
or sellers can undermine the conditions for proper
pricing. Fifth, some transactions feature
externalities. Sixth, some goods and services are
inherently public, in the sense that each person
benefits from their provision whether paying for
them or not (Hughes, 1994, p. 93)

It is true that market failure provides some signposts
to government intervention. However, acceptance of
government intervention as the solution has some
controversies. For instance, Friedman (1980, p.51)-one
of the market economists-argues that government
measures also have 'third-party effects' (i.e. external
effects)

.

Further, he argues that situation becomes

worse if government interferes as mentioned below:

If it is difficult for private parties to identify
who imposes costs or benefits on whom, it is
difficult for government to do so. As a result a
government attempt to rectify the situation may
very well end up making matters worse rather than
better- imposing costs on innocent third parties or
conferring benefits on lucky bystanders (Friedman &
Friedman, 1980, p. 52)

Market failure, among other reasons, justifies
government intervention to provide certain goods and
services as explained in the above sections. It is
important to distinguish two concepts related to
production and provision of goods by the state.
Musgrave and Musgrave (1989, p. 9) argues that 'public
provision' and 'public production' are two distinct and
unrelated concepts. Private goods are usually produced
and sold by private firms. Also, the same may be done
by SOEs. Social goods may be produced by private firms
and sold to the government or by SOEs. Then the
government provids them publicly without charging a
price directly. The cost of such provision is borne by
the budget. The question 'who produces?' arises when
'public production' is referred to. The straight
forward answer is SOEs. Figure 2.1 elaborates that
SOEs can provide efficient production in a natural
monopoly. SOEs are established not merely because of
market failure but to achieve some other objectives.
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2.5.4 Multiplicity in Objectives of Establishing SOEs
SOEs have been established by governments for a number
of reasons. Those reasons vary from country to
country. Dijk and Nordholt (1994, P. 10) advanced
three arguments for establishing SOEs: nationalpolitical; economic and sociopolitical. The nationalpolitical argument was clearly seen in former colonies
of European nations. When these colonies gained
political independence, SOEs were set up with the hope
of establishing economic independence.

A number of economic reasons let governments of
developing nations to establish SOEs. First, the
private sector of these countries were weak, therefore,
it could not play a vital role in economic activities.
For instance, entrepreneurs of the private sector could
not invest in capital intensive industries such as
steel and telecommunication. On the other hand, the
governments thought that strategic industries such as
electricity, ports, banking and insurance must be owned
by the state. From the viewpoint of former colonies,
the rationale could be justified from their industrial
policies. Importance of domestic industries was
envisaged by indigenous rulers because former colonial
rulers wanted colonies just as raw material supplliers
and the market for their end products.

42
Socio-political argument centers on the creation or
sustenance of employment. It has been a common
characteristic that SOEs in both developed and
developing nations are over manned. Politicians in the
government found that SOEs are the easy and convenient
way to recruit their supporters. Austin et al. (1986,
p. 53) pointed out that services such as transport to
thinly populated, rural regions or to low-income urban
areas were undertaken by SOEs to achieve social goals
on distributional justice.

For many developing countries, ideological preferences
led to establishing SOEs. Socialist-ideology motivated
to set up SOEs in many countries such as China, Burma,
Tanzania, Algeria, Cuba, and India in certain
periods(Gillis, et al. 1987, p. 571)

.

In addition to

political ideology, three separate but inextricably
related reasons were identified by the same authors.
These reasons and their sub-categories are listed
below:
Economic reasons;
savings mobilisation,
employment objectives, and
capital lumpiness.
Sociopolitical reasons;
commanding heights,
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decolonisation, and
social goals.
Mixed reasons;
concentration of economic power, and
preferences of some foreign aid donors.

Even though it was not separately mentioned, SOEs were
sometime set up purely on political reasons. For
example, in Sri Lanka, a number of SOEs were set up by
acquiring private enterprises whose owners supported
the rival political parties. One can safely come to a
conclusion from the discussion made so far in this
section that SOEs were set up to achieve economic as
well as social and political objectives. Rees (1976,
pp. 2-11) insists that decisions on SOEs are affected
by 'national interest'

.

It is, therefore,

inappropriate to privatise giving over emphasis to
economic efficiency.

2.6 Sunmary

Alternative definitions are available on the terms
'SOEs' and 'privatisation'

.

Meaning of SOEs varies

basically on two components: degree of state ownership
and nature of the functions. Privatisation is only one
of the different reforms of SOEs. A couple of

definitions of privatisation can be found in different
contexts but all the definitions accept the reduction of
the role of the state. Such a reduction can be done
using a number of methods of privatisation. Among them,
divestiture seems to be popular in countries where SOEs
have been playing a vital role. In turn, Deregulation
seems to be common in economies such as the USA where
private sector was more dominant. Efficiency
improvement has been presented as explained in the table
2.2 as the main objective for privatisation. Therefore,
an adequate discussion is made on the efficiency aspect
in Chapter 2. Finally, the review made leads to the
conclusion that privatisation is a strategy with
controversies.

CHAPTER 3

SURVEY ON EFFICIENCY

ARGUMENT IN

PRIVATISATION

3.1 Introduction
It is obvious from the previous chapter that efficiency
improvement in the SOEs has been the main objective of
privatisation strategy of many countries. Although the
term 'efficiency' is often used, studies in measuring
efficiency at enterprise level are not found often.
This seems to be mainly due to difficulties of measuring
efficiency. This chapter, therefore, aims to further
investigate the concept of 'efficiency' and how it is
measured.

Efficiency is usually measured at individual and
organisational levels. The latter is focused in this
study since SOEs are of the interest of the present
study. Again, efficiency of an enterprise in this study
could be looked at from two view points: enterprise's
and the government's. The former takes a narrow focus
because the profit maximisation is the main objective
particularly after the privatisation. On the other
hand, the government is keen to measure efficiency of
enterprises for the benefit of the whole society or the
economy. This chapter addresses both aspects.
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3.2 Efficiency: A term with different meanings
Efficiency is not a homogenous term (Armbruster, 1987,
p. ix)

.

It has a large number of aspects and models.

J. Walter Milton states the process as a new lexicon of
efficiency term developed as below:
In addition to the familiar technical allocative
and economic efficiencies, we now have purely
technical efficiency, overall technical efficiency,
relative efficiency, scale efficiency, congestion
efficiency, overall efficiency, absolute price
efficiency, wealth efficiency, social efficiency,
Pareto efficiency, and last, but certainly not
least, the mysterious X-efficiency (Milon, 1987,
pp. 67)
Among these different identifications of efficiency,
the Pareto efficiency or Pareto optimum is so popular
that it is considered as the only theoretical
definition of economic efficiency (Lang, 1980, p. 772)
The Pareto optimum is a situation in which it is
impossible to make one person better off without making
at least some others worse off (Frank, 1991, p. 589)
According to neoclassical paradigm, perfectly
competitive markets secure Pareto efficiency, which is
alternatively called economic efficiency or allocative
efficiency (Rausser et al., 1987, p. 5). It is
believed that the philosophical and methodological
origin of efficiency analysis is simply normative or
welfare economics. Welfare economics can be seen as
both a science and an art (Milon, 1987, pp. 68-69).
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This implies that value judgements involve in
efficiency analysis.

The definition given by Rausser et al (1987)

.

indicates

that economic efficiency is a synonym of allocative
efficiency. Allocative efficiency is one of the two
popular aspects frequently referred to: allocative and
productive or technical.1

Kay and Thomson provide simple meanings as well as
encouragement to achieve efficiency as below:

Productive efficiency requires that whatever is
done should be achieved at minimum cost; allocative
efficiency implies that what is done meets consumer
needs at prices which reflect the costs of
provision. Encouragements to achieve efficiency
may come from the product market or the capital
market, or both. The product market may be one in
which consumers can transfer their custom to other
firms; the capital market can impose the threat of
bankruptcy or of takeover(Kay & Thomson, 1986, p.
20)

The Dictionary of Modern Economics edited by D.W. Pearce
(1981, p. 14) provides the following definition of efficiency.
Allocative Efficiency. The production of the 'best' or
optimal combination of outputs by means of the most
efficient combination of inputs. 'Optimal' output might
be determined in various ways but in welfare economics it
is generally held to be that output combination which
would be chosen by individual consumers responding in
perfect markets to prices which reflect true cost of
production. The efficient combination of inputs is that
which produces output at the least opportunity cost and
the use of inputs in this manner is sometimes refereed to
as technical efficiency.

ri
Bailey (1995, P. 106) also supplies similar meanings to
efficiency aspects as above and adds emphasis to the
level of the scope as below:
X-efficiency. This is an organisation specific
concept denoting general managerial and
technological efficiency at the level of the firm
bureau or organisation. It is a corollary of the
profit maximisation assumption which requires firms
to use inputs, solve their organisational problems
and produce output at least cost2.
Allocative efficiency. This is an aggregate,
economy-wide concept that requires inputs and
outputs to be priced at their respective marginal
costs and allocated in accordance with the
preferences and income constraints of consumers.

The discussion made above on efficiency basically
identifies two types: allocative and productive.
Sometimes the latter is referred to as X-efficiency.
Between them, the production efficiency seems to be
more relevant for an enterprise specific study on three
grounds. Firstly, production efficiency is more
relevant in privatisation issues on economic and
managerial grounds. On the economic ground,
privatisation policy is implemented within competitive
market forces. In a competitive market, there cannot
be a difference between private and public enterprises
in pricing their products. This conclusion suggests

2

X-efficiency refers to supply-side, ie. input-output
relationship: See, Brown & Jackson 1986, p. 171)
For simple and
comprehensive theoretical coverage see Koutsoyiannis (1994, pp.
67-148)
.
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that allocative efficiency is not an issue of
importance relative to production efficiency.

Secondly, on the managerial argument, privatisation of
SOEs basically changes decision making environment,
objectives and incentives to the management and
accountability. Such changes directly reflect on the
production efficiency rather than an allocative
efficiency.

Finally, normative type, welfare analysis in
neoclassical theory is less useful for analysis in
positive economics. For instance, allocative
efficiency has no significance in analysing the impacts
of changes in the ownership of a firm. The concept of
X-efficiency can be more useful for this purpose.

3.3 Theory of X.-Efficiency
The X-efficiency theory simply concentrates on the
effective use of inputs as Leibenstein has pointed out
below:3
The X-efficiency idea, in a narrow sense, is an
extremely simple one. Suppose that certain inputs
have been allocated to a firm. These inputs can be
used with various degrees of effectiveness within
The section of X-efficiency largely benifited from the Harvey
leibenstein's General X-Efficiency Theory. For the full text see
Leibenstien, H. 1978c, pp. 17-38.

50
the firm. The more effectively they are used the
greater the output. When an input is not used
effectively, the difference between the actual
output and the maximum output attributable to that
input is a measure of the degree of X-inefficiency.
In this context X-efficiency is to be contrasted
with allocative efficiency, the latter being the
form of efficiency commonly considered in
neoclassical economics.... (Leibenstein, 1978c, p.
17)

Of course, the X-efficiency theory can be further
extended to capture other aspects of behaviour of the
firm. This would be more useful if such a discussion
is made compared to neoclassical theory which is
referred to frequently in the theory of the firm.
Table 3.1 summarises the main components of the
conventional (i.e. neoclassical) and X-efficiency
theories. It is important to note here that the debate
on neoclassical and x-efficiency theories has been
continuing. As a result, a number of articles
were published. For instance, some of them are:
Leibenstein (1966, pp. 772-777; 1972, pp. 327-331;
1973, pp. 765-777; 1975, pp. 580-606; 1977, pp. 288299; 1978a, pp. 328-334; 1978b, p. 32; 1979, pp. 477502) ; De Alessi (1983a, pp. 843-845; 1983b, pp. 65-81)
and Stigler (1976, pp. 213-216)
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Table 3.1 A Comparison of Neoclassical and X-Efficiency Theories

Components

X-Efficiency Theory

Neoclassical Theory

Units

Individuals

Households and firms

Psychology

Selective Rationality

Maximisation or minimisation

Effort

Discretionary variable

Assumed given

Inert areas

Important variable

None

Interpersonal interactions

Some

None

Agent-principal relationship

Differential Interests

Identity of interests

Cost impactor/Impactee
relations

Impactors not equal to
impact e e s

Not relevant or impactors
identical to impactees

Source: Leibenstein, H. 1978, General X-Efficiency Theory and Economic Development, p. 20.
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3.4 Rationale of Efficiency Improvement by
Privatisation
This section attempts to find how ownership changes from
the state sector to private hands improve efficiency of
SOEs. Four theoretical underpinnings support the
efficiency argument in privatisation:competition, agency
theory, property right theory and public choice theory.

3.4.1 Competitive Forces
Privatisation is often implemented on SOEs which are
protected from competition. This is done so on the
assumption that competition promotes efficiency given
that the industry is regulated. As already mentioned
in the definitiàn of efficiency by Kay and Thompson
(1986, pp. 18-32), competition in the product and
capital markets encourage efficient operation of the
firm. Efficiency improvement through product market is
discussed first which is then followed by the capital
market.

Product Market and Efficiency
Basic economic fundamentals assert that product market
is a good allocator of resources of an economy on the
basis of the principle of voluntary exchange where both
parties involved-demander and supplier-benefit from the
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exchange. This implies that the resource allocation in
a free, competitive market is efficient because
willingness of consumers to pay for a commodity is
exactly met by the opportunity cost of producing that
product (Holcombe, 1988, pp. 28-43)

.

The allocation of

resources is said to be efficient from the view point
of the society when price is equal to the marginal
cost of production.

As already stated, resource allocation is said to be
efficient when the products are priced at marginal
costs (MC)

.

That is output should be expanded to the

point where MC equals the valuation by consumers
(Millward, et al. 1983, p.203)

.

To elaborate the

welfare implications of this rule, let us look at
Figure 3.1. Deliberately simplified relationships are
given for a hypothetical, competitive industry. The
long run MC curve can be interpreted as long run supply
curve. At point 'a', MC equals to consumer valuation.
Accordingly, price is set at P and quantity produced
is QC• Competitive firms in the industry produce
altogether QC output given the price P.

Now, forget the competitive firms and assume that the
that the same figure represents demand and production
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Figure 3.1 Market Models and Efficiency
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information of the only firm in the industry (i.e.
Monopolist)

.

The standard precepts of monopolistic

behaviour guide profit maximising pricing rule when
marginal revenue (MR) is equal to MC. Thus, the
monopolist set the Pm and produce QM output.

From the view points of the society and the consumer,
price set in competition (Pa) is relatively lower
compared to the monopolist's price (EM)

.

The consumer

pays only the marginal cost of the production. On the
other hand, monopolist produces less output (QM) than
the competitive output (Q)

.

These differences lead to

another important concept called 'welfare loss'

.

For

instance, consider that the consumer demands one more
unit that is indicated as QM+1.

For the QM+ lth unit, the

consumer is prepared to pay the Pm, price. The Pm,
price is greater than its marginal cost MCM1 (i.e. Pml >
MC M+l) yet the monopolist does not supply output
exceeding the QM. Consequently, the society as a whole
loses the opportunity of consumption. Thus, the area
covered by abc is called 'deadweight loss' or 'welfare
loss'

On the basis of the deadweight loss, one can argue that
the competition is more desirable than the monopoly.
If so, the question arises 'why monopolies do exist?'
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As it can often be seen, public monopolies do exist due
to many reasons. Among them the concept of natural
monopoly is more important, therefore, it is discussed
further in a subsequent section.

Efficient operation of the firm can simply be viewed
through its behaviour in a competitive environment.
Obviously, an inefficient firm cannot satisfy the
consumer demand: consequently, it cannot survive in the
market. For instance, no firm can ignore cost
minimising behaviour and set price for its product(s)
such that it covers inefficiencies in the production
because consumers shift their demand to other rival
substitutes in the market. The same result can be
expected for poor quality.

The competition in the product market can be considered
as an incentive mechanism to stimulate internal
efficiency of the firm as well as of the product market
(Vickers & Yarraw, 1988, pp. 67-69). Vickers & Yarraw
cited Hart (1983, pp. 366-382) and stated that
competition in the product market influences the
incentives given to the managers by the shareholders.
The unit cost, for example, can be reduced by
increasing rewards to the managerial efforts.
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Efficiency Improvement through Capital Market
A typical modern firm has to operate efficiently in the
presence of competitive capital market.4 If its
performance is poor, the firm faces the threat of
take-over bids which may remove the existing
management. Thus, the management (i.e. the agent) has
to run the firm to maximise shareholders' (the
principal's) objective. According to the property
right theories, the shareholder's objective is to
maximise profits that have two components: capital
gains and dividends. Capital gain is brought by
increases in share price. In turn, share price of a
company goes up mainly on its potential to earn higher
profits. For instance, if a company generates losses
continually, the share price falls and its shareholders
prefer to sell shares. Another individual or a firm
may buy majority or all of the shares which brings the
right to new owners to remove, if they wish, the
existing management. These changes are stemming from
the fact that shares are marketable and the market is
competitive. Such takeover bids put the pressure on
management to operate the firm efficiently (Curwen,
1978, pp. 103-111)

Firms can be of different forms of organization. Basically,
they fall into private and public sectors. private sector firms
can mainly be owner-managed, sole-prorietorships or partnerships
or joint stock companies. A typical modern firm is referred to as
the joint stock companies where owner and the manager are clearly
different.

Efficient operation of the firm enables its management
to directly meet shareholders' objective of profit
maximisation by proposing dividends for the
shareholders' general meeting. Also, dividends
contribute positively to increase share prices which,
in turn, cater to the profit maximisation objective.
Thus, competitive forces in the share market insist on
the management of a firm to operate efficiently.

The discussion made above arises from the underpinnings
of Property Rights and Agency theories. That is,
shareholders (principal) have exclusive rights to
profits of the company which is driven by the managers
(agent)

.

But this argument is weakened by managerial

theories which state that the management has its own
objective rather than profit maximisation. Pappas and
Brigham (1983, pp. 12-20) cite three managerial
theories which identify managerial objectives as:
maximisation of managerial utility (Williamson, 1967)
maximisation of sales revenue (Baumol, 1958) and
maximisation of corporate growth (Marries, 1964)
Also, behavioural theory proposed by Simon (1959, pp.
253-283 and 1962, pp. 1-27) argues for 'satisficing'
behaviour instead of rational behaviour. The
achievement of these nonprofit-maximisation goals, in
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brief, is not compatible without simultaneous
achievement of the goal of profit-maximisation.

3.4.2 Agency Theory Approach
Privatisation of SOEs can be investigated through
economic and organisational theories since SOEs are
organisations which utilise limited resources of the
economy. Agency Theory links Economic and
Organisational theories; therefore, it is very useful
and relevant to analyse issues involved with
privatisation. Among different definitions the one
quoted below tries to capture all aspects of agency
theory.
Agency theory refers to a contract in which one
party is designated as the principal and another,
the agent. The agent contracts to carry out
certain activities for the principal, and the
principal contracts to reward the agent
accordingly. Three assumptions are at the core of
agency theory. The first is the one common to most
economists: individuals maximise their own selfinterest. The second is more specific to agency
theory: social life is a series of contracts, or
exchanges, governed by competitive self-interest.
The third is applied to internal organisational
analysis: monitoring contracts is costly and
somewhat ineffective, especially in organisations,
thus encouraging self-interested behaviour,
shirnking, and especially opportunism with guile,
or put it more simply-cheating. Contracts will be
violated because of self-interest, and can be
violated because of cost and ineffectiveness of
surveillance (Parrow, 1986, p. 12)

As stated in the above quotation, principal-agent
relationship is clearly observable in modern firms. A

typical large scale, modern firm is characterised by
managers who are not the owners or entrepreneurs. The
owners of such a firm can be considered as the
principal and the management as the agent. Obviously,
it is possible to have more principal-agent
relationships within the firm. Thus, recent
developments of 'behavioural' and 'managerial' theories
of the firm are more useful than the classical model of
owner-manager who single-mindedly operates the firm to
maximise profit (Fama, 1980, pp. 288-307)

Another salient characteristic of Agency theory is that
it concentrates on contracts which draw the attention
of economists. As Bamberg & Spremann (1987, p. 1)
argue Economics can be defined as the science of
cooperation with respect to utilisation of resources.
Contracts with other arrangements, organisations, and
institutions set rules for cooperation among
individuals. Thus, contracts are so important for a
firm that Alchian and Demsetz (1972, pp. 775-795)
defined 'a firm as a set of contracts among factors of
production'

An excellent summarised coverage on theories of the firm is
given by Pappas & Brigham (1983, pp. 12-20)
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Principal-agent problems are central to the agency
theory and solutions to some of these can be found
through organisational changes from privatisation. As
mentioned from the Parrow's works earlier, this could
be due to two factors: individuals' self-interest
behaviour and asymmetric information. Welfare of the
principal and the agent is affected by the decision of
the other. In turn, each individual has some limits to
fully observe the actions of the other. Discussion of
such agency problems is beyond the scope of this study.

However, the Principal-Agent theory with the emphasis
on managerial efforts, incentives and control is
relevant to the topic at hand because in the case of
privatisation, principal changes from state sector to
the private sector. Consequently, objectives of the
principal also change. According to fundamental
microeconomic principles, an entrepreneur, usually
referred to in the private sector, tries to maximise
profit (Henderson
1984. pp 6-78)

.

&

Quandt, 1980, pp. 64-104; Varian,

As a result of the changes in the

principal and the objectives, incentives system to the
agent will be changed. Dos and Peters (1991, pp. 2651) presented a comprehensive principal-agent model for
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private and public firms. The main features of
quantitative model is presented in Table 3.2. 6

3.4.3 Property Rights Argument
Property rights are fundamental in using resources by
individuals and firms. For example, a car manufacturer
can sell his/her product (cars) at market clearing
prices provided that free-market is operating. The
producer has the right of his product and the product
may be consumed or transferred to another by means of
selling by the owner (i.e. producer)

.

Two elements of

private property rights are found from the previous
sentence: use or transfer of the property. More
formerly, Aichian and Allen (1983, p. 91) recognise
these two characteristics of private-property rights
as: (a) right to authorise use and (b)the saleability
of that right. Accordingly, property rights can be
treated as human rights to use of economic goods. For
this example, private ownership is more applicable. Two
other important right ownerships are communal and
state (Demsetz, 1967, pp. 347-359)

6

An alternative model is presented by Vikers & Yarrow (1988)
Also, a number of models aimed to addressed different aspects of
Agency Theory are found in Bambag & Spremann (eds) (1987)
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Table 3.2 Summary of Principal-Agent Theory on
Public and Private Firms

Characteristic

Private Firm

Public Firm

Principal

Individual! (s)

Government

Agent

Manager

Manager

Objectives of

Profit

High consumer

principal

maximisation

welfare
Not too high profit

Informational
status of

Very well
informed

Less well informed

Optimal

Less than optimal

Rewards to the

Rewarded

Rewarded lower or higher

manager

efficiently

than efficient

Control

Efficient

Lower than efficient

Price setting

Marginal-cost
pricing is

Marginal-cost pricing is

principal
Managerial
efforts

chosen to
maximise
profits

chosen only if consumer
and producer surplus is
maximised

Source: Bos, D and Peters, W., 1991, 'A Principal-Agent
Approach on Manager Effort and Control in Privatised
and Public Firm' in Privatisation and Economic
Efficiency eds. Attiat F. Ott and Keith Hartley, Edward
Elgar, Aldershot, Pp. 26-51.

.
M

Clearly defined private property rights are essential
in efficient allocation of resources through the price
system. For example, the consumer tries not to pay
much for a commodity whose owner is unknown.
Privatisation programs in any country promote the role
of the price in resource allocation. This role is
harmfully affected if property rights are weak as in
the following quotation. Prices are guides to how
goods are allocated only if people have incentives to
make offers and respond to them, as expressed by
prices. If exchangeable private-property rights in
goods are weak or lildefined, prices will have less
influence (Aichian

&

Allen, 1983, p. 91)

According to the argument in the above quotation, right
ownership of SOEs is weak because they are owned by the
state. Strictly speaking, ministers who are in the top
of the SOE organisational structure are usually
democratically elected. Obviously, objectives of such
policy makers are clearly deviating from those of
private sector counterpart. Privatisation changes the
form of property right ownership from state to private.
Simultaneously, rights to profits are clearly defined.
They were diffused and uncertain when enterprises were
SOEs. The underpinnings of the Public Choice Theory
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strengthen the property right argument as explained in
the following section.

3.4.4 Public Choice Theory7
Public choice theories address the issues of how the
government plays a role analogous to the market. Thus,
Public Choice Theory derives its rationale from the
assertion that political and economic behaviours
interact in some areas. Different definitions are
found in the public choice theory. Borooah (1993, p.
132) defines the Public Choice Theory as an invasion by
economics of political science. What Borooah meant
here is applying positive economic methods in public
sector events. Van Winden (1988, p. 1) provides a very
similar definition: 'economic theory of politicaldecision making'

.

A more comprehensive definition is

given as below:

Public choice can be defined as the economic study
of nonmarket decision-making, or, simply the
application of economics to political science. The
basic behavioural postulate of public choice, as
for economics, is that man is egoistic, rational,
utility maximiser' (Muller 1976, p. 395)

This is sometime referred to as 'neoclassical theory of
politics'
See Quiggin 1987, 'Egoistic rationality and public
choice: A critical review of theory and evidence', The Economic
Reco.rd(March ) vol.63, no. 180, pp.10-21. Public choice theory
embraces wide and important branch in economics.
For instance,
J.M. Buchanan was awarded Nobel Price in Economics (1986) for his
thought-provoking contribution to this area. Such a vast area is
not completely examined here, rather aspects directly relevant to
the topic at hand are taken into account in this study.
.

The cornerstone of the above definition of public
choice theory is 'egoistic rationality'. Van Widen
also called egoistic rationality as the fundamental
behavioural hypothesis of the public choice.
Accordingly, individuals (a) strive after their own
interest, (b) in a rational way, and (c) try to
maximise utility'. Within this framework, public
choice theory encompasses the behaviour of different
agents involved in the process of political decisionmaking. The main agents are: voters, politicians,
political parties, pressure groups, interest groups,
bureaucrats, etc. who represent the government and/or
private sector of the economy. Accordingly, public
choice theory concerns the interaction of the two
sectors of the economy.

On the basis of the egoistic rationality, there would
be enough opportunities for politicians to achieve
maximum utility (i.e. the objective of retaining the
office and being re-elected) at the cost of other
constituents. For example, politicians may tend to
expand state-sector, particularly SOEs, to satisfy
their voters. Similarly, policy formation may favour
interest groups and pressure groups rather than
betterment of the economy as whole.

3.5 Efficiency Measurement
As indicated earlier, economic efficiency can be defined
in terms of either the allocative or production
efficiency. However, the researches concerned with
privatisation have mainly focused on production (also
known as technical) efficiency. Technical efficiency
deals with the efficient use of inputs. The focus of
technical efficiency is on productivity of inputs.
Efficient use of inputs enables the firm to operate on
or closer to production frontier. Consequently,
efficient use of inputs inevitably leads to the
achievement of profit maximisation objective.8
Technical efficiency can be measured in three
alternative ways: a) The factor productivity approach;
b) The production frontier approach and c) The
profitability approach.

a) Factor Productivity Approach
The change of ownership of the SOEs due to privatisation
may affect the productivity. Any change of productivity
inevitably leads to improvement in efficiency. Defining
productivity is not an easy task. Broch (1965) sees

8

Efficient use of inputs is only one of the factors that affects
the profitability of a firm. In addition there can be some other
factors such as demand and macroeconomic policies. If other
factors are stable then it can be argued that profit maximisation
is a corollary to technical efficiency. For instance see, Bally
(1995)

productivity as an elusive concept.

Any analysis of

productivity essentially involves output(s) and inputs.
Such an analysis can also be extended by taking input
and output prices.

Econometric analysis of productivity is based on
production function estimation. Most researchs are
concerned with total factor productivity (TFP) while
others are concerned with labour productivity (LP), a
partial productivity measure.

b) Production Frontier Approach
Production function shows the relationship between
maximum possible output obtainable from given quantities
of inputs and a given technology. Production frontier
is defined on the basis of the information provided by
the production function. Therefore, no producer can
produce above the production frontier. If a producer
operates on the production frontier he/she is said to be
efficient while any production below the frontier is
regarded as inefficient. This inefficiency, as already
mentioned, can be described in terms of technical and
allocative efficiencies. Figure 3.2 below based on
Farrell (1957) explains the concepts of allocative and
technical efficiencies. The figure is based on the
following assumptions: a) the efficient production

Figure 3.2 Production Efficiency
Input y

Input x

function is known, b) production function exhibits
constant returns to scale and c) the firm employ only
two factors of production. An inefficient firm can use
a combination of the two inputs represented by point P
to produce any output given by SS' isoquant. An
efficient firm can produce the same output by operating
at point Q on the isoquant SS'. The proportion of
inputs used by both firms is the same. But the
inefficient firm uses more inputs. In fact the
efficient firm uses only a fraction of inputs used by
the inefficient firm. Therefore, the technical
efficiency of the firm P can be defined as OQ/OP. The
unity or hundred percent of this ratio can be defined as
perfectly efficient and less than unity values as less

-
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efficient. Only inputs and output were considered in
the above analysis of technical efficiency.

Prices of inputs were ignored but it has to be taken
into consideration. This is done by adding AA' line to
Figure 3.2. The slope of this line is the ratio of the
two factor prices. The input combinations given by
point Q and Q' are not equally efficient when prices of
inputs are taken into account. That is, the production
at Q is costly than at Q'. Accordingly, the price
efficiency of point Q can be defined as the ratio of
OR/OQ which can be interpreted as the allocative
efficiency. The technical efficiency and price
efficiency ratios can be used to define another concept
of efficiency called overall or total efficiency. This
can be defined for the firm at hand as OR/OP which is
equal to the product of the two efficiency ratios.

All aspects of efficiency discussed above are based on
the assumption that the efficient production function is
known. This could be estimated in two alternative ways:
by an engineer on a theoretical basis or on the basis
of best results observed practically. Farrell (1957)
concludes that even the best engineer is likely to
overlook some problems in the process of complex
computational process. Therefore, he prefers to use
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the best estimates to unattainable ideal standard. To
derive efficient production frontier, Farrell used a
non-parametric approach.9 He was the first to utilise
this approach. Farrell also emphasised simplicity and
the applicability of his methods as compared to more
complex alternatives.

c) Profitability Approach
For empirical purpose, inputs and output data of SOEs
and subsequently privatised firms required for the
above two methods (i.e. productivity and frontier) are
not available from secondary data sources particularly
in many developing countries. However, profitability
data of firms are usually available form financial
reports. It is difficult to obtain the required data
when firms operate in competitive markets. Consequently
one has to use alternative methods.

As previously mentioned, cost and profit functions can
be used to address efficiency of firms as these
concepts are interrelated. Accordingly, financial
statements which are usually published by all firms can
be used to measure efficiency. It appears that policy
makers also tend to use financial viability of SOEs as a

Farrell's approach was subsequently extended and applied by
deterministic and stochastic production frontiers. For instance,
see Farrell & Fieldhouse (1962) ; Seitz (1970) ; Afrait (1972) ; and
Kalirajan & Obwona (1994)
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measures of efficiency. For instance, they often
emphasise financial losses generated by SOEs. These
firms are categorised as inefficient because Treasury
has to cover their losses.

Arvidsson (1985) argues that the purpose of performance
evaluation should be to find out and appraise how well
an activity, a program or an agency fulfils or has
fulfilled its objectives. More importantly, Baily's
(1995) definition on x-efficiency furnishes profit
maximisation as a corollary to productive efficiency.
On the other hand financial efficiency can be used as a
measure of economic efficiency as argued by Vining &
Boardman (1992):

Although accounting rate of return have serious
limitations as measures of business performance,
they have been employed extensively in previous
studies and evidence suggests that they are
significantly correlated with economic rates of
return (Vining & Boardman 1992, p. 220).10

Thus, one can use financial performance in measuring
production efficiency. United Nations (1984) also
10

Vining & Boardman sited a numbr of studies to support their
conclusion. They are: Fischer & McGowan (1983, pp. 82-97) ; Long &
Ravenscrafy (1984, pp. 494-500); Martin (1984, pp. 501-506);
Salamon (1985, pp. 495-564) ; Kay & Mayer (1986, pp. 199-207)
Fisher (1987, pp. 384-396); Scherer et al. (1987, pp. 205-217);
Jacobson (1987, pp. 470-478) and Buijink & Jegers (1989, pp.287289)
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recognises financial profitability as a measure of
financial efficiency of enterprises which produce and
market manufactured goods and services. The argument
behind this notion is that if a firm with profit
maximisation objective produces and sells commodities in
the market, financial profitability is a good indicator
of efficiency of that firm. On the other hand, if a
firm produces a commodity of public good nature,
financial profitability alone is not a good measure of
efficiency and indirect, non-financial benefits to the
society also should be considered.

3.6 Empirical Evidence on Efficiency of Enterprises
Some studies support efficiency measurements through
financial performance, for example, Megginson et
al. (1994) international context; dare & Johnson (1993)
on Australia; Hutchison (1991) on the UK; Swanston &
Wolde-Semait (1989) on African countries: and Powell
(1987). The indicators used and their methods of
calculation are given in Table 3.3.

These indicators fall into five broad categories:
Profitability (1.1 & 1.2) : productivity (2); employment
(3); liquidity (4.1, 4.2 & 4.3) ; and Dividend.
Profitability simply measures profits relative to
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Table 3.3 Summary of the Financial Indicators of Efficiency
Author(s) and the Year of Study
dare &
W-Semait
(1993)

Method of Calculation

Indicator

Johnston

1.1

Rate of Return

(EBIT) or (EAIT) / (Total Capital)

1.2

Profitability

(EBIT) / (Net Capital)

2

Productivity

(Sales) /(Number of Employees) or
(Value Added) / (Total Assets) or
(Value Added) I (Payroll)

oi

Swanston &
Powel
et al.
(1984)
(1989

Megginson
1991
1994

x
x

x
x

x

x
x

x

x

x

x

Employment

(Number of Employees)

x

x

x

x

4.1

Leverage Ratio

(Debt) I Assets) or (Debt) / Equity)

x

x

x

x

4.2

Current Ratio

(Current Asses)/(Current Liabilities)

x

x

4.3

Equity Ratio

(Net Capital) / Total Assets)

x

x

x

5

Dividend Payment

(Dividend) / (EAIT)

x

x

x

=

Earnings before interest and taxes; EAIT

=

Earnings after interest and taxes.

2. The above list summarises only the main indicators used by the studies indicated.

x

x

3

Notes: 1. EBT

Hutchinson

x
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capital. It is sometimes referred to rate of return
(Clare & Johnson, 1993). Value added or sales (nominal
or real) can be used to measure productivity. This is
usually done in relation to number of employees or
payroll. Liquidity strengths are measured by leverage,
equity and current ratios while dividend payment can be
calculated from the dividend to earnings ratio.

3.7 Empirical Evidence on Comparative Efficiency
between Public and Private Ownerships
A considerable number of comparative studies between

public and private ownerships on efficiency aspect have
been taken on different context as shown in Table 3.4.
These studies covered a large number of firms from
various industries. Complexity of literature available
is largely attributable to different performance
measures used. Among all, the most important general
conclusion is that the results are mixed and
inconclusive. Such inconclusive nature can mainly be
attributed to different market conditions and
difficulties in measuring inputs and outputs.

Borcherding et al. (1982, pp. 127-156) and Millward
(1982) are frequently found in literature survey on
comparative performance. Conclusions of these two

studies flow in different directions. Borcherding et
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Table 3.4 Summary of Empirical Findings from Comparative Studies on Efficiency between Private and
public Ownerships

STUDY:
Author (year)
Country

INDUSTRY/STUDIES

PERFORMANCE MEASURE

Megginson
et al. (1994)
18 DCs & LDCs

32 Industries
61 Companies

Profitability, output,
Employment, Dividend payout,
investment, leverage etc.

x

Vining &
Boardman (1992)
Canada

14 Industries
500 Companies

Returns on assets, sales and
net income.Log of sales per
employee, sales per assets

x

Hutchinston (1991)
The UK

Aerospace,Automakin,
Eiectronic,Electric,
Aviation.

Labour and Capital
productivity, Profitability,
Technology mix.

Okano (1990)
Japan

Transport (Railway)

Number of passengers carried,
Profits and Debts.

Millward (1988)
LDCs

Many

Technical Efficiency

Hensher (1988)
Aus trail a

Transport (Bus)

Cost per k.m. to operate

x

Borcherding et al.
(1982)
5 Countries

50 studies

Unit cost structures, Total
factor productivity
Rate of return

x

CONCLUSION ON EFFICIENCY:
More Efficient: No Dif- 4ixed
Public Private frence Results

.............

Millward (1982)
North America

Unit of output, unit cost
structures, Prices

x

....

x
x

x
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al. (1982, P. 134) concludes that most of studies they
covered supported the notion that public firms have
higher cost structures. Contrast to this, Miliward
(1982, p. 83) concludes on the basis of North American
literature that there is no broad support for private
enterprise superiority. Vining and Boardman (1992, pp.
205-239) studied the efficiency of the largest, nonfinancial companies in Canada. Even though no
privatisation was involved, the findings are important
to the study at hand. In summary, they found that
ownership of enterprises matters a lot in efficiency.
More importantly, they (pp. 214-215) summarised 87
studies on relative efficiency of public and private
corporations. Accordingly, only seven studies conclude
that public corporations are more efficient while 20
studies indicate no difference or ambiguous results. A
significant proportion of studies (60 out of 87)
supported the conclusion that private corporations are
more efficient.

3.8 Suimnary

This chapter presented efficiency concept, its
measurement and empirical evidence thereon. Production
efficiency or the theory of x-efficiency was emphasised
because its applicability to study on enterprises. The
present study is on enterprises and its main objective

is to examine efficiency in performance of SOEs
aftertransferring the ownership to the private sector.
To achieve this objective, it is very important to be
aware of the relevant literature. Theories On:
markets, agency, property right and public choice
argue for better performance under the private
ownership. Most of the studies undertaken on
efficiency provide mixed results. That is, no
particular ownership is always superior or inferior to
the other. However, relative findings of many studies
conclude that private ownership is more efficient than
public ownership.

CHAPTER 4

DEVELOPMENT OF STATE-OWNED ENTERPRISES(SOEs) IN
SRI LANKA TILL 1977

4.1 Introduction
The status quo of SOEs in Sri Lanka is a phenomenon
which has a long, recorded history. In this chapter,
the watersheds pertaining to the purpose of the study
are presented. Hence, this discussion starts with the
general background of the country and moves towards SOEs
in the subsequent sections. Without losing the core
content, the development of SOEs is presented in point
form in order to keep the matters simple for
referencing. The period covered in this chapter ends
with 1977 because the ruling party changed in the same
year and so were the economic policies. The new
Government that came into power in 1977 initiated on
going reforms. In order to give a due coverage, the
period since 1977 is presented as a separate chapter
following this.

4.2 A Brief Review of the Background of the Country
Sri Lanka (formerly Ceylon) is an island country located
in the Indian ocean with a total land area of 66,000
2 approximately. She has been endowed with plenty
k.m.

of natural resources which may be why it was colonised
by three European nations. First, Portugal (from early
sixteenth century to mid-seventeenth) followed by the
Netherlands (until the end of the eighteenth century and
finally by Britain until the independence in 1948
(Natural Resources of Sri Lanka, 1991, p. 2). The
present Status quo of the country has some links with
the past and is influenced by the colonial legacy. In
1996, the total population of the country was 18.3
million. The growth rates of population and real gross
national product (GNP) are 1.1 and 3.1 percents
respectively and the per capita income (at market
prices) is US$ 753 (Central Bank, 1996)

.

Executive

presidency and a single house of parliament1 is the main
feature of the constitutional and administrative
structure of the country.

4.3 The Public Sector in the Economy
SOEs are a subset of the public/state sector, therefore,
awareness of the public sector becomes a pre-requisite
for any analysis of SOEs. Frequently, the public sector

1

The economy of the country has been badly affected by the
political unrest of the country since the late 1980s. The turmoil
which cost more than 50,000 human lives was caused by the demand
for an independent state for the minority ethnic group of Tamils
who live in the north-east province of the country. The Tamils
who live in all parts of the country makes 16 percent of the
total population of the country. Alternative solutions to this
problem is under consideration.

-
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is defined in terms of ownership. Accordingly, it
includes all departments, agencies, corporations,
enterprises and so on owned by the central and/or the
local government. Among other things, the size of the
public sector is affected by political ideology of the
government. Its size can be measured in terms of fiscal
operations2. Table 4.1 presents the total revenue and
expenditure of the state for the last one-and-half
decades of an interval of five years. The revenue
ratio declines consistently while the expenditure ratio
takes a similar direction. On the basis of this
declining trend, it can be concluded that the state
sector is gradually contracting. It is more important
to investigate how SOEs have performed in the state
sector.

2

Expenditure-GNP and Income-GNP ratios are not the best
measurements to indicate the size of the state sector. Because,
for example, GNP is a value added concept while expenditure could
include intermediate inputs. However, public expenditure and GNP
have been recognised by the Wagner's Law which states that an
industrialised economy would be accompanied by a rising share of
public expenditure in GNP. See R. Musgrave and A.Peacock (eds.),
For a comprehensive discussion of measuring the size of
(1958)
the state sector see Jansen (1982, pp. 5-20)
.

Table 4.1 Size of the State Sector in Sri Lanka

(Rs. Mn
Item

Gross National Product (at market prices)
Total Government Revenue
Total Government Revenue ( as a % of GNP)
Total Government Expenditure
Total Government Expenditure(as a % of GNP)

1985

1990

1995

1996a

161,6943

319,420

659,050

762,710

39,010

70,849

147,575

157,513

24.13

22.18

22.39

20.65

64,685

114,909

251,370

262,270

40.00

35.97

38.14

34.39

a = provisional

Source: Calculated from the data available from Annual Reports (various issues) of the
Central Bank of Sri Lanka.

4.4 Components of the Public Sector and Public
Enterprises
SOEs are one of the forms of the public sector
organisations. The public sector could be divided into
different segments. Public Investment 1991-1995 (1991,
p. 69) identified three such segments:
Ministries, Departments, Provincial and District
Administration;
Non-Commercial para-statals: and
Commercial public enterprises.
This classification is inadequate for studies on SOEs
because it fails to recognise the different forms of
SOEs. Chandrasiri (1989, pp. 199-231) defines state
sector which includes the following organisational
forms:
Central Government
Local Government
Co-operative Institutions
Public Corporation & Statutory Boards
Government Owned Business Undertakings (GOBUs)
Joint ventures with a majority of share capital
and or management control in the hands of the
government.
He further attempts to show the difference between the
state sector and the state-owned enterprise sector. The
latter comprises organisations which are engaged in the

LWA

business of marketing their outputs. Four organisational
forms fall into this sector: departments, corporations,
joint stock companies and GOBUs.

In identifying the components of the public sector, the
highest recognition should be given to the authoritative
governmental institution whose subject is SOEs. The
Department of Public Enterprises3 can be considered as
the umbrella organisation which undertakes the overall
supervision of SOEs. It publishes A Handbook on Public
Enterprises in Sri Lanka of which three issues have been
made available so far in 1991, 1992, and 1994. The
first issue in 1991 identifies six types of public
enterprises on the basis of the nature and activities:
Regulatory
Human Resources Development
Infrastructure Facilities and Services or
Physical Development
Commercial and Economic Activities
Banking & Financial Institutions
Organisations under Liquidation/Sales Agreement.

This classification has been changed with the recent
reforms and the relative significance of these

Formerly this was the Public Enterprise Division of the General
Treasury of the Ministry of Finance.
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different categories has also been changed,
particularly, with respect to the last categoryOrganisations under Liquidation/Sales Agreement. The
number of organisations which was only 14 in 1988 was
increased to 78 by 1994 as shown by the Figure 4.1.

4.5 An Attempt at Defining SOEs
It can be rational to construct an adequate and suitable
definition taking into consideration the definitions
given by the Department of Public Enterprises. Such a
thinking process is further supported by the fact that
the definitions given by the Department relate to the
purpose of this study. Department of Public Enterprises
(1990, p. 486) defines public enterprises as:

As per Finance Act No. 38 of 1971 Public Enterprises
means any corporation, board or other body which was
or is established by or under any written law, with
capital wholly or partly provided by the government
by way of grant, loan or other form.
NOTE: The proposed amendment to the Finance Act
suggests the inclusion of companies with controlling
share of government.

The above definition is too broad for the purpose of
this study. Because some forms of SOEs such as
statutory boards which would largely be regulatory,
promotional, educational and research institutional have
not become or are less likely to become candidates

Figure 4.1 Classification of Public Enterprises on the basis of 'Legal Form' and 'Functions &
Activities' as at March 1994
Total Number of Enterprises
(320)

Statutor
Boards

(104)

Agriculture
(12)

J

Companies with Minority
Fully owned Subsidiary [Aociate
Commercial
Government Shareholding and other
CorporationE Government Government
Organisations Receiving
Companies
Companies
Companies
Grant
Government
I
(7)
(20)
(18)
(51)
(42)

J

Manufacturing

Trading

Financial

(31)

(6)

(3)

Other
Services
(24)

Note: 1. The definitions of each of the above classifications are given in the Appendix 1.
2. Number of enterprises are given in the parenthesis.
Source: Department of Public Enterprises, A Handbook on Public Enterprise (1994).

Institutions Completely
Sold, Peoplised, under
Liquidation
(78)

Regulatory &
Promotion
(1)

Research &
Consultancy
(1)

.
M

for privatisation. It is, therefore, mainly focused on
commercial SOEs such as corporations. The following
definition is more specific and focuses directly on
commercial corporations :

A Commercial Corporation is defined to include any
organisation set up under a common or individual Act
of Parliament, whose capital has been contributed by
Government wholly or in part and is self financing,
i.e. generates its own income from the sale of its
products or services and utilises such monies to
finance wholly or to a major extent, its operational
needs (Department of Public Enterprises 1994,
p.244)

Henceforth, the term 'SOEs' is used in this sense. The
main characteristics of this definition are that:
-

SOEs are financed and controlled by the government;

-

They produce and sell goods and services; and

-

Their operational expenses are met by the income
generated by the SOEs by selling their products.

4.6 Growth of SOEs
The history of the SOEs goes as far back as the period
of colonisation. The present SOEs, therefore, have some
roots in that colonial legacy. The evolution of SOEs
over the entire colonial period which spread over three
centuries cannot be adequately captured because of

Detailed definitions given for different forms of SOEs by the
Department of Public Enterprises are given in the Appendix A.
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paucity of data. An adequate treatment is, therefore,
given to the pre-independence period in this century.

4.6.1 The Pre-independence Period
The colonial government (The UK) wanted the Sri Lanka
(Then Ceylon) government to run the SOEs mainly to meet
the needs of the British government, British business
community and British people. The plantation sector in
Ceylon economy was far dominant and it was entirely
owned and managed by the British entrepreneurs.
Provision of infra-structure facilities to them was the
chief concern of the Ceylon Government. For instance,
railway, ports and telecommunication services functioned
as government departments whose funds were voted
annually by the British Parliament (Jayasinghe, 1985, p.
319). The first commercial bank of the country, it may
be the first commercial-type SOE, was establish in 1939,
to cater to Ceylonese. However, the British planters
were became as the main beneficiaries. The SOE-sector,
in short was not a basic instrument of the economy. it
was a pursuit of the classical theory of laissez faire
(Navaratne, 1986, p. 388)

.

However, its role was

extended to the provision of essential commodities
during the second world-war (1939-1945) and immediately
thereafter.

4.6.2 The Post-independence Period
Having lived f or a long period under a colonised system,
the native rulers were hardly able to free themselves
from colonial thinking despite the fact that Ceylon
received political independence in 1948. As a result,
the colonial economic system was continued with minor
revisions. As far as the SOE-sector is concerned, the
political ideology of the ruling party has been vitally
influential. Understanding of political parties, which
ruled the country since independence and their
ideologies on SOEs, therefore, becomes significant.

Political Ideology Over SOEs
Mainly two major political parties, sometimes with the
participation of minor political parties, ruled the
country during the last five decades since independence
as shown by Table 4.2. The information in Table 4.2 is
given on the basis of the executive power which has been
vested with the Premier and the Cabinet till 1977 under
the Westminster system. The executive power was
transferred to the Executive President under the new
Constitution promulgated in 1978 (The Constitution,
1978, pp. 19-28)

.

The two political parties were the

United National Party (TJNP) and the Sri Lanka Freedom
Party (SLFP). The ideologies of each party remained

Table 4.2 The Chief of the Executive Branch of the Government

Period
From

Name
To

PRIME

Poli.
Party

Bias to
Private!
pUbl1Ce

MINISTER

24.09.1947

22.03.1952

D.S.Senanayake*

UNP

Private

26.03.1952

12.10.1953

D.Senanayake

UNP

Private

12.10.1953

11.04.1956

J.Kotelawala

UNP

Private

11.04.1956

26.09.1959

S.W.R.D.Bandaranayakea

SLFPC Public

26.09.1959

20.03.1960

W.Dahanayakeb

SLFPC Public

21.03.1960

21.07.1960

D.Senanayake

UNP

21.07. 1960

25.03.1965

Mrs.S.Bandaranayaked

SLFPC Public

25.03.1965

28.05.1970

D.Senanayake

UNPC

29.05.1970

23.07.1977

Mrs .S.Banadaranayake

SLFPC Public

23.07.1977

03.02.1978

J.R.Jayewardene

UNP

Private

Private

Neutral

Neutral

EXECUTIVE PRESIDENT
198

J.R.Jayewardene

UNP

1989

1993

R.Premadasaa

UN

Private

1993

1994

D.B.Wijetunge

UNPb

Private

1994

Todate

Mrs.C.B.Kumaratunge

SLFPC Private

03.02.1978

Note:

* =

a
b
c
d
e

=
=
=
=
=

Pa

dead before the end of the tenure
assassinated before the end of the tenure
took office for the remaining period
coalition government
defeated by a no-confidence motion
the researcher's personal opinion on the basis of the
policies adopted

Source: From 1947 to 1978: ?theynayake, H. B. N. (1988), Parliament of
Sri Lanka, Associated Newspapers of Ceylon, pp.xv-xvi.
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consistent through out the whole period.5

Political ideology and policies of the UNP have never
been changed. Nossister, (1987, P. 1015) sees policies
of the UNP as !IDemocratjc Socialism, according a
significant role to private enterprise and foreign
investment". Further, the UNP when it was in power
preferred to have close ties with the Commonwealth and
the Western Block (Jayeratnam, 1979, p. 117).

Some inferences on party policies and ideologies can be
drawn from political manifestoes when relevant
literature is not adequately available from formal
research. Accordingly, the UNP manifesto (1958, p. 1-6)
abandoned and discarded the state-ownership in the
production, distribution and exchange activities of the
economy.

S.W.R.D.Bandaranayaka, a strong member of the UNP, left
the party in 1951 and formed the SLFP with the ideology
of left-of-centre. This is a left-wing democratic
socialist party committed to nationalisation, state
intervention, and redistribution policies (Nossister,

Only the SLFP leading present Government has been shown a
divergence in its ideology compared to its previous regimes. This
divergence will be explained in the next chapter.

WE
1987, p. 1013)

.

A similar conclusion is arrived at by

Dissanayake and Somasiri (1982, p. 7) from the SLFP
manifesto-1952 as:

It is a must that all industrial ventures including
plantation industries, transport, mobilising system
of goods and insurance should be nationalised and
continued as government enterprises.

on the basis of the party polices presented above, the
UNP is driven by the ideology of liberalism particularly

in line of conservatism. In contrast, the SLFP was
highly influenced by the ideology of socialism.

For analytical purpose, the development of SOEs in Sri
Lanka, since independence is divided in to five periods
on the basis of the administration, political ideology
and party policies. These periods are: 1948-1956; 19561965; 1965-1970; 1970-1977; and since 1977. The main
events excluding the last period are presented in
point form in this chapter. The current state of
affairs, which is the scope of this study, has been in
operation since 1977. It is, therefore, presented in
the next chapter.

4.6.3

Suitnary of Features of SOE-Sector During

1948- 1956
*

Public policy less focused on economic
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development aspect (Snodgrass, 1966, p. 83)
*

Local private sector was encouraged to
replace foreign enterprenurship. This line of
thinking led to the establishment of Development
Finance and Credit Corporation (DFCC) and Ceylon
Institute of Scientific & Industrial Research
(CISIR) in 1955 on the recommendation of visiting
experts from the World Bank.6

*

SOEs were mainly structured as Departments
to provide utilities at the cost of the government.
This was identified as a burden. As a solution,
the The State Sponsered Corporation Act No. 19 of
1955 was promulgated in order to scrap the
departments and to re-structure them into
corporations hoping to transfer them back to the
private sector.

4.6.4

SuIrary of Features of SOE-Sector During
1956- 1965

*

Direct intervention in the economy was the
salient feature.

*

State Industrial Corporation Act No. 49 of 1957
was introduced. This empowered the government to
interfere with the economy in all forms such as

6

Hoping to get advice in economic planning, the Government of
ceylon requested the IRDE to send a mission to Sri Lanka in 1951.
Accordingly, Twelve experts in different fields visited the
country and submitted a detailed report to the Government.

94
establishing and operating of enterprises and
taking over any SOE established under previous
legislation.
*

SOEs were established in key industries such as
chemical, plywood, cement, steel and banking sector
as well.

*

Nationalisation was adopted and many SOEs were
created. For instance, nationalisation of private
bus service, distribution of petroleum products,
insurance, port-services, banking sector.

*

Bilateral assistance from socialist countries in
the Eastern Block assisted in establishing SOEs in
many industries. This included financial as well
as technical assistance.

*

Protection to SOEs was given by import control
concession and monopolistic states with legal
barriers to prevent entry of the private sector.

*

Three characteristics can be identified with
respect to areas of operation by the SOEs and the
counterpart private sector. First basic and
strategic industries (i.e. cement, chemical,
fertilisers, salt, mineral sands, sugar and
alcohol) were reserved for SOEs. Second, consumer
goods industries such as textiles, economic, tyre,
paper and light engineering were mainly confined to
the private sector. The state sector had no
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restriction in its involvement in this sector.
Finally, several categories of small industries
were reserved for the private sector (Karunatilaka,
1986, pp. 92-93)

4.6.5 Summary of Features of SOE-Sector During
1965- 1970
*

Only a few SOEs were established (e.g. Salusala,
Hotels Corporation). The projects started during
the previous period were completed.

*

Foreign investment was invited by giving
attractive incentives. Promotion of exports was
encouraged.

*

Role of the private sector was re-emphasised,
particularly in small and medium scale industries.

*

SOEs were given enough freedom to operate
without political intervention.

4.6.6

Suimnary of Features of SOE-Sector During

MWIINVYA
*

Land Reform Act of 1972 and its amendments in
1975 transferred, land ownership from private to
the public sector.

*

Nationalisation was adopted particularly in the
plantation sector. Private estates were given 50acre ceiling of ownership and the rest was

transferred to the state. New SOEs were set up
under two new laws: Sri Lanka State Trading
Corporation Act No. 33 of 1970 and The State
Agricultural Corporation Act No. 11 of 1972).
Also, setting up of SOEs under Sri Lanka Industrial
Corporation Act No. 49 of 1957 continued.
Dissanayake and Somasiri (1982, pp. 26-27) list 47
SOEs in the form of corporations, Business
Undertakings, Companies and Boards established
during this period.
*

The Business (Undertaking) Acquisition Act No.
35 of 1971 was introduced to acquire private sector
business ventures.

*

The Finance Act No. 38 of 1971 was promulgated
to improve financial performance of SOEs

*

By 1976, the public sector was very significant
in all aspects of the economy. For instance, it
contributed 62 percent of the total industrial
production and 70 percent of exports (Karunatilake,
1986, p. 94)

.

It can be reasonably concluded that

the country was seen by some people as a socialist
nation because the SOEs had been playing a
predominant role. But this socialist trend ceased
when the leftist Minister of Finance was replaced
by a moderate figure from the main political party
(i.e. SLFP) in the coalition. The new Minister was
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tough towards SOEs and introduced some strict
controlling measures. However, all the three
parties in the coalition suffered a sweeping defeat
at the election held in 1977.

4.7

Suimnary of SOE Development till 1977

It can be concluded from the discussion done so far that
SOEs emerged during the 1956-1965 period due to two
reasons: nationalisation and establishment of new
enterprises under Act No. 49 of 1957. This emergence
could be attributed to the thinking of policy makers who
aimed at economic development. Industrialisation was
seen as the vehicle for economic development. But the
private sector of the country was not strong enough to
undertake that task. Among other things, the socialist
ideology of the government may have been to reach
commanding heights of the economy under the state.

This first take-off of the SOEs was slowed down during
the 1965-70 period with the change of the ruling
parties. But it was compensated by the overwhelming
expansion of the SOEs during the 1970-77 period. By
1976, the SOEs reached its maximum heights in its
position in the economy and drew the attention of policy
makers leading to the present reforms.

Before concluding this Chapter, the size of the SOE
sector in terms of the numbers is worth considering. But
a wholly accepted set of statistics is not available due
to divergence in definitions. However, two sets of data
from Karunatilake, (1987) and Lakshman (1979) are
available and summarised in Table 4.3 and Table 4.4.
Both the tables confirm the summary of this section.

Table 4.3. The Growth of SOEs in Sri Lanka
(Number of Public Enterprises)
Sector

1958

1965

1970

1977

1985

12

20

24

29

27

Trading

1

2

2

13

13

Agriculture

1

1

1

4

4

Service & other

14

22

35

61

59

Total

28

45

62
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103

Manufacturing

Note: No definition of public enterprise in provided
with.

Quoted from: Karunatilake, H.N.S. (1987), The Economy of
Sri Lanka Colombo: The Centre f or Demographic and SocioEconomic Studies, p. 146.

Table 4.4 The Growth of SOEs in Sri Lanka: Origin of Public Enterprises
(Number of Public Enterprises)
Manner of Establishment

Newly established
Nationalised
Total

upto 1956

1956-1965

10

20

8

19

57

0

4

0

16

20

10

24

8

35

77

1965-1970

1970-1974

Total in 1974

Note: Definition of public enterprise 'a production entity owned and/or controlled by
public authorities and whose output is marketed bringing in a sufficient sales
revenue to cover more than 50 percent of the enterprises current costs'
Source: Lakshman, W.D. (ed) (1979), Public Enterprise in the Economic Development of
Sri Lanka, Colombo: National Institute of Business Management, P. 30

CHAPTER 5

REFORMS OF STATE-OWNED ENTERPRISES SINCE 1977

5.1 Introduction
In the previous chapter, the development of the SOE
sector in Sri Lankan economy upto 1977 was briefed. It
was found that SOEs continuously proliferated at
different rates under different regimes with different
political ideologies and policies. Economic policies
changed overtly in 1977 with the change of government.
As already explained in the previous chapter, the UNP
led government with private-sector bias, market-friendly
policies de-emphasised the role of the state sector in
general and SOE sector in particular. This political
party could rule the country for seventeen years till
1994 under different leaders but in the same direction.
Although the TJNP Government was defeated at the election
in 1994, the public policy towards SOEs was continued
without significant changes by the new coalition
government. But different aspects of privatisation
policy such as institutional set-up, legislative
enactments, trasparency and accountability, methods and
speed of implementation, corrective measures etc. were
drastically changed. This chapter aims primarily at
addressing these issues.
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5.2 Forces Driven to Reform SOEs
A number of reforms, including privatisation have taken
place in the SOE sector. These reforms can be seen as a
consequence of a number of causes. All these causes
fall into two broad categories: economic and
noneconomic. The most important economic reason is poor
performance of SOEs. Other economic reasons include
macroeconomic policies adopted and influences from
international lending institutions. Political ideology
can be considered as the main noneconomic reason. Each
of these reasons is discussed in the following section.

5.2.1 Poor Performance of SOEs
Poor performance of SOEs has been constantly singled out
by policy makers as the reason to support the argument
for reforming SOEs. Performance, with other aspects
such as control and accountability, drew the attention
of policy makers for the first time in 1971 with the
promulgation of the Finance Act No. 38, of 1971.
Predominant position enjoyed by the SOEs which were
established, particularly in 1956-1959 and 1960-1965
regimes, operated with less concern over economic
performance and accountability. One of the intentions
of this Act is to run SOEs as financially viable
ventures. For instance, SOEs were expected to run their
business to achieve break even over a five year period
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(including the rate of return). The objectives of this
Act are:

The two objectives of those legislations were to
ensure that at least all corporations break even and
to ensure the timely presentation of accounts.
Considerable authority for control was vested with
the Finance Minister and more powers were given to
the Auditor-General and the Public Accounts
committee (Navaratna (1986, p. 393)
It can reasonably be assumed that the introduction of
the Finance Act had substantial influence on SOEs to
perform more efficiently while maintaining
accountability.

More importantly, poor performance of SOEs came to the
notice of the policy makers who favoured the marketeconomy model in 1978. In the Budget Speech of 1978,
improvement of performance of SOEs in a competitive
environment was clearly mentioned. With this warning to
the SOEs, the policy makers had been attempting to
improve performance of SOEs, without drawing attention
through Budget Speeches till 1985. For instance, four
large loss-making textile mills of National Textile
Corporation were handed over to the private sector under
management contracts in the 1983-85 period. The Budget
Speech of 1985, again, shed light on the poor financial
performance of SOEs as below:
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some public enterprises are becoming an
intolerable burden on the budget and on the people
of the country .... Unless we do something immediately
to improve the efficiency of public enterprises, the
implications for the future are likely to be
serious. The people ultimately have to pay for the
sins of commission and omission of public
corporations.
Mr. Speaker, I want to make it quite clear that my
remarks are only directed towards the improvement of
the efficiency of public corporations with a view to
making them more viable . .The entire public
enterprise sector needs review in order to
streamline it and make it less of a burden on the
people. The government intends doing so both in the
interest of the country and the public corporations
(Budget Speech, 1985, pp. 18-19)
..

The above quotation strongly used financial
profitability of SOEs to decide their efficiency. For
instance, if SOEs are loss making ventures, then they do
become a burden to the Budget and vice versa.

Policy

makers have to make transfers to cover the losses
generated by SOEs. Figure 5.1 shows the transfers made
to public corporations during the last seventeen years.
In relation to the total government expenditure, the
transfers to SOEs had been more significant during the
period from 1980 to the mid 1980s. However, caution
must be given in interpreting data since the term
'public corporations' captures a wider meaning than the
term 'SOEs' in this regard. A closer look on transfers
to SOEs, which has been as defined in the first chapter,
reveals an apparent downturn.
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Figure 5.1 Significance of Transfers to SOEs
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Poor financial performance of SOEs again drew the
attention of policy-makers leading them to find
remedies to the problem of inefficiency. This can be
considered as an orientation towards formulation of a
systematic reform program with long-run perspective as
below:
Mr. Speaker, I have called for the improved
performance of public enterprises in occasions too
many to recall. I do not have any ideological or
dogmatic views regarding public enterprises. My
only dogma and ideology has been efficiency and
efficiency alone. The only magic
.lies in proper
management, particularly proper financial management
(Budget Speech, 1986, p. 41)
.

.

It can be inferred from the above quotation that policy
makers had a firm understanding of financial performance
of SOEs and a comprehensive awareness of alternative
solutions to the problem.

By 1987, poor performance of SOEs was not only an
impulsion for policy makers but also it led them search
alternative solutions expeditiously and pragmatically.
Financial viability of SOEs became the only ground for
them to survive as mentioned below:
Mr. Speaker, the operation of public enterprises has
been in some cases, a drain on the budget and in
other cases, due to various reasons, their
contribution to the Budget has been less than
commensurate with the investment
Some non-viable
enterprises have been closed down, some have sold to
the private sector while some other have been
brought under private management. The Government is
committed to improving the efficiency of these
.

.

.

enterprises through all means including
privatisation where feasible. It is my expectation
that during the next three year period this sector
will be rationalised and be able to make a
significant contribution to easing the budgetary
burden (Budget Speech, 1987, p. 67)

The discussion made so far at national policy making
level drives one to the conclusion that SOEs must be
profit making ventures. Policy makers redefined or
perhaps changed the priorities of objectives of SOEs.
But this seems to clash with the original objectives for
the establishment of SOEs. For instance, Kelegama
(1993, p. 6) identifies four operational objectives of
SOEs as
redistribution justice;
regional development;
price regulation of essential products: and
providing employment and training to the people.
This shift of objectives towards financial
profitability can partially be attributed to some other
factors such as adoption of liberal economic policies;
influences from international donors and lessons of
other nations.

5.2.2 Adoption of Liberal Economic Policies
Economic policies of Sri Lanka, as explained in the
previous chapter, were biased towards public or private
sector according to the political party(ies) in power.
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As the Table 4.2 shows the coalition Governments, where
the SLFP was the main party, had brought the SOE sector
into a commanding position of the economy. That is,
SOEs had a significant share in production, employment,
export and investment etc. aspects of the economy.
Compared to SOEs, the private sector enterprises had
been treated ominously in an highly regulated
environment. Consequently, resource allocation and use
were inefficient mainly due to distortions.

The new Government which came to office in 1977 had a
great belief in market economy system to find solutions
to the economic problems of the country and to drive the
economy towards the goal of newly industrialised
countries. Accordingly, protective measures given to
SOEs were withdrawn and private sector entrepreneurs
were invited and encouraged to participate in the
economy. Briefly speaking, economic liberalisation in
the late 1970s includes:1
-

termination of public monopolies in import and
export;

-

removal of import and export licensing requirements;

-

revision of tariff and duty structure;

-

-

1

liberalisation of exchange controls and restrictions;
adoption of floating exchange rate system;

For a comprehensive study, see Gunatilake (1993)

-

substantial removal of price control of goods and
services;

-

promotion and encouragement of foreign banks to
function in the country;

-

-

reduction of subsidies to SOE from the Treasury; and
establishment of Free Trade Zone (FTZ).

Implementation of such market-friendly policies directly
and severely affected SOE operations. Many SOEs lost
their monopoly powers created by legal and tariff
barriers. As a result goods and services produced by
SOEs had to compete with imported substitutes. In the
competition, SOEs were in the loosing end since prices
of commodities manufactured by high-tech multinational
firms were lower and quality was superior. Eventually,
many SOEs had to face acute financial difficulties.
Policy makers often used such operational losses of SOEs
as the prime basis for reforms of SOEs.

5.2.3 Influences from International Lending Institutions
Being a developing country, Sri Lanka has been
influenced by the World Bank (IERD) and International
Monitory Fund (IMF) and other financial institutions.
These lending institutions could easily direct the Sri
Lankan economy since the latter is highly dependent on
foreign debts. Particularly, the share of multilateral
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debts (le. international financial institutions) in the
total foreign debt has shown an increasing trend as
shown by the Figure 5.2. These institutions are
apparently against SOEs. This bias is spelled out into
action by restructure of SOEs as a precondition for
financial assistance.

Constant consultancies by the experts from international
lending institutions have been active during the last
two decades. In the early 1980s, these influences came
in the form of recommendations and advice to the
Government. But it turned out more vigorous and openly
active at the beginning of the next decade. For
instance, an IMF team was in the country in March, 1991
and the team is said to have expressed satisfaction at
government's policies and the progress made so far, and
were of the view that the state sector should be
privatised'(The Island, 1991, p. 1)

.

Further, it stated

that the then government had decided to 'peoplise' all
government departments, corporations, Boards and other
state ventures before the end of 1991. At the end of
the same year, the government negotiated an aid package
with the USAID to support privatisation of SOEs. Under
this, local and foreign consultants were appointed to
expedite the privatisations. These consultants were
engaged in preparation of documents of SOEs for
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Figure 5.2 Importance of Foreign and Multilateral Debts
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privatisation and evaluation of individual SOEs
(Fonseka, 1991, P. 8).

Institutional bias and persuasion of multilateral
lenders to rapid and large scale privatisation in Sri
Lanka is clearer today than ever before. IMF study on
Sri Lanka, for instance, states, in brief, that there
are adequate measures including improving managerial
autonomy, converting corporation into companies, etc.
were taken to privatise the SOEs. But government still
plays a dominant role in infrastructure such as
telecommunication, transport, power, irrigation, ports,
wholesale and retail trade, financial sector and so on.
Also, monopolistic influences and regulation in some
activities and restrictions on retrenchment etc. prevent
full realisation of benefits from privatisation (The
Sunday Times, 1997, p. 2).

5.2.4. Political Ideology on SOE Reforms
The United National Party, as already stated, which
came to power in 1977, tended to adopt private sector
biased policies. Its ideology was apparently against
dominant participation of the state sector as shown in
the TJNP manifesto for the 1997 election as below:

.the Government's actions have resulted in state
capitalism and have produced a new rich class . . The
..
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benefits of state-owned enterprises are being
enjoyed by another section of this class .... Public
corporations will cease to profiteer at the expense
of the minimum possible prices. They will be
cleaned of corruption and inefficiency. To ensure
greater efficiency in production and to provide a
more satisfactory service to the consumers, we shall
implement a competitive economic policy
(Wanasinghe, 1991, p. 648)

Election manifestos, perhaps, become less valuable under
two circumstances. First politicians as proved in the
practice do not fulfil most of the promises in
manifestos after coming to power. Second, if the party
heavily depends upon the leader (i.e. leader-dominantparty) then what the party is doing is a 'one man
show'. Jayewardana, the leader of UNP in 1977 who led
the party to the finest victory ever secured by any
party in the country since independence in 1948, adopted
dictatorship style leadership and was biased to liberal
thinking. Further more, he took Singapore as the model
and wanted to make Sri Lanka another small Singapore.
This is apparently supported by his own words as below:

I and my party were strongly criticised because we
wanted to create a free trade zone, it is going to
be a free trade zone; it is going to be an Economic
Development zone; it is going to be an off-shore
International Banking zone; it is going to be a
miniature Singapore, ....(Jayewardene, 1978, p. 23)

Obviously, this line of thinking by policy makers has
not been accurate and appropriate. Because physical
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size, resources, post colonial social and political
milieu between Singapore and Sri Lanka are vastly
different. The objective of achieving the target of
miniature Singapore was treated as an unashamed
emulation and a mistake by some researchers
(Wijeyeratne, 1991, p. 164)

In some sections, the Constitutions of the Democratic
Socialist Republic of Sri Lanka (1978) enunciated by the
Jayewardene Government in 1978 reflect the ideology of
the UNP. Article 27 (2) (f) in the Chapter VI Directive
Principles of State Policy and Fundamental Duties of the
Constitution evidences the commitment of UNP to secure
private property rights and freedom as below:

the establishment of a just social order in
which the means of production, distribution and
exchange are not concentrated and centralised in the
State, State agencies or in the hands of a
privileged few, but are dispersed among, and owned
by, all the people of Sri Lanka (The Constitution,
1978, p. 16)

Finally, the political ideology of the ruling party
during 1977-1994 period is clearly reflected in the
annual Budget speech because the budget can be
considered as the financial plan formulated on the basis
of the political ideology of the ruling party.
Accordingly, the Budget Speech of 1979 states:
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We are committed in accordance with our
manifesto to establish a just and free society on
the basis of a just and free economy and we are also
committed to do within the framework of a democratic
socialist state in Sri Lanka (Budget speech, 1979,
pp. 57-58)
•

.

.

.

5.3 SOE Reforms: Policy Formulation & Implementation
Even though reforms of SOEs were mentioned for the first
time in the 1977 election manifesto of the UNP, reforms
were not given adequate attention by the UNP which
assumed office after the election. Such a delay could
be attributed mainly to strategic thinking of
politicians who were in power. This is because, on the
one hand, they knew that a drastic change in the well
established public sector would bring severe criticisms
on the newly formed government which is not advisable.
on the other hand, more importantly, the economy was not
prepared to absorb such reform measures mainly due to
weaker private sector of the economy. Such a weaker
private sector was created by the dominant public sector
over the last few decades. Policy makers may have
thought that strengthening the private sector was
essential as a substitute to the state sector. Among
all, the then government had no formal, systematic
program to reforms the SOEs. A formal program was
developed by 1988 with the promulgation of two Acts
related to SOEs. Some reforms, however, were carried
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out before these pieces of legislation. Accordingly,
further discussion will flow mainly from reforms without
and reforms with a formal program.

5.3.1. Reforms without a Formal Program 2
Reforms before 1989 were in different in form and they
cannot be considered as full-scale privatisation because
no public assets were transferred completely to the
private sector. Jayasinghe (1985, pp. 319-341)
identifies three forms of reforms.

Firstly, a number of limited liability companies were
formed to take over the activities of some public
corporations. The government or another SOE was the
major equity share holder while the employees and the
public were offered the minority shares. Four SOEs
became a joint stock company(ies) under this. Sri Lanka
Rubber Manufacturing Corporation was converted into Sri
Lanka Manufacturing Company. Four joint stock
companies: CWE Computer Services Ltd., CWE Printers
Ltd., Lanka Milk foods Ltd. and CWE Motors Ltd. were
formed to undertake four distinct activities carried out
by Co-operative Wholesale Establishment (CWE). Air

2

The efforts on reforms in the early stage were controversial and
became as a highly criticised subject. Particularly, they were
criticised on the ground of transparency and political
favouritism. Consequently, relevant data are not available for a
research of this nature.
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Ceylon was a SOE and it was succeeded by Air Lanka Ltd.
Two government Departments: Departments of Machinery and
Equipment and Department of Marketing have also been
converted into joint stock companies hoping to get
private sector participation in the capital and the
management.

Secondly, privatisation of management of SOEs was done
particularly on loss making four textile mills:
Thulhiriya, Veyangoda, Mattegama and Pugoda. These
mills were given to foreign companies, which have good
reputation in textile industry, under management
contracts in the early 1980s. The new management was
successful to a greater extent by bringing the lossmakers to profit-generators.

Thirdly, some industries such as road passenger
transport, insurance, banking, trading etc., were
opened for competition. Some of these were clearly
monopolies or quasi-monopolies run by the SOEs. Most of
them showed more efficient services due to competition.
For instance, franchising of some services of
Telecommunications Department showed a remarkable
service through out the country.
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In addition to the above three reforms, two more
measures taken are noteworthy. First, closing down of
uneconomic SOEs was significant because loss making was
not treated as the reason for closing them down before
this. SOEs such as Wellawatta Spining and Weaving
Mills, Tobacco Industries Corporation, CEATO, The State
Fertiliser Corporation and Minneriya Textiles went under
this option. Second is the divestiture of three small
tile factories: Noorami Tiles, Wijaya Tiles and Shaw
Industries. These were sold to the private sector by
public tenders. However the procedure adopted and terms
and condition of the transactions were criticised
severely. For instance, buyers who took over these
factories have yet to pay for them (Jayewardene, 1994,

5.3.2 Reforms with a Formal Programme

The reforms without a formal program consisted of
different measures taken on SOEs. 'Privatisation', as
defined in the first chapter, was only one of the
reforms. But privatisation became the sole method of
reform under the formal program of reforms. The final
program of reforms was conceived with the introduction
of two legislative enactments: Conversion of Government
Owned Business Undertakings into Public Corporation Act
No. 22 of 1987 and Conversion of Public Corporation or
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Government Owned Business Undertakings into Public
Companies Act No. 23 of 1987. The first Act makes
provision to convert GOBUs acquired under the Business
Undertakings (Acquisition) Act No. 35 of 1971 into
Public Corporations. Thereafter, the Act No. 23 of 1987
makes provision to convert public corporations and GOBUs
into public companies. The conversion provided by these
Acts can be considered as integral parts of the
privatisation process because the process ends once the
ownership of public companies was transferred to the
private sector.

Setting up of institutions to carry out the provisions
of the two Acts mentioned above is the next step. It is
however, worthwhile to indicate the fact that
institutional set up went into drastic changes within a
short period of time. The first step is the appointment
of a Presidential Commission on Privatisation (PCP) in
1987. Being the first institution under the formal
program, PCP had to put much effort to make a framework
for future privatisation. Due to this or some other
reasons, it could prepare only United Motors (formally a
GOBU) for privatisation. Thus, to accelerate the
process two actions were taken: setting up
Commercialisation Division of the Treasury (CDT) to
serve PCP and inviting other line ministries to hasten
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the process. Meanwhile, the PCP was renamed as
Presidential Commission on Peopalisation in 1989. This
may be to satisfy the unhappy public over private
ownership. The PCP, however, was replaced by the Public
Investment Management Board (P1MB) in September 1989.
Six months later, the P1MB was converted into Public
Investment and Management Company (PIMC) for the purpose
of preparing SOEs for divestiture. But PIMC was not
strong enough to deal with powerful Ministers when SOEs
under their ministries were taken into consideration. In
other words, the line ministries continued their
dominance in the process of privatisation through
cabinet Appointed Divestiture Committees (CADC). The
CDT, too, survived in such a political-administrative
milieu. This institutional set up in privatisation was
further complicated by some other units such as
Plantation Restructuring Unit (PRU) and National
Transport Commission (NTC) which were also performing
SOE reforms belonging to their industries.

The institutions involved as well as the privatisation
program it-self were secondary to some other
developments and issues in the country.

It does not

mean that the privatisation of SOEs was discarded.
Rather it continued without significant achievements.
It again came into being as one of the focal points when
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power transferred to another political party at the
election held in 1994. The newly elected Chandrika
Government faced drawbacks and problems due to unhealthy
institutional set up then existed. It felt the
necessity of putting up of new institutional framework
and wanted to set up a more independent body with
adequate authority. As the first step, the President
appointed a Special Presidential Task Force on 1st March
1995 to assist the Government on privatisation (PERC,
1996). Subsequently, the Public Reform Commission of
Sri Lanka Act, No. 1 of 1996 was passed for the purpose
of the establishment of the Public Enterprise Reform
Commission (PERC). The sole function of the PERC is to
advise and assist the Government on the reform of SOEs.

5.4 Methods of Reforms
Four main types of reforms on SOEs have been adopted
since 1977 as shown by the Figure 5.3. All these
methods do not meet the definition of privatisation
given in this research because assets owned by the state
were not affected by some of the methods. Also, all
methods are not equally important today. The widely
adopted method is the one which is indicated under
'after 1989' in the Figure 5.3. A brief discussion,
however, of each of the above is given below.
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Figure 5.3 Methods of

Deregulation

Franchising

Reforms of

Privatisation of
Management

State-Owned Enterprises

Privatisation: (i.e. Complete or Partial
Transfer of Ownership)

Aftef 1989

Before 1989

Complete ownership Partial divestiture
transfer by selling as a going concern

-

-

-

Full or partial through
reorganisation to

Conversion of GOBUs in Public Corporation Act, No.22 of 1987;
Conversion of Public Corporations and GOBUs into
Public Companies Act, No. 23, 1987; and
Public Enterprise Reform Commission Act, No. 1 of 1996
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5.4.1 Deregulation
Regulatory protection given to SOEs often led to
creation of monopolies in many industries such as road
passenger transport services, insurance and banking.
The government removed these entry barriers and
encouraged the private sector to involve with them. In
many occasions, this brought about good results. For
example, the road passenger transport service, and the
importation of essential goods and services demonstrated
improved performance, particularly from the view point
of consumer benefits. Hundreds of private bus-owners
invested to provide a better passenger service and by
now it was apparently responsible for more than half of
the road passenger services. Similarly, elimination of
licensing system for importation of essential food
stuffs and pharmaceuticals introduced competitive market
environment in these industries leaving better services
to the consumers.

5.4.2 Franchising
The government granted permission to private firms to
supply goods and services subject to some controls in
some aspects such as price. The Postal Department-the
state monopoly in postal industry-permitted private
sector to run agency post offices while the
Telecommunications Department did the same to provide
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telex and facsimile services. The other apparent
example for franchising is found in Cooperative
Wholesale Establishment (CWE) -the market leader in
retail and wholesale industry. It presently holds a few
thousands of franchise dealers through out the country.

5.4.3 Privatisatiori of Management
Only the management of SOEs is given to the private
sector in this method. The implicit assumption based
here is that the private sector managers are superior to
their counter parts in the state sector. By adopting
this method, the Government expected to improve the
performance through better management. In turn, the
private sector supplier of managerial service receives a
payment which is usually calculated partly on the basis
of performance. Mainly, four mills of National Textile
Corporation adopted this basis. These mills were
Thulhiriya, Pugoda, Veyangoda and Mattegama. The
providers of management services were both locals and
foreigners. The management of Pugoda Textile Mill, for
example, was given initially to M\S Jathika Management
Services Ltd., a local firm. Then, it was given to
Lakshmi Textile Exporters Ltd., a leading textile
company in India (Pugoda, 1991, p. 5)
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5.4.4 Privatisation before 1989
Three types of techniques, as shown by the Figure 5.3
were adopted to transfer the ownership of SOEs fully or
partially to the private sector. First, complete
ownership was transferred to the private sector by
selling the SOE. Three profit making tile factories:
Noorani, Vijaya and Shaw were sold under this technique
in 1984. The procedure of divestiture consisted of four
steps:
valuation of assets by the government valuer;
calling tenders through local newspapers;
evaluation of tenders; and
approval by the Cabinet on the
recommendations of the Tender Board.
Weaknesses of the tender procedures and political
favouritism involved, however, brought these
divestitures to the criticism of the public.

Second, partial privatisation as a going concern was
adopted on State Rubber Manufacturing Corporation
(SRMC)

.

As the first step of the divestiture, the SRMC

was dissolved and a joint-stock company was formed where

The discussion in this section is based mainly on a World Bank
publication. For details, see Nankani, H. 1988, Techniques of
Privatisation of State-Owned Enterprises vol. 11 Selected country
case Studies, World Bank Technical Paper No. 89, pp. 113-136.
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60 percent of shares was retained by the government.
The rest was offered to the employees and the public.

Finally, divestiture of Cooperative Wholesale
Establishment, Ceramic Corporation and Cement
Corporation was done by forming subsidiaries. In the
case of CWE, four subsidiaries namely, Sathosa Computer
Service Ltd., Lanka Milk Foods Ltd; Sathosa Printers
Ltd. and Sathosa Motors Ltd. Ceramic Corporation also
formed three subsidiaries: Lanka Porcelain Ltd; Lanka
Wall Tiles Ltd. and Dankotuwa Porcelain Ltd. Only one
subsidiary called Lanka Cement Ltd. was formed by the
Cement Corporation. These subsidiaries became fully
autonomous from the Ministerial influences. It is,
therefore, easy to transfer the ownership to the private
sector through CSE.

5.4.5 Privatisation after 1989
The divestiture since 1989 is associated with two
steps: a) conversion of SOEs into limited liability
companies and b) transferring the ownership to the
private sector.

Under the provision of Conversion of Government Owned
Business Undertakings into Public Corporation Act, No.
22 of 1987 and Conversion of Public Corporation or

126
Government Owned Business Undertakings into Public
Companies Act No. 23 of 1987, SOEs become public
companies whose share capital is fully allocated to the
Secretary to the Treasury in his official capacity.

The second step is transferring the share ownership.
The government is not simply prepared to allocate shares
in full or pro-rata basis but rather to give priority to
the strategic share holder. Strategic share holder is
the one who has demonstrated a good track record in the
industry concerned and is willing to expand the SOE
using its financial and technical capabilities. He is
also given majority of equity shares. Most often, it is
sixty percent or ninety percent of equity shares. In
the early stage, this strategic partner was decided by
the tender procedure. Tenders were called worldwide
from qualified bidders. Once the strategic shareholder
is decided, the remaining shares are issued to the
public through the Colombo Stock Exchange (CSE) leaving,
usually, ten percent of shares to be gifted to the
employees. Employees are gifted with shares on the
basis of their service to the SOE.

The method of selecting the strategic shareholder has
been changed in the recent past. The public tender
procedure adopted was replaced by the CSE. Majority of

127
equity shares are offered to suitably qualified
applicants worldwide. Before making this offer, a
number of factors such as experience and expertise in
the industry, ability and willingness to further
improvement by investing etc. were considered.
Allocation of the rest of shares is done as mentioned in
the above paragraph. Summary of the divested SOEs, the
basis of allocation and proceeds realised and so on are
given in Appendix D.

5.5 Post-Privatisation Issues: Failed Privatised
Enterprises
More than a hundred of SOEs have gone under
privatisation so far under different modalities of
privatisation. Each and every SOEs has not been
successful in its process or post operation activities.
There are a couple of privatised SOEs which began to
show poor performance compared to the period in which
the same SOE had performed more efficiently. A few
ventures failed at least to survive after the
privatisation. Consequently, they were closed down by
the new owners. This has become not only an economic
devastation but also a social unrest. Production
activities collapsed and contribution to the national
economy lost on the one hand. On the other hand,
thousands of employees became unemployed. Many
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thousands of their family members had to face extreme
hardship in their lives. Eventually, the government
had to listen to the grievances of employees and their
families who lost their mode of living. This convinced
policy makers that taking over the failed privatised
ventures is the only solution.

Consistent with this line of thinking, the legal
enactment called Rehabilitation of public Enterprises
Act, No. 29 of 1996 was enunciated in November, 1996.
This Act provides for the following powers to the
President, the Chief of the Government.

2.(1) Where the president is of opinion that in any
privatised public enterprise there is, or is likely
to be,
a) a cessation of, or a substantial reduction in
the work of any of the units constituting the
business undertaking of such enterprise; and
(b) non-employment or retrenchment of the
workers of such enterprise or a substantial
number of such workers, or, the non-payment of
wages or statutory dues of, such workers or of a
substantial number of such workers
as a result only of any act or omission of the Board
of Directors of such privatised public enterprise
the President may, by Order published in the Gazette
vest in the Government the administration and
management of the affairs of such privatised
enterprise and so long as such order is in force the
possession and control of all the immovable and
movable property of such privatised public
enterprise and its rights and liabilities shall vest
in the Government (Rehabilitation of Public
Enterprise Act, 1996, p. 2)
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At the outset, as the above quotation suggests, it may
seem this, to some people, as a denationalisation,
because the acquisition of business from the private
sector, which is the main feature of nationalisation, is
done here too. Just emphasising this particular aspect,
the Rehabilitation Act was commented as a measure
contrary to the privatisation policy.

The Sunday Times

(Sep. 1996, p. 2), for instance, commented on this as an
'unprincipled bill' when it is in the Legislature as
below:

The government is making two major mistakes by
passing this bill. First,... they are failing in
their obligation to create a supportive policy and
legal framework in which privatised enterprises can
thrive. Second, they are creating disincentives for
long-term management of the enterprises (and their
resources/assets) that have been privatised.

One can agree with the theoretical arguments in the
above quotation, if the focus is narrow. Generally
speaking, any government has to improve the welfare of
all of its population. If this fact is recognised, one
can argue even more strongly that the government should
not take their hands-off if the welfare of the people is
at stake. Obviously, a considerable number of
employees, and their families was thrown into extreme
hardships. Workers who lost their jobs urged the
Government to take immediate action on their problem
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which resulted from the privatisation policy.4 In
response to this crying need, the government introduced
the Rehabilitation Act. Further, to alleviate potential
grievances of investors, it clearly stated that
government has no intention to acquire smoothly running
private enterprises. The President made a press release
emphasising that the Rehabilitation Act cannot be
compared to the Business Acquisition Act of 1971
(Silurnina,

Oct. 06, 1997, p. 9)

.

At the same time, the

Minister of Justice and Constitutional Affairs and
Deputy Minister of finance and Planning cleared the
doubt of the investors on the occasion of the Second
Reading of the Rehabilitation bill as below:

would like to categorically state that no piece of
legislation can be different from the 1971
legislation as this is. They are as different as
chalk is from cheese. There is absolutely no
comparison (The Sunday Observer, 27.10.96, p. 8)
I

Eventually, the bill was passed by the legislature and
set up institutions to take over failed privatised SOEs.

It was an apparent issue in the late 1996 that the mass media
had given enough coverage to the necessity of government
intervention. For example, see Karunaratna (1996, p. 17); Daily
News (07 Oct. 1996, p. 1 & 15 Dec. 1996 p. 1; The Sunday Times
(29 Sept. 1996, p. 2 & 02 Feb. 1997, p. 2); Piyasena, 1996, p. 6;
Lankadeepa (Sinhalese) (24 Nov. 1996, p. 8); and Silumina
(Singhalese) (06 Oct. 1996, p. 1)
A large nunther of private business enterprises were nationalised
under the Business Undertaking (Acquisition) Act No. 35 of 1971.
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Accordingly, a unit was set up to monitor activities of
the privatised SOEs.

Initially, six failed privatised enterprises were taken
over by the government under the provision of the
Rehabilitation of Public Enterprises Act. Three main
reasons can be attributed for their failure:
strategic failure in identifying correct investors;
irregularities in transactions backed by private
interest; and
sale of SOEs well below the government valuations.
Whatever the reason for failure, the outcome was a huge
loss to the economy in general and to the government in
particular. Apart from possible indirect losses, the
direct losses only from the initially failed privatised
enterprises are given in the Table 5.1.

5.6 Post-Privatisation Issues: The Case of Lanka Gas
The most controversial Sri Lankan privatisation in the
recent years is the privatisation of Colornbo Gas
company-the state monopoly in the gas industry. Shell
Gas Lanka Ltd. is the new company belonging to the well
known Shell International.

The Shell Company was granted monopolistic power in
selling LP Gas for a period of five years by the Sri
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Table 5.1 Direct Losses to the Government from Failed Privatised Enterprises
(Rupees Millions)
Name of the
Privatised SOE

Potential Revenue

Amount
Realised

Additional cost on
Government & Economy

Lanka loha

160.0

30.0

113.0

Kahatagaha

22.5

16.5

105.0

270.0

25.0

459.0

75.0

00.0

274.0

CCC Fertiliser

162.0

00.0

240.0

Mattegama

150.0

9.2

270.0

Total

835.5

80.7

Hingurana
Kantale

Total direct loss

=

Rs. 2,220 million.

Source: The Ministry of Finance, Sri Lanka, (Unpublished data)

1,461.0

-
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Lankan Government. It can be argued that this is in
contradiction to the fundamentals of privatisation
because promotion of competition and distribution of its
benefits to consumers is the objective of privatisation.

It is also accepted that strategically important
industries must be given enough consideration before
privatisation. In this token, gas can be considered as
an essential good in domestic consumption. Also it is a
vital input is some other industries such as ceramic,
glass and wall tiles. But the government has only a
trivial influence on LP gas supply in the country. This
was evident when Shell Gas Lanka rocketed the prices of
LP gas twice in a period of less than a year.

These price increases were the principal cause of
controversies because PERC was of the opinion that the
Shell cannot increase the prices as they did. It (PERC)
further stressed that the Shell can increase LP gas
price by 10 percent only once in a year. The Attorney
General in Sri Lanka also became involved with the
matter. In the meantime, an employee unrest erupted due
to a separate issue which held up the gas supply in the
country for a short period. However, the problem was
cooled down allowing the increased prices to prevail.
From the government, the Head of the PERC was replaced
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while the Shell company admitted its misjudgement of
public opinion. Further, the Chairman of Shell
International has admitted that his company was too
secretive and had made mistakes in gauging public
opinion (The Sunday Observer, 27 Oct. 1996, p. 1), see
also (The Sunday Observer, 24 Nov. 1997. p. 37).

5.7 Summary

The Year 1977 can be considered as a turning point for
the SOE sector in Sri Lanka because market-oriented
economic policies began to be adopted by the government.
In such policies, the private sector was recognised as
the strategic sector and the state sector was wanted
mainly to support the private sector. The SOEs lost
the protection enjoyed and were expected to compete with
the rivals in the private sector.

Policy makers tended

to see efficiency of SOEs in terms of financial profits.
Accordingly, loss-making SOEs were seen as inefficient
and privatisation was seen as the remedy. Also,
pressures form the international lending institutions,
political ideology were too influenced in the decision
of privatisation. A few legislative enactments were
introduced to cater to a formal privatisation program.
The experience of privatisation was mixed. Poor
performances from some of the privatised enterprises
were so devastating that the government had to re-
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acquire and rehabilitate them. Another very important
lesson that the government learned is that extreme
caution must be given when dealing with foreign private
entrepreneurs.

CHPPTER 6

METHODOLOGY

6.1 Introduction
This chapter focuses on the methodology of the present
study. Before designing the methodology, it is useful
to discuss some factors which affect the methodology.
Four factors are found in this regard and they are
presented first in this chapter. This chapter also
contains description of the hypotheses and their testing
methods. Four hypotheses have been developed.

6.2 Factors Affecting the Methodology
Four factors have been taken into account in the process
of designing the methodology. Firstly, massive
controversy over the government policy on privatisation,
as explained in the Chapter 1, created a hostile
environment in Sri Lanka. It was so severe that some
anti-privatisation activists faced threat to their
lives. on the other hand, the process of privatisation
of SOEs has gained momentum despite huge damages caused
by anti-privatisation activities to the national
economy. The bureaucrats, employees and other personnel
involved in privatisation are reluctant to respond to
any research on privatisation issue in such an
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environment. The regular and drastic changes of
institutions involved may have significantly contributed
towards the unfriendly behaviour of these individuals.

Secondly, privatisation was introduced in Sri Lanka in
the late 1980s and became actively operative in the
early 1990s. It, therefore, has a short history.
Consequently, very little information and data
pertaining to enterprises which have been privatised are
available. This problem is aggravated when the newly
formed private enterprises, as a result of privatisation, are owned by non-Public Companies. This is
because accesses to financial and economic data of such
private companies are extremely difficult since they are
not bound to publish them like Public Companies.'

Thirdly, even the data for Public Companies are limited
and they are available only on annual basis. This means
that only six maximum post-privatisation observations
are available for the oldest privatised SOE at the time
of data collection in 1996. This limits the use of time
series data of a single enterprise. At the same time,
the unavailability of disaggregated data makes the use
of cross-section analysis very difficult. Consequently,

1

The term 'Public companies' refers to those which were
established and are controlled by the company Act No. 17 of 1982.
Shares of such companies are traded in the Colortho Stock Exchange.
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data published by Public Companies are only available
for any study on privatisation.

Finally, factors other than the change of the ownership
may affect the performance of privatised SOEs. These
factors could be eliminated from the analysis by
comparing the performance of privatised firms with that
of benchmark reference firms whose ownership was private
throughout the period of analysis. But this is not
possible in Sri Lankan context due to the fact that
most of the privatised SOEs had enjoyed monopoly or
market-leader status.

6.3 Construction of Hypotheses
As already indicated in the first chapter, the main
objective of this study is to assess efficiency argument
of privatisation of SOEs in Sri Lanka. Such an
assessment needs to be done in relation to the
objectives set for the privatisation program. As
explained in Chapter 4, the main objective of
privatisation of SOEs is to make them efficient.
National policy makers repeatedly argued, particularly
in Budget Speeches (i.e. the national economic plans)
that SOEs generate poor financial performance,
therefore, they are inefficient. Such a inefficiency is
due to the public ownership and transferring the
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ownership (i.e. privatising) improves the efficiency of
SOEs. Accordingly, Hypothesis 1 is constructed in
relation to the policy makers' chief concern. The
standard null hypothesis here is:
'Financial performance of State-owned enterprises
has not changed after their privatisation'

The policy makers repeatedly emphasised inefficiency of
SOEs in terms of their financial profits. Therefore,
financial profit is used as the best performance
indicator. Financial profits alone may not be a good
indicator of performance of an enterprise.
Profitability is accepted as a better indicator than
profits. As indicated in Table 3.3 in the text,
profitability ratios relate profits to investment or
sales.2 If the assets are recorded at their historical
cost, return on investment is a good indicator for
comparing performance between different periods. Garden
(1979, pp. 209-210) clearly states that revaluation of
assets takes the analysis away from the economic
perspective. Assets of SOEs are revaluated as a prerequirement for privatisation in Sri Lanka. Thus,
ratios such as return on total assets or return on net
assets (i.e. equity interest) are less useful.
2

Australian International Development Assistance Bureau (1992, p.
262) states three profitability ratios for public enterprises:
profit margin sales; return on total assets, and return on net
worth.

140
The inaccuracy of using assets in measuring performance
of an enterprise invites for exploring an alternative
base to calculate profitability. The best alternative
is the use of sales instead of assets. The ratio of
profits to sales measures efficiency of the enterprise's
operations.

The assessment of privatisation program is to be taken
from the view point of the state. This is broader than
commercial and its economic view points. As explained
in Chapter 4 and Chapter 5, SOEs in Sri Lanka were
assigned multiple objectives. Being a developing
country, the economy expects from SOEs is to contribute
significantly in output and employment. Hypotheses 2
and Hypothesis 3 are designed to address these output
and employment respectively. The standard forms of that
null hypothesis are:
Hypothesis 2:
'Output of State-owned enterprises has not
changed after their privatisation'.
Hypothesis 3:
'Employment of State-owned enterprises has
not changed after their privatisation'.

As indicated in Chapter 3, two types of efficiencyallocative and production-are found in the existing
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literature. Between them, the latter aspect seems to be
more relevant f or a study involving enterprises. In
research on productive efficiency, the theory of XEfficiency has been popular in investigating behaviour
of a firm. Absolute increase in variables such as
financial profits, output or employment alone may not be
meaningful on efficiency ground. Productivity change is
more relevant to this aspect. Productivity can be
estimated mainly for capital and labour inputs. The
data pertaining to capital input of the enterprises in
the sample are not at their original costs. Assets are
revalued from time to time. Such a limitation of data
led to focus on employee productivity. Hypothesis 4 is
designed to address the employee productivity and its
standard null hypothesis is:
'Privatisation has no effect on the
productivity of employees'

In addition to the efficiency objective, there were some
other objectives of privatisation such as increasing the
government revenue, alleviating budgetary burden,
promoting popular capitalism. Some of them are clearly
related to the efficiency of SOEs. Thus, this study
centers on the efficiency objective of privatisation.
The four hypotheses constructed above and their testing

142
makes an economic analysis of privatisation program in
Sri Lanka.

These Hypotheses aim at investigating performance of the
same enterprises under two types of ownerships-state and
private. The state ownership of those enterprises has
been transferred to the private ownership on different
dates. Such a transfer has changed enterprise
performance and the four hypotheses are tested to
investigate those changes. The present study focuses on
before and after privatisation periods as illustrated
in Figure 6.1. Such a study design seems to be the
best for assessing the privatisation program in Sri
Lanka as indicated in the following quotation:

The main advantage of the before-and-after design
(also known as the pre-test/post-test design) is
that it can measure change in a situation,
phenomenon, issue, problem or attitude. It is the
most appropriate design for measuring the impact or
effectiveness of a program.
The change is measured
by comparing the difference in the phenomenon or
variable(s) at the before and after observations
(Kumar, 1996, p. 83)
.

.

.

All these hypotheses are tested on a sample of selected
privatised enterprises.
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Figure 6.1: The Before-and-After Study Design

ENTERPRISES
state

ENTERPRISES
PRIVATISAT.TON

ownership

private
ownership

Period covered from 1986 to 1996

Before
privatisation
observations

The difference is
considered to be
the impact of the
privatisation
program.

These impacts are investigated to
answer the following questions:
What has happened to the financial
performance?
What has happened to the output?
What has happened to the employment?
How has productivity of labour been affected?

After
privatisation
observations

(Hypothesis
(Hypothesis
(Hypothesis
(Hypothesis

1)
2)
3)
4)
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As shown in the above figure, the change in performance
of enterprises under two types of ownerships are
considered as impacts of privatisation. The argument of
attributing the performance difference between the two
periods as a result of privatisation gains ground to
exist from three sources. Firstly, the macroeconomic
environment during the period of study was stable.
Secondly, use of real values of variables. Finally,
similar methods were adopted in research on
privatisation and efficiency issues. For example, see
Megginson et.al (1994, pp. 403-452); Hutchinson (1991,
pp. 87-107) and Paker & Hartley (1991, pp. 108-125)

6.4 Hypotheses Testing Procedure
Performance under state ownership is compared with the
performance under the new private ownership. It is
essential to know first the date of the change of
ownership. The 'date of conversion' of SOEs cannot be
considered as the date of change of the ownership
because the conversion just refers to the change in the
form of organisation. That is, change from the state
corporation or Government Owned Business Enterprises to
a limited liability company. The date of selling
majority shares to the private sector is more accurate
to be considered as the date of change of the ownership.
Demarcation between the two periods is done on the basis
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of this date of changing the ownership. Note that the
financial year in which the ownership was changed is
ignored from the analysis on the ground that the
transition could affect the normal business activities
of employees and the enterprise as well. Another reason
for this decision is that financial reports may not
always be prepared on the basis of that separation of
ownerships.

The observations cannot be summarised under a common
calendar year because the year of privatisation differs
from one enterprise to another. This can be handled by
assigning zero for the year of privatisation leaving
positive numbers from 1, 2, and so on for postprivatisation years while negative numbers -1, -2, and
so on for the pre-privatisation period. Thus, Year -1
is the last year under the state ownership and Year -2
is the year before that while Year 1 is the first year
under private ownership which follows Year 2 and so on.

The values of performance variables are to be attributed
under different Years defined in the above paragraph.
Year I x I represents a 12 month period. It usually
coincides with financial year. For taxation purpose,
financial year is defined as from the 1st April to the
31st March of the following year. Some of the
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enterprises in the sample have their financial year the
same as the year for taxation purpose while some
enterprises produce their financial reports for the
usual calendar year. The rest of the enterprises
produced their reports during the period investigated in
this study in a mixed manner. When a report produced
performance in such a way that it does not fit into a
Year in this report, performance was adjusted on the
assumption that the enterprise performed equally
thorough out the period.

After deciding to investigate efficiency in these
hypotheses, it is necessary to develop suitable
indicators to measure it. A couple of indices or ratios
are available for this purpose and a single,
comprehensive indicator is not available. For instance,
an enterprise may be profitable while inefficient in
using inputs. However, caution must be given to
availability of data because, for instance, break up of
input costs is not available for calculation of
indicators such as total factor productivity or valueadded. After taking all these factors into account, the
performance indicators shown in the Table 6.1 were
calculated for the selected enterprises.
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Table 6.1 Efficiency Indicators

Variable

Indicator

Method of Calculation

Prof its

EBT (Earning before

EDT

taxes)

Profitability

Return on Sales

Net Income(EBT)/Sales

Output

Real Sales

Gross Turnover

Employment

Total Employment

Number of Employees

Employee Productivity

Output per

Real output! No. of Employees

Employee

*

GNP Deflator

4

:

6.4.1 Hypothesis Testing: Nonparametric Test
Absolute performance indicators before and after
privatisation can be compared to examine efficiency
improvements. Even though the apparent differences are
useful their statistical significance must be tested in
order to draw conclusions about the population.
Following recommendation of statistics text books, the
Wilcoxon Matched-Pairs Signed Rank Sum Test is used to
test hypotheses in this study.3 Three circumstances led
to this selection. Firstly, once data are ranked, a
parameter such as mean is not an appropriate measure of
location. Nonparamentric tests become appropriate.
Secondly, the sampling distributions of the variables
investigated do not fall in to any specific probability
distribution. Finally, pre- and post-privatisation data
come from the same enterprises and they are, therefore,
related. Also they are matched-pairs as well. If the
samples are related and data are matched-pairs, then the
best test of significance is the Wilcoxon Matched-Pairs
Signed Rank Sum Test.

Two advantages led to the choice of Wilcoxon MatchedPairs Signed Rank Sum Test. It is a powerful test since
it considers relative magnitude as well as the direction

For instance, see Keller & Warrack (1997); Kothari (1995);
Keller et. al. (1990); Conover (1980); Fogiel (1978); siegel
(1956) ; and Newbold (1988)

149
of the difference. The other advantage is its normal
approximation when the sample is at least ten (Kohler,
1988. p. 459)

.

Statisticians are not unanimous over the

size of the sample regarding normal approximation.
Keller & Warrack (1997, p. 533) and Siegel (1956, p. 79)
treat n
>

>

30; Keller et.al. (1990, p. 610) recognises n

50; Newbold (1988, p. 400) accepts n

Kothari (1995, p. 341) suggests n

>

>

20 or 30;

25 and Moskowitz &

Wright 1985, pp. 457-458 state n>8. As a solution to
this controversy, this study will employ both TDistribution for Wilcoxen Singed Rank Test and its
normal approximation.

6.4.2 Hypothesis Testing: Parametric Test
The nonparametric test (i.e. the Wilcoxon sign ranked
test) explained above can be applied successfully to
analyse the data. Findings of this test can be further
strengthened by using parametric methods. More
importantly, mean performances of five variables (i.e.
profits, profitability, output, employment and
productivity) were compared in the nonparametric test.
Apparently, such a test of mean difference is a
parametric test. The t-test of matched pairs
experiment, therefore, is used in this study.
Normality of the distribution is the basic requirement
for the t-test and it is met by normal probability
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plots and histogram of the variables concerned. The
six steps of testing hypothesis mentioned in the above
section are followed in the parametric test.

6.4.3 Hypothesis Testing: Regression Analysis
Changes of performance of five variables were
individually investigated in both nonparametric and
parametric tests. Some of those variables determine or
affect value of another. For example, profits-the most
crucial variable f or policy makers-depends on other
variables such as output, employees and ownership type.
Impact of ownership type on efficiency, as explained in
Chapter 4, is the main focus of this research. The
strongest argument for privatisation is that private
ownership operates enterprises more efficiently.
Validity of this argument can be judged by estimating a
multiple regression in which ownership type is a
independent variable while profit is the dependent
variable. Also, the dependence of profits on
employment, inter alia,

is examined. The inclusion of

employment is very important because employees of SOEs
are among the strongest opponents to privatisation in
Sri Lanka. Thus, an overall examination is provided
from the following equation.
Y

= PO +

f3

+

3 X4

+

X1
6

+ 12

X2

+
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X3
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where Y

=

Profits before interest and taxes (Rs.'000)

X1 = Output (Rs 1 000)
X2 = Employees (Number)
=

Total capital employed (Rs.'OOO)

X4 = Ownership Dummy
1= state,
0= otherwise (i.e. private)
I, ft, P2.

33, 34

=

Coefficients

(variable Y, X1, and X. are in real values)

6.4.4 Hypothesis Testing: Field Survey
This hypothesis directly addresses the Theory of XEfficiency discussed in the Chapter 3. Labour
productivity, among other things, is closely related to
employee attitudes and incentives of an organisation.
The attitudes and incentives may have changed after
privatisation. A field survey is carried out on
employees of the privatised enterprises to examine these
changes.

In this survey, emphasis is given to three variables:
incentives, employee share ownership and employee
attitudes. Employee attitudes have direct relationship
with labour productivity. In turn, incentives and
employee share ownership may affect attitudes of
employees. The independence of employee attitudes with
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incentives to employees is investigated using Chi-Square
test. The Chi-Square test is the most suitable test
here since the data are nominal and analysis is
multinomial. Correlations among these variables are also
examined in addition to standard descriptive statistics.

The questionnaire in the Appendix H is used on employees
of privatised enterprise in the sample. This is done
with the permission and support from the management of
the enterprises since direct access to employees is not
permitted. To keep the sample unbiased, the employees
are selected from different strata. A stamped, self
addressed envelope is attached to each questionnaire for
the reply.

6.5 Sample

The population for this study is the privatised SOEs.
Until February 1997, the ownership of 66 SOEs was
transferred to the private sector under the present
privatisation program which commenced in 1989.
Privatised SOEs up to 1994 were selected in order to
have adequate, post-privatisation data. Only 36
companies fell into this period. Again, according to
This was the most recent figure issued by Public Enterprises
Reform commission (PERc)
This does not include a few SOEs, as
mentioned in the chapter 5, which were sold to the private sector
adopting controversial procedure. Such privatised enterprises are
excluded from this study due to lack of data.
.
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the information provided by the PERC, only 10 SOBs
completed the privatisation process by transferring the
controlling interest to a majority shareholder and by
issuing shares to the public. These enterprises are
considered in this study. The rest (i.e. 26 SOEs) were
sold to sole proprietor or other forms of private
ownership. Some enterprises have not issued shares to
the public yet. Table 6.2 shows the name, date of
divestiture and ownership structure of ten companies
considered in this study. These enterprises belong to
different sectors of the economy and represent a cross
section of the economy.

6.6 Period Covered & Data
In the sample, the first SOE-United Motors-went under
the formal privatisation program in 1989 and the lastCeylon Ceramics-completed the privatisation process in
1993. The data for the enterprises in the sample were
collected up to 1996. In turn, pre-privatisation data
were collected as far back as 1985.

Both primary and secondary data sources are used in this
study. The secondary, post-privatisation data were
mainly collected from the annual reports and share issue
prospects (i.e. Offers for Sale) of the enterprises in
the sample. The pre-privatisation data were mainly
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Table 6.2 Composition of the Sample

Iame of Enterprise

Privatised in

Government ownership:

Shares

Before

After

Gifted to

privatisation

Privatisation

Employees

Jnited Motors Limited

December 1989

100

000

5.0

Pugoda Textiles Lanka Limited

June

100

000

10.0

November 1990

100

000

10.0

August 1991

100

000

10.0

January 1992

100

000

10.0

3oga1a Graphite Lanka Limited

February 1992

100

40.0

10.0

)istilleries Company of Sri Lanka Limited

March 1992

100

000

10.0

October 1992

100

000

10.0

March 1993

100

39.0

5.7

July 1993

100

38.0

10.0

ey10n Oxygen Limited
iunas falls hotels Limited
elani Tyres Limited

athosa Motors Limited
Tational Development Bank of Sri Lanka
eylon Ceramic Limited

1990

Note: These proportions existed at the time of privatisation.
the enterprises.

Subsequent changes are found for some of
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collected from the annual reports, which were not
published regularly, and reports of the AuditorGeneral for SOEs. Through out the study, priority was
given to the data from audited reports. When secondary
data were not available, an attempt was made to
interview the management of the concerned enterprises.
Unfortunately, the required data and information could
not be obtained from some officials and managers of
enterprises. Some data were obtained from government
authorities such as Department of Public Enterprises,
Public Enterprises Reform Commission (PERC), Department
of Valuation, Ministry of Finance & Planning. In case
of the questionnaire survey, respondents were followed
up by telephone after giving an adequate period of time
to reply.

6.7 Sunnnary

Methodology for this research is presented in this
chapter. Four factors that affected methodology were
identified first: less cooperation from bureaucrats and
employees; lack of data due to short history of
privatisation; lack of disaggregated data; and lack of
firms for benchmark references. Four hypotheses were
constructed to test performance changes of five
variables. The five variables are profits, profitability, output, employment and employee productivity.
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These hypotheses are to be tested using four methods:
nonparametric, parametric, regression analysis and field
survey. The forthcoming chapters will employ the
methodology presented in this chapter.

CHAPTER 7

ENTERPRISES IN THE SAMPLE & THEIR PERFORMANCES

7.1 Introduction
This chapter aims to provide a brief account of each of
the enterprises in the sample. It includes two types of
information. Firstly, earmarked events of each
enterprise since the establishment are described.1
Secondly, this description is followed by the relevant,
basic financial and economic statistics of each
enterprise. These data are summarised in a table which
has the same format for all enterprises. The table has
eight columns to represent data which are vital for
subsequent analysis. Each of the columns shows
different variables as follow:
Column (1): Periods for which information is reported. A
period consists of twelve months and it usually is the
financial year of the enterprise. The financial year
for a number of enterprises included in the sample has
been changed during the period of analysis for this
research. When accounts of an enterprise were not

1

Much of the information pertaining to company profiles was
collected from Annual Reports and Offer for Sale (i.e. share issue
prospectus) of each company. They were supplemented by the
information obtained during the interviews involving the
management of the companies and the officials of the Department of
Public Enterprises.
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prepared for a period of twelve months, the financial
reports need adjustments. These adjustments were made
to accounts to make them annual on the assumption that
the activities of the enterprises were evenly
distributed during the period of reporting. Another
important feature of the data reported is that the data
pertaining to the year of privatisation are excluded
from the analysis because they do not reflect normal
business activities due to crucial changes in
organisational and ownership structures.
Column (2): Gross turnover. Use of gross values avoids

distortion caused by indirect taxes and their anomalies
due to different ownership structures.
Column (3): Net profit before taxation and extraordinary

items. This neutralises the impact of different tax
policies for different ownerships.
Column (4): Total number of employees.
Column (5): Capital employed. This represents the

value of net assets.
Column (6): Employee productivity. This is obtained by

dividing the real output by the number of employees.
Column (7): Return on sales which has to be selected as

an indicator of profitability. Rate of return, a better
indicator, cannot be used due to changes in valuation of
assets.
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Column (8):

Real output. Real output is obtained by

removing the effect of inflation from the gross sales.
Appendix E shows values of GNP deflator used to convert
gross values into real output.

7.2 United Motors Lanka Limited (UMLL)
United Motors Limited (UML) was incorporated as a
private limited liability company in 1945 to import,
distribute and service a range of vehicles. Automobile
Assembly & Manufacture Limited (AAML), an associate
company of UML, also functioned in the same industry.
These had been operated successfully till 1972. In
1972, UML and AAML were vested in the government under
the provisions of Business Undertakings Acquisition Act
No. 35 of 1971. The latter was not involved in any
significant business activities and it was managed by
the former. In 1985, Competent Authority of Government
Owned Business Undertakings of United Motors Limited
(GOBUtJML) signed a distributor agreement with Mitsubishi
Motors Corporation (MMC), a well-known international
company. In addition, GOBUUMLL had collaboration with
Auto Export Import of Romania to assemble Auto-Dacia
heavy duty trucks.

In May 1989, GOBTJUML and GOBUAAIVIL were vested in United
Motors Lanka Limited (UMLL) in terms of the Conversion
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of Public Corporations or Government Owned Business
Undertakings into Public Companies Act No. 23 of 1987.
This conversion was the first step towards privatisation
and GOBUUML was the first SOE to privatise under the
present program of privatisation. The authorised share
capital of United Motors was 10,000,000 ordinary shares
of Rs. 10/- each. All shares were fully held by the
Secretary to the Treasury in his official capacity.
According to the agreement with MNC of Japan, 500,000 of
these shares were to be purchased by MMC. Another
500,000 shares (i.e. 5% of total issued capital) were
reserved for employees of the company as gifts. On 17
October 1990, these shares were gifted among the
employees on the basis of number of years of service for
the company. Thus, 90% of authorised capital was issued
to the public through Colombo stock exchange(CSE) on 05
July 1989.

Table 7.1 summarises important data relevant to the
present study. As explained above, two state-owned
enterprises were merged for the privatisation. This
necessitates aggregation of pre-privatisation data of
the two enterprises (i.e. GOBUUML and GOBUAANL) for a
meaningful comparison. The financial year was not
remained unchanged. It ended at the 31st December upto
1989. Thereafter, two financial reportings were made
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Table 7.1
Gross
Turnover
(Rs. '000)
[2]

Period

[1]

Summary of Financial Performance: United Mortors Limited
Net
Profit
(Rs. '000)
[3]

Employees
(No.)
[4]

Capital
Employee Return on
Employed Productivity
Sales
(Rs. '000)
(Rs. '000)
(%)
[5]
[6]
[7]

Real
Output
(Rs. '000)
[8]

fter privatisation:
01.04.95

-

31.03.96

976,473

164,906

398

366,505

613

16.89

244,118

01.04.94

-

31.03.95

687,353

133,278

396

311,599

488

19.39

193,077

01.04.93

-

31.03.94

677,513

116,894

414

268,984

497

17.25

205,931

01.04.92

-

31.03.93

635,345

87,184

443

225,714

476

13.72

211,078

01.04.91

-

31.03.92

487,023

68,774

446

160,430

397

14.12

177,099

01.04.90

-

31.03.91

443,158

52,765

548

115,336

323

11.91

177,263

98,682

265

15.73

152,410

Before Privatisation:
01.01.88

-

31.12.88

260,621

40,995

576

01.01.87

-

31.12.87

245,007

41,832

608

76,431

263

17.07

160,135

01.01.86

-

31.12.86

204,273

35,430

622

68,180

230

17.34

142,848

01.01.85

-

31.12.85

164,382

28,382

612

57,621

197

17.27

120,869

Sources: 1.

Annual Reports, United Mortors Lanka Limited issued for shareholders since 1991.
Reports of the Auditor General, Government Owned Business Undertakings of United Motors and
Automobile Assembly and Manufacture, (various issues)
Offer for Sale, United Motors Lanka Limited.
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for the periods ending 09.05.89 and 31.03.90
respectively. The period from 01.01.89 to 31.03.90 was
excluded from the analysis because incorporation of the
present enterprise and change of the ownership took
place during this period.

7.3 Pugoda Textiles Lanka Limited (PTLL)
Pugoda Textile Mills was set up under a bilateral aid
agreement with the People's Republic of China in 1974.
This enterprise was fully owned by Sri Lankan government
and functioned under National Textile Corporation. The
National Textile Corporation was established in 1958
under the State Industrial Corporation Act No. 49 of
1957 and managed all affairs of three government owned
mills: Pugoda Textiles, Veyangoda Textiles and
Thulhiriya Textiles. The products of Pugoda were yarn
and cloth and they were further processed by the other
two factories of the Corporation. The National Textile
Corporation was converted into a Government Owned
Business Undertaking in October 1979 in terms of
Business Undertakings (Acquisition) Act No. 35 of 1971.

Unlike many other SOEs, Pugoda Textile Mills had
constant contacts with both local and foreign private
sectors. First, in 1978, M/S Jathika Management
Services Limited, a private sector organisation, took

163
over a part of the management of Pugoda Textiles Mills
till June, 1980. Thereafter, Pugoda Mills entered into
a technical know-how and managerial services agreement
with Lakshmi Textile Exporters Limited of India for ten
years.

In pursuance of the privatisation program, the GOBU of
Pugoda Textile Mills was converted into Pugoda Textiles
Lanka Limited in April 1990 under the provisions of
Conversion of Public Corporations or Government Owned
Business Undertakings into Public Companies Act No. 23
of 1987. The Government of Sri Lanka divested sixty
percent of shares of the Pugoda Textile Lanka Limited to
Lakshmi Group of companies through public tenders in
June, 1990. With this transaction, the majority of
ownership of the company was transferred to the private
sector. Thirty percent of the remaining shares were
issued to the public through Colombo Stock Exchange in
June 1991 at the par value of Rs. 107= per share. The
remaining ten percent of shares had already been gifted
to the employees of the company.

The key economic and financial data of the company are
summarised in Table 7.2. The data before privatisation
are not readily available because Pugoda Mills was one
of the mills under Government Owned Business Undertaking

164

Table 7.2

Period

[1]
fter privatisation:
31.03.96
01.04.95
-

Summary of Financial Performance: Pugoda Textiles Lanka Limited

Gross
Turnover
(Rs. '000)
[2]

Net
Profit
(Rs. '000)
[3]

Employees

849,117

-148,316

2,742

347,694

77

-17.47

212,279

(No.)
[4]

Capital
Employee Return on
Real
Employed Productivity
Sales
Output
(%)
(Rs. '000)
(Rs. '000)
(Rs. '000)
[7)
[5]
[6]
[81

01.04.94

-

31.03.95

1,052,163

26,859

2,742

447,954

108

2.55

295,551

01.04.93

-

31.03.94

1,089,530

47,720

2,742

317,458

121

4.38

331,164

01.04.92

-

31.03.93

1,033,214

30,537

2,863

303,570

120

2.96

343,260

01.04.91

-

31.03.92

997,947

31,923

2,965

295,634

122

3.20

362,890

Before Privatisation:
01.01.89

-

31.12.89

575,361

17,338

2,875

235,758

107

3.01

307,680

01.01.88

-

31.12.88

543,738

17,466

2,844

221,052

112

3.21

317,975

01.01.87

-

31.12.87

460,176

33,947

2,816

205,144

107

7.38

300,769

01.01.86

-

31.12.86

399,489

37,366

2,812

181,978

99

9.35

279,363

01.01.85

-

31.12.85

333,081

16,127

2,793

144,377

88

4.84

244,913

Note: The negative value in the column 3 is a loss.
Sources:l.
2

Annual Reports, Pugoda Textiles Lanka Limited since 1991.

Offer for Sale, Pugoda Textiles Lanka Limited.

3. Interview with Finance Manager of Pugoda Textiles Lanka Limited.
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of Formerly National Textile Corporation (GOBUNTC). The
annual reports of GOBUNTC did not provide data
separately for Pugoda. However, the Offer for Sale of
Pugoda Textiles shows pre-privatisation data of Pugoda
Mills and those data are presented in the table. The
financial year was also changed as indicated in the
table. The period from 01.01.1990 to 31.03.91 has to be
excluded from the analysis due to the occurrence of
privatisation and paucity of appropriate data.

7.4 Ceylon Oxygen Limited (COL)
British Oxygen Limited established its fully owned
subsidiary in Sri Lanka as British Oxygen and Acetylene
Company in 1935. The name was changed first to Ceylon
Oxygen and Acetylene Company and then to Ceylon Oxygen
Limited. In 1976, Ceylon Oxygen Limited was vested
under the Business Undertaking (Acquisition) Act No. 35
of 1971 as the Government Owned Business Undertaking of
Ceylon Oxygen Limited (GOBUCOL). This GOBUCOL was
incorporated as a Public Limited Liability Company in
December 1989 under the provisions of Conversion of
Public Corporations or Government Owned Business
Undertakings into Public Companies Act No. 23 of 1987.
Ceylon Oxygen Limited offers a variety of gas and
cryogenic based products, equipment and services to the
local market. The sole supplier of industrial gases in
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Sri Lanka is COL. Such a monopolistic advantage was
retained with the company due to the fact that
requirement of high capital and technology which is
hard to be met by a local competitor.

The authorised share capital at the incorporation was
6,000,000 ordinary shares of Rs. 10/= each was fully
allotted to the Secretary to the Treasury on behalf of
the State. In November 1990, sixty percent of shares
was sold at par value to Norsk Hydro, a leading Norway
Company in Fertiliser, oil, gas and metal industry.
These majority shares were sold through tender
procedure. The public ownership was transferred to the
private sector with this transaction in 1990. Thirty
percent of remaining share capital was offered to the
public in April 1991 which attracted investors to over
subscribe the offer. The balance of 10 percent was
retained to be gifted to the employees of the company.
These shares were gifted among employees who were in
service on 05th December 1989 solely on the basis of
their service.

Table 7.3 summarises key performance data of the
company. Some adjustments have been made to the
financial statements prepared for the years 1989 and
1991 for the purpose of comparison. The year 1990 was
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Table 7.3
Period

[1]
Pfter privatisation:

Summary of Financial Performance: Ceylon Oxygen Limited

Gross
Turnover
(Rs. '000)
[2]

Net
Profit
(Rs. '000)
[3]

Employees
(No.)
[4]

Capital
Employee Return on
Employed Productivity
Sales
(Rs. '000)
(Rs. '000)
(%)
[5]
[6]
[7]

Real
Output
(Rs. '000)
[8]

01.01.96

-

31.12.96

455,423

71,013

234

406,766

487

15.59

113,856

01.01.95

-

31.12.95

394,807

75,389

239

197,419

464

19.10

110,901

01.01.94

-

31.12.94

346,249

64,250

280

170,051

376

18.56

105,243

01.01.93

-

31.12.93

357,562

71,356

299

145,806

397

19.96

118,791

01.01.92

-

31.12.92

297,162

72,422

322

123,186

336

24.37

108,059

01.04.91

-

31.12.91

222,327

55,347

424

103,468

210

24.89

88,931

Before Privatisation:
01.01.89

-

04.12.89

152,090

-7,993

428

80,509

192

-5.20

82,229

01.01.88

-

31.12.88

140,267,

9,432

430

151,974

191

6.72

82,027

01.01.87

-

31.12.87

117,126

14,741

436

148,454

176

12.59

76,553

01.01.86

-

31.12.86

121,606

16,728

427

132,551

199

13.76

85,039

01.01.85

-

31.12.85

125,304

10,617

421

120,287

219

8.47

92,135

Note: The negative value in the column 3 is a loss.
Sources:l.

Annual Reports, Ceylon Oxygen Limited since 1991.
Offer for Sale, Ceylon Oxygen Lanka Limited.
Report of the Auditor General, Government Owned business Undertaking of Ceylon Oxygen
Limited, (various issues)
Interview with the Senior Accountant, Ceylon Oxygen Limited.

.:

ignored from the analysis since the business activities
were not normal due to organisational and ownership
changes.

7.5 Hunas Falls Hotels Limited (HFHL)
Hunas Falls Hotel Limited was established in 1969 by the
private sector to engage in the business of
hospitality. This company was acquired by the Sri
Lankan government in 1976 under the provisions of
Business Undertaking (Acquisition) Act No. 35 of 1971.
In October 1989, Government Owned Business Undertaking
of Hunas Falls converted into Hunas Falls Hotels Limited
in terms of Conversion of Public Corporations or
Government Owned Business Undertakings into Public
Companies Act No. 23 of 1987.

Having adopted the public tender procedure, the
government sold sixty percent of tranche to a consortium
of investors headed by Carbotels Limited, a well
established enterprise in hospitality industry, in
August 1991. Ten percent of shares was gifted to the
employees of the company on the basis of number of years
of service in November 1992. The remaining 30 percent
was offered to the public at Rs. 16/= per share of Rs.
10/= on 27th August 1993. Table 7.4 summarises key
performance data of the company.
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Table 7.4

Summary of Financial Performance: Hunas Fall Hotel Limited

Gross
Turnover
(Es. '000)
[2]

Net
Profit
(Es. '000)
[3]

fter privatisation:
31.03.96
01.04.95

22,262

420

60

78,580

93

1.89

5,566

01.04.94

-

31.03.95

24,947

4,223

56

78,159

125

16.93

7,008

01.04.93

-

31.03.94

19,585

-4,151

55

43,937

108

-21.19

5,953

01.04.92

-

31.03.93

8,367

-4,134

41

8,088

68

-49.41

2,780

5,558

-312

32

13,171

77

-5.61

2,470

Period

[1]

-

Employees
(No.)
[4]

Capital
Employee Return on
Employed Productivity
Sales
(Rs. '000)
(Es. '000)
(%)
[5]
[6]
[7]

Real
Output
(Rs. '000)
[8]

Before privatisation
01.01.90

-

31.12.90

01.01.89

-

31.12.89

2,885

-675

36

13,677

43

-23.40

1,543

31.12.88

4,059

-105

37

4,864

64

-2.59

2,374

206

33

4,949

89

9.82

2,921

84

39

5,248

67

2.24

2,625

01.01.88

-

01.01.87

-

31.12.87

4,469

01.01.86

-

31.12.86

3,754

Note:

The negative values in the column 3 are loses.

Sources: 1.

Annual Reports, Hunas Falls Hotel Limited since 1993.
Reports of the Auditor General, Hunas Falls Hotel (various issues)
Offer for Sale, Hunas Falls Hotel Limited.
Handbook on Public Enterprises in Sri Lanka, 1993.

-
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7.6 Kelani Tyers Limited (KTL)
Sri Lanka Tyre Corporation was established in January
1962 under the State Industrial Corporations Act No. 49
of 1957. Manufacture of rubber products such as tyres,
tubes, flaps and other allied products commenced in
March 1967. The Corporation benefited from the
technical assistance provided by former Soviet Union in
the early period and afterwards by the USA. As the
initial step of the privatisation program, Tyre
Corporation was converted into a public company as
Kelani Tyres Limited in March 1990 in terms of
Conversion of Public Corporations or Government Owned
Business Undertakings into Public Companies Act No. 23
of 1987.

The ownership of Kelani Tyres Limited was transferred to
the private sector in January 1992 with the issue of
sixty percent of share holdings to a consortium of
foreign and local investors. Eight percent of shares
was retained for the purpose of gifting to employees.
The rest was issued in October to the public at a price
of Rs. 261= per share whose book value is Rs. 10/=. The
initial share structure was changed with the conversion
of debentures into ordinary shares. In the new
structure, the majority shareholder owns 64 percent
while the public holds the rest. Avon Lanka Limited,
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the principal investor of the consortium (which holds
more than 44 percent of shares of Kelani Tyres Limited)
got the approval from the Sri Lankan government to set
up the first private sector tyre factory in 1988. Avon
Lanka gets the technical collaboration from Avon tyres
Limited of the UK. The management of KTL has been taken
over by Avon Lanka Limited and the latter receives fees
for technical assistance and royalties for technology
and brand name 'Avon'

Employee unrest of KTL has become a regular feature
since privatisation. For instance, employees struck
about four months in early 1997. This ended up with the
signing of an agreement which was facilitated by the
Minister of Labour. Unfortunately, employees did not
turn up as required (Sunday Leader, 10th Aug. 1997). In
November 1997, the management of KTL was taken over by
Associated Ceat Pvt Limited, one of the biggest tyre
manufacturers in Sri Lanka. CEAT Limited of India, the
largest tyre exporter in India, is expected to play a
vital role in this strategic alliance (Daily News, 4th
Nov. 1997)

.

Under the new arrangement, production

resumed in December 1997 with a cadre of less than 600
employees. This was 1,670 prior to the closure (Daily
News, 23rd Dec. 1997)
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Table 7.5 summarises key performance data of the
company. The financial year ended on 31st December
till the conversion occurred on 03 October 1990. The
turn over and the profits were adjusted as at 31
December 1990 on the basis of the performance from
January to September of the same year. Financial
reports of Kelani Tyres were prepared for shorter
periods from 04 October 1990 to 31 March 1993. There
are significant discrepancies among the figures
available from different sources such as Offer for Sale
and Auditor General's Reports. The period 1990/92 has
been excluded from the analysis since incorporation and
privatisation took place during this period.

7.7 Bogala Graphite Lanka Limited (BGLL)
Graphite has been one of the main minerals mined and
exported by Sri Lanka over the last two centuries. She
has the only known source of vein graphite in the world
and they are so rich in carbon that further refining is
not necessary to improve the carbon content. Both local
and foreign miners were engaged in small to large scale
production till the World War Two. Most of the small
graphite pits and medium scale mines closed after the
war due to fall in demand from the armament industry.
Only three major mines: Bogala, Kahatagaha and Kolangaha
were operative and they were nationalised in 1971-72.
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Table 7.5 Summary of the Financial Performance: Kelani Tyres Limited
Period

[1]

Gross
Turnover
(Rs. '000)
[2]

Net
Profit
(Rs. '000)
[3]

Employees
(No.)
[4]

Capital
Employee
Employed Productivity
(Rs. T000)
(Rs. T000)
[5]
[61

Return on
Sales
(%)

[7]

Real
Output
(Rs. '000)
[8]

Pfter privatisation:
01.04.95

-

31.03.96

1,037,969

-2,124

1,101

823,250

245

-0.20

259,492

01.04.94

-

31.03.95

972,483

-972

1,286

824,660

202

-0.10

273,169

01.04.93

-

31.03.94

703,138

1,628

1,471

690,408

145

0.23

213,720

01.04.92

-

31.03.93

734,246

-57,275

1,656

686,780

147

-7.80

243,936

Before privatisation:
01.01.90

-

31.12.90

801,744

109,464

1,898

312,907

188

13.65

356,331

01.01.89

-

31.12.89

661,637

48,737

1,944

254,693

182

7.37

353,817

01.01.88

-

31.12.88

584,496

18,880

1,978

227,258

173

3.23

341,811

01.01.87

-

31.12.87

455,116

45,291

1,773

219,686

168

9.95

297,461

01.01.86

-

31.12.86

410,293

46,273

1,820

205,239

158

11.28

286,918

Note:

The negative values in the column 3 are loses.

Sources: 1.

Annual Reports, Kelani Tyres Limited since 1993.
Reports of the Auditor General, Kelani Tyres Limited (various issues).
Offer for Sale, Kelani Tyres Limited.
Handbook on Public Enterprises in Sri Lanka, 1993.
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The State Mining & Mineral Development Corporation was
formed to undertake the operations of these companies.
In pursuance of the privatisation program, Bogala
Graphite Lanka Limited was incorporated in March, 1991
under the provisions of Conversion of Public
Corporations or Government Owned Business Undertakings
into Public Companies Act No. 23 of 1987. Functions
carried out by Bogala Mines, Rangala Mines and the Head
Office of State Mining and Mineral Development
Corporation were transferred to the new company. Being
the sole shareholder, Secretary to the Treasury issued
forty percent of local shares to the public in February
1992. Accordingly, a significant portion of the public
ownership was transferred to the private sector in 1992.
Table 7.6 summarises key economic and financial data of
the company2. As the table shows, the financial year of
the company was changed. after the privatisation.

2

Bogala Graphite is one of the three mines owned and operated by
State Mining and Mineral Development Corporation (SMMDC)
The
Auditor General's Reports on SMMDA were prepared for the
Corporation do not present desegregated data for Bogala Graphite.
However, Handbook on public Enterprises in Sri Lanka 1995 provides
data only after 1988 which are presented in the table.
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Table 7.6 Summary of Financial Performance: Bogala Graphite Lanka Limited
Period

[11
Atter privatisation:

Gross
Turnover
(Rs. '000)
[2]

Net
Profit
(Rs. '000)
[3]

Employees
(No.)
[4]

Capital
Employed
(Rs. '000)
[51

Employee Return on
Real
Productivity
Sales
Output
(Rs. '000)
(%)
(Rs. '000)
[6]
[8]
[7]

01.04.95

-

31.03.96

124,310

-9,106

616

166,045

50

-7.33

31,078

01.04.94

-

31.03.95

65,755

-74573

617

175,751

30

-113.41

18,471

01.04.93

-

31.03.94

67,905

-5,482

598

285,950

35

-8.07

20,640

01.04.92

-

31.03.93

72,330

11,700

651

290,652

37

16.18

24,030

Before privatisation:
01.01.90

-

31.12.90

218,266

53,761

1,920

134,544

51

24.63

97,007

01.01.89

-

31.12.89

145,034

-11,825

2,030

95,359

38

-8.15

77,558

01.01.88

-

31.12.88

188,772

15,431

2,093

101,377

53

8.17

110,393

Note:

The negative values in the column 3 are loses.

Sources: 1.

Annual Reports,

Bogala Graphite Lanka Limited since 1993.

Reports of the Auditor General, Bogala Graphite Lanka Limited (various issues).
Offer for Sale, Bogala Graphite Lanka Limited.
Handbook on Public Enterprises in Sri Lanka, 1995.
Interviews made with Finance and Personal Managers of Bogala Graphite Lanka
Limited.
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The change of the ownership during March 1991 to march
1992 respectively affected normal business activities.
The change of the financial year affected to the
availability of annual data. This period, therefore,
was excluded from the collection of data.

7.8 Distilleries Company of Sri Lanka Limited (DCSLL)
State Distilleries Corporation was established by the
government in May 1973 under the State Industrial
Corporation Act No. 49 of 1957. The main objectives of
the Corporation were: to carry on business as a
manufacturer, purchaser, distributor, importer and
exporter of liquid based products and to regulate and
promote distilling industry. The Corporation achieved
the entrusted objectives as the market leader in the
local liquor industry.

As a part of the privatisation program, State
Distilleries Corporation was reconstructed on 16th
November 1989 as Distilleries Company of Sri Lanka
Limited in terms of the Conversion of Public
Corporations or Government Owned Business Undertakings
into Public Companies Act No. 23 of 1987.

Authorised share capital of DCSLL at the incorporation
was Rs.150,000,000 Ordinary Shares of Rs. 1 each. The
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whole share capital was held, as usual in any
conversion, by the Secretary to the Treasury. In March
1992, sixty percent of shares was issued to the Colombo
Stock Exchange on an 'all or nothing basis' at a price
of Rs. 117/= per share of Rs. 10/= each. A consortium
of three investors purchased these shares. The state
ownership was transferred to the private sector with
this transaction in 1992. In May of the same year,
thirty percent of remaining shares was issued to the
public at a price of Rs. 110/= per share of Rs. 10 each.
This offer was over subscribed in a shorter period. The
balance of ten percent of shares was retained for
gifting to employees of the company subsequently. On the
31st March 1993, these shares were gifted to the
employees on the basis of their service to the company.

Accounts of Distilleries were prepared for the financial
year ended 31 December till 1988. In the following
year, the financial year was curtailed to 16.11.89 due
to the incorporation of DCSLL. This led to a bit longer
period for the next reporting. Accordingly, some
adjustments were made to the turnover and profit figures
of 1989 and 1990. The period from 01.01.92 to 31.03.92
was excluded from the analysis since the change of
ownership took place during that period. This was
easily done due to availability of a separate set of
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data. Table 7.7 summarises key performance data of the
company.

7.9 Sathosa Motors Limited (SML)
The state-owned Co-operative Wholesale Establishment
(CWE), the largest distributor of food items in the
county, had Sathosa Motors as one of its departments.
This department was incorporated as a Public Company on
11th March 1982 under the provisions of Companies
Ordinance-Chapter 145 of the Legislative Enactments of
Sri Lanka 1956 (Revised Edition). The whole Ordinary
Shares of the Company were allocated to CWE. On 1st
January 1985, it obtained the Certificate to Commence
Business. The Company holds franchise for Isuzu
products in Sri Lanka. The main activities of the
Company are to import, assemble and sell motor vehicles
and spare parts and to service vehicles.

In keeping with the government policy on privatisation,
CWE divested sixty percent of its shares to M/s Itochu
Corporation, a multinational Japanese company, on 25th
October 1992. An Ordinary Share of Rs. 10 was sold to
Itochu at Rs. 55 through public tenders. This
transaction transferred the state ownership to the
private sector. Ten percent of the shares was retained
to be gifted to the employees of the Company. In
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Table 7.7
Period

[1]
fter privatisation:
31.03.96
01.04.95
-

Summary of Financial Performance: Distilleries Lanka Limited
Gross
Turnover
(Rs. '000)
[2]

Net
Profit
(Rs. '000)
[3]

Employees

7,417,825

496,929

1,326

867,542

1399

6.70

1,854,456

6,004,851

433,901

1,359

715,145

1241

7.23

1,686,756

(No.)
[4]

Capital
Employee Return on
Real
Employed Productivity
Sales
Output
(Rs. '000)
(Rs. '000)
(%)
(Rs. '000)
[5]
[6]
[7]
[8]

01.04.94

-

31.03.95

01.04.93

-

31.03.94

5,225,013

423,221

1,544

573,562

1029

8.10

1,588,150

01.04.92

-

31.03.93

4,227,232

314,729

1,623

469,087

865

7.45

1,404,396

Before privatisation:
01.01.91

-

31.12.91

3,570,266

199,133

1,770

169,018

807

5.58

1,428,106

10.01.89

-

31.12.90

3,141,287

108,108

1,772

169,017

788

3.44

1,396,128

01.01.89

-

31.12.89

2,010,872

203,637

1,802

172,318

597

10.13

1,075,333

01.01.88

-

31.12.88

2,210,086

28,163

1,833

178,113

705

1.27

1,292,448

01.01.87

-

31.12.87

2,097,773

61,914

1,857

162,338

738

2.95

1,371,093

01.01.86

-

31.12.86

2,044,596

70,618

1,909

125,116

749

3.45

1,429,787

Sources: 1.

Annual Reports, Distilleries Company of Sri Lanka Limited since 1991.
Annual Report of the Board of Directors of State Distilleries Corporation, 1989.
Offer for Sale, Distilleries Company of Sri Lanka Limited.
Handbook on Public Enterprises in Sri Lanka, 1995.

S. Interviews made with Finance Manager of Distilleries Company of Sri Lanka Limited.
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September 1993, the remaining thirty percent of shares
were issued to the public through CSE at Rs. 55 for a
share of Rs. 10 each. Table 7.8 summarises key
performance data of the company. The financial year of
Sathosa Motors ended on 31st March and it was
consistent since the establishment. The 1992/93
financial year was excluded because the ownership was
changed in October 1992.

7.10

National Development Bank of Sri Lanka (NDBSL)

In January 1979, NDBSL was set up by the National
Development Bank of Sri Lanka, Act No. 2 of 1979. Being
the largest development bank of the country, its main
objective is the provision of loans, credit and other
financial facilities to projects in different sectors of
the economy.

The Act No. 2 of 1979 was amended twice as National
Development Bank of Sri Lanka (Amendment) Acts, No. 10
of 1990 and No. 10 of 1992. These three pieces of legal
enactments enabled NDBSL to issue shares to the public
through Colombo Stock Exchange. Before the public share
offer, there was a significant change in the capital
structure of NDBSL. Originally, the government of Sri
Lanka owned two-thirds and the rest owned by three
government banks: Central Bank of Sri Lanka, Bank of
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Table 7.8
Period

[1)

Summary of Financial Performance: Sathosa Motors Limited

Gross
Turnover
(Rs. '000)
[2]

Net
Profit
(Rs. '000)
[3)

Employees
(No.)
[4]

Capital
Employed
(Rs. '000)
[51

Employee Return on
Real
Productivity
Sales
Output
(Rs. '000)
(%)
(Rs. '000)
[6]
[7]
[8]

fter privatisation:
31.03.96
01.04.95

685,818

65,824

205

185,296

828

9.60

171,455

01.04.94

-

31.03.95

522,252

51,276

205

145,324

716

9.82

146,700

01.04.93

-

31.03.94

445,539

36,593

191

85,109

709

8.21

135,422

-

Before privatisation:
01.04.91

-

31.03.92

360,000

36,135

186

69,099

704

10.04

130,909

01.04.90

-

31.03.91

351,710

35,385

180

55,993

756

10.06

140,684

01.04.89

-

31.03.90

243,240

23,544

187

44,558

578

9.68

108,107

01.04.88

-

31.03.89

216,284

20,217

184

31,005

629

9.35

115,660

01.04.87

-

31.03.88

226,563

26,563

157

28,785

844

11.72

132,493

01.04.86

-

31.03.87

215,227

23,524

163

21,750

863

10.93

140,671

Sources: 1.

Annual Reports, Sathosa Motors Limited since 1991.
Offer for Sale, Sathosa Motors Limited.
Handbook on Public Enterprises in Sri Lanka, 1993.
Interviews made with Finance Manager of Sathosa Motors Limited.

Ceylon, and People's Bank in different proportions.
Subsequent restructures changed these proportions
marginally.

In January 1993, the full public ownership of NDBSL was
reduced, as a part of the privatisation program upto 39
percent by selling almost equal amount of shares on
private placements to four international investors:
Asian Development Bank, Commonwealth Development
Corporation, Asia Pacific Ventures Limited and Citicrop
Investment Bank of Singapore Limited. These four
institutions were allocated 20.9 percent of the total
shares of NDBSL. Reserving 5.7 percent of shares for
the staff of NDBSL, the remaining 34.4 percent of shares
was issued to the public through Colombo Stock Exchange
in February 1993. It is apparent from the transactions
of shares that the majority of public ownership of NDBSL
was transferred to the private sector in 1993. It is
note worthy to state that sale of shares through both
private placements and CSE was priced at Rs. 50/= per
share whose per value was Rs.10/=. Table 7.9 summarises
key performance data of the company. The year 1993 was
very crucial for NDBSL because its shares owned by the
public sector were sold to the private sector through
private placements and Colombo Stock Exchange.
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Table 7.9 Summary of Financial Performance: National Development Bank of Sri Lanka
Period

[1]

Gross
Turnover
(Rs. '000)
[2)

Net
Profit
(Rs. '000)
[3]

Employees
(No.)
[4]

Capital
Employee Return on
Real
Employed Productivity
Sales
Output
(Rs. '000)
(Rs. '000)
(%)
(Rs. '000)
[5]
[6]
[8]
[7]

fter privatisation:
31.12.95
01.01.95
-

2,608,282

868,196

223

3,514,018

2,924

33.29

652,071

01.01.94 - 31.12.94

2,342,948

905,709

216

2,956,572

3,047

38.66

658,131

Before privatisation:
01.01.92

-

31.12.92

1,369,413

526,051

186

1,872,221

2,677

38.41

497,968

01.01.91

-

31.12.91

931,415

379,062

178

1,888,936

2,093

40.70

372,566

01.01.90

-

31.12.90

697,500

243,100

157

1,683,600

1,975

34.85

310,000

01.01.89

-

31.12.89

458,500

109,100

154

1,555,800

1,592

23.79

245,187

01.01.88

-

31.12.88

393,200

103,900

170

1,475,400

1,353

26.42

229,942

01.01.87

-

31.12.87

309,300

85,500

172

1,397,000

1,175

27.64

202,157

Sources: 1.

Annual Reports, National Development Bank of Sri Lanka, since 1993
Offer for Sale, National Development Bank of Sri Lanka.
Handbook on Public Enterprises in Sri Lanka, 1993 and 1995.

Therefore, the year 1973 was excluded from the analysis.

7.11 Lanka Ceramic Limited (LCL)
Ceylon Ceramic was established in 1955 under Government
Sponsored Corporation Act No. 19 of 1955.

This was

renamed as Ceylon Ceramics Corporation in 1958 under
State Industrial Corporation Act No. 49 of 1957. For
nearly three and a half decades, this SOE so expanded
that it had a number of vertical and horizontal
integrations. Such integrations witness the success of
a SOE.

Ceylon Ceramics Corporation, excluding its brick and
tile units, was converted into Lanka Ceramic Limited on
the 19th January 1990 under the provisions of Conversion
of Public Corporations or Government Owned Business
Undertakings into Public Companies Act No. 23 of 1987.
At the time of incorporation, the Ceylon Ceramic
Corporation comprised of eight production facilities,
twelve retail outlets, three subsidiary companies and
one associate company. The three subsidiary companies
are M/S. Lanka Porcelain (Pvt) Limited, M/S. Lanka
Waltiles (Pvt) Limited; and Lanka Tiles Limited. The
fully owned subsidiary is Lanka Refactories Limited.

After the incorporation in 1990, 15 percent of equity
capital of LCL was issued to world renowned Noritake
Company Limited of Japan on a Cabinet decision. Ten
percent of shares was reserved to be gifted to employees
of the company. The shares to Noritake were sold at Rs
25 per share of Rs. 10. Twenty-five percent of shares
was issued to the public at Rs. 25 per share of Rs. 10
in December 1992 through CSE. In April, July, December
and September of 1993, the shares retained by the
Secretary to the Treasury were issued to the public.
This brought down state share ownership to 48 percent
(including reserved shares to employees) of the issued
share capital by the end of December 1993 (Annual
Report, 1993, p.15). The government share ownership
further decreased to 17.33 percent by the end of 1994
(Annual Report 1994, p. 9). Accordingly, the year 1993
can be considered as the year of changing the ownership
from public to private.

The financial year ended on 31 December for the period
up to 1995. The following reporting was for fifteen
months ended on 31 March 1997. The data of this report
were adjusted accordingly. Table 7.10 summarises key
performance data of the company.

Om
Table 7.10

Period

[1]

fter privatisation:
31.12.96
01.01.96
-

Summary of Financial Performance: Lanka Ceramic Limited

(No.)

Capita:
Employec
(Rs. '000)

Employee
Productivity
(Rs. '000)

[41

[5]

[61

Gross
Turnover
(Rs. '000)

Net
Profit
(Rs. '000)

Employees

[21

[31

712,240

Real
Output
(Rs. '000)
(%)
[8]
[7]

Return on
Sales

33,639

1,593*

686,522
543,615

77

1.69

171,760

01.01.95

-

31.12.95

611,464

10,360

2,239

01.01.94

31.12.94

593,512

2,494

2,203

555,550

82

0.42

180,399

-

Before privatisation:
01.01.92

31.12.92

573,067

86,305

2,628

606,503

79

15.06

208,388

-

01.01.91

31.12.91

587,476

123,180

2,892

589,412

81

20.97

234,990

-

01.01.90

31.12.90

489,590

98,297

2,998

510,861

73

20.08

217,596

-

01.01.89

31.12.89

429,222

35,153

4,387

427,804

52

8.19

229,530

-

01.01.88

31.12.88

349,956

13,668

4,303

369,779

48

3.91

204,653

-

01.01.87

31.12.87

304,939

4,945

4,407

351,816

45

1.62

199,307

-

Sources: 1.

Annual Reports, Lanka Ceramic Limited.
Offer for Sale, Lanka Ceramic Limited.
Handbook on Public Enterprises in Sri Lanka, 1993 and 1995.
Interview with Deputy General Manager (Finance), Lanka Ceramic Limited.
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7.12 Summary

This chapter contains a comprehensive coverage for each
of the enterprises included in the sample used in this
thesis. All SOEs studied, except Sathosa Motors
Limited (SML) and National Development Bank of Sri Lanka
(NDBSL),

were first converted into a state-owned public

company in terms of the Act No. 23 of 1987. Then the
majority shareholder (strategic partner) was selected
through Colombo Stock Exchange or public tenders. In
most cases, 10 percent of shares were allocated to
employees while the remaining shares were issued to the
public. The SML was already a public company while
NDBSL was able to issue shares to the public after the
government amended the Act though which it was
established. The tables 7.1 through 7.10 summarise
basic data of the ten enterprises which will be analysed
for testing hypothesis in the next chapter.

CHAPTER 8

TESTING HYPOTHESES

8.1 Introduction
Analysis of data is the purpose of this chapter. The
research problem in this study is related to
privatisation policy in Sri Lanka, therefore, it is
essential to be aware of the macro environment within
which the analysis has taken place. The next section
briefs macroeconomic policies during the period of
study. Four hypotheses are tested on performances of
ten enterprises in the sample. These hypotheses are
constructed on financial efficiency, output, employment
and productivity. The financial efficiency is measured
in terms of profits and profitability. Thus,
altogether five variables are examined. The four
hypotheses are tested by using nonparametric test, the
Wilcoxon Signed Rank Sum Test for Matched Pairs and its
normal approximation. In addition, parametric test,
the t-test for Matched Pairs Experiment of hypotheses
and estimation of a multiple regression are carried out
to support the conclusions based on nonparametric
tests.

8.2 Policy Stability During the Period of Study
As indicated earlier, the present study compares the
performances of enterprises under public and private
ownerships. The period on which the comparison is made
ranges from 1985 to 1996. The macro environment of this
period is very important in analysing performance of
enterprises because performance of an enterprise depends
on external as well as internal factors. Accordingly,
analysis would be easier if the external factors to the
enterprise are stable.

Factors in the external environment of an enterprise
fall into different spheres such as political, economic,
social, etc. Among them economic environment is more
relevant for enterprises than others. Obviously,
macroeconomic policies directly affect behaviour and
performance of an enterprise. For instance, tax
policies and incentives to the private sector are
closely associated with performance of enterprises in
the economy. In this respect, one can simply come to
the conclusion, as explained in Chapter 5, that there
were no significant changes in economic policies. Even
though different political parties came to power, Sri
Lankan economy has been strongly committed to marketfriendly economic policies. Particularly, emphasis on
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privatisation of SOEs has continued since 1977 with
equal or more emphasis.

Continuity of same economic policies alone is not enough
to investigate economic information over a decade.
Changes in the general price level have a significant
impact. To remove the impact of inflation, nominal data
are converted into real using the GNP Deflator.

Having accepted the stability of economic policies as
well as the price level, one can attribute achievements
of privatised enterprises solely to internal environment
of these enterprises. Ownership structure is a part of
the internal environment of enterprises. Undoubtedly,
there can be some other factors such as employee unrest
in the internal environment other than the ownership.
When other factors affected by significant changes they
are considered individually in the text. Subject to
such enterprise specific circumstances, one can treat
differences in enterprise performance, as a consequence
of privatisation.

8.3 Nonpara.metric Test on Hypotheses
Both nonparametric and parametric methods are used to
test the hypotheses. The former is mainly used to
analyse data from secondary sources due to paucity of
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data. Attempts, however, will be made to apply a
parametric test in order to strengthen the findings of
nonparametric tests.

As explained in Chapter 6, the Wilcoxon Signed Rank Sum
Test for Matched Pairs is the most suitable test for
this research. The test statistic is denoted by T.
Two types of sums are available: the positive ranked
sum and negative ranked sum. The theoretical
literature is not consistent as to which sum be
selected. Kellar & Warrack (1997, p. 532) state to
adopt positive sum or negative sum arbitrarily.
Newbold (1984, p. 399) and Kothari (1995, p. 342)
recommend to use the smaller sum. Whatever the sum
used, the consequent conclusion seemed to be the same.
This study has followed the recommendation of Newbold
and Kothari. Thus, T is the smaller ranking sum.

The Wilcoxon test is used to test four hypotheses which
have been described in Chapter 6. The relevant data
are obtained for periods before privatisation and after
privatisation. Each period consists of six years since
the period of study begins in 1985 and ends in 1996.
In relation to the period after privatisation, Year 1
was assigned to the first financial year after the
privatisation and which follows Year 2 and so on. On
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the other hand, Year -1 was the year before
privatisation and Year -2 was the year before Year -1
and so on. Note that the number of observations
available for enterprises is different among
enterprises. This is due to the fact that different
enterprises were privatised on different dates.

8.3.1 Testing Hypothesis 1
Policy makers have gaven a serious concern, as
discussed in Chapter 5, to the financial efficiency of
SOEs. Therefore, Hypothesis 1 is constructed aiming to
test financial efficiency. Financial efficiency of an
enterprise is often seen through two variables: profits
and profitability. Apparently, both variables are
closely related. For instance, if a loss prevailed,
profitability is negative and vice versa.

Financial

profits alone provide absolute and simple measure while
profitability gives a more comprehensive and relative
indication. Thus, the latter seems to be more
acceptable for any study on financial efficiency.
Financial profits of SOEs, however, have to be
addressed from the view point of the policy makers in
Sri Lanka. They have given vital importance to profits
of SOEs in arguments supporting to privatisation. If
an SOE generates financial losses, it has to depend on
transfers from the Treasury for survival. The policy-
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makers have been unhappy for such transfers as
elaborated from the quotations from the Budget Speeches
in Chapter 5. Accordingly, the change in financial
profits of SOEs is investigated first. The
profitability of SOEs will be discussed in the next
section.

Profits of an enterprise are available from the audited
and published annual accounts. Profit figures are
available before and after charging taxes on corporate
income. Caution must be observed in deciding which
figure is being selected. Profits of SOEs have two
characteristics in relation to taxes. Firstly, if an
enterprise earned a loss in a particular period, it has
no liability of paying taxes on corporate income.
Secondly, SOEs sometimes had the privilege of exemption
from taxes. This privilege was never granted to
private sector enterprises. Profits after taxes,
therefore, do not provide a good basis for comparison
of public and private ownerships. Thus, profits before
taxes are taken into account when a comparison is done
between public and private sector ownerships. The
first column of Table 8.1 shows enterprises while the
second and third columns denote means of profits
before and after privatisation. Number of observations
used were different dates of privatisation. Having
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Table 8.1 Differences in Profits and Their Ranking After and Before Privatisation
(Rs. '000)
Mean
After
(2)

Mean
Before
(3)

Difference
(3)
(2)
(4)

Absolute
Difference
(5)

Positive
Ranking
(6)

103,967

36,660

67,307

67,307

7

Pugoda Textiles

-2,255

24,449

-26,704

26,704

Ceylon Oxygen

68,296

8,705

59,591

59,591

-911

-114

-797

797

-1

Kelani Tyres

-14,686

53,729

-68,415

68,415

-8

Bogala Graphite

-19,365

19,122

-38,487

38,487

-4

Distilleries Lanka

417,195

111,929

305,266

305,266

9

51,231

27,561

23,670

23,670

2

886,953

222,159

664,794

664,794

10

6,427

60,258

-53,831

53,831

Enterprise
(1)
United Motors

Hunas Falls

Sathosa Motors
NDB
Lanka Ceramic
Total

Source: Table 7.1

-

-3
6

-5
34

-

Table 7.10 in the text.

Negative
Ranking
(7)

-21
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presented after and before financial profits
separately, the columns 4 and 5 represent difference
and absolute difference of the columns 2 and 3.
Absolute differences are ranked first. Then the
rankings are assigned the signs and presented separatly
in the last two columns. The testing process is
organised into six steps as follows.

Step 1: Specification of the Null and Alternative
Hypotheses
Policy-makers strongly believed that privatisation will
lead to efficient functioning of SOEs. Such a belief
gains the ground for its existence, as discussed in
the Agency Theory, from the motive of profit
maximisation by the private sector entrepreneur. The
alternative hypothesis below has been constructed on
the basis of this of argument.
H0: 'Financial profit of state-owned enterprises has
not changed after their privatisation'.
HA. 'Financial profit of state-owned enterprises has
increased after their privatisation'

Step 2: Selection of Test Statistic
The Wilcoxon Signed Rank Sum Test statistic T is
selected as explained in Section 8.3.

IHWO
Step 3: Determination of Level of Significance
The level of significance is decided at five percent.
That is: a

=

0.05

Step 4: Decision Rule
The decision rule was developed as below:
From Appendix F it can be seen that if the sample size
n

=

10, the cut-off point for 5 % level is 11. That

is, P

(

11 :!~ T'

)

=

0.05. If the calculated absolute T

value is equal or smaller than the Tc, the null
hypothesis is rejected. Note that alternative
hypothesis is a one-tail test.

Step 5: Estimation of the Value of Test Statistic
Column (7) of Table 8.1 shows the value of the test
statistic. The sum of positive ranking is 34 while
21 is the sum of the negative ranking. The smaller
value is selected to test for significance.

Step 6: Conclusion
The conclusion is derived by comparing the estimated T
=

21 with the critical value of T provided In

Appendix F. The number of observations in this study
is ten

(

n

=

10)

.

The relevant critical value of T is

11 which is smaller compared to the estimated value.
Accordingly, the null hypothesis is not rejected.
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There is enough statistical evidence to conclude that
financial profits have not increased significantly
after the privatisation of the SOEs. The negative mean
profits of five enterprises (i.e. Pugoda, Hunas,
Kelani, Bogala and Ceramic) are the contributory factor
for this conclusion. This conclusion can be further
strengthened by its normal approximation.

Normal Approximation
One of the advantages of the use of Wilcoxon test is
its approximation to the normal distribution. This
approximation can be done if n ~! 10 (Megginson, 1994,
p. 423 and Kohier, 1988 p. 459) or if n>8 (Moskowitz &
Wright 1985, pp. 457-458)

.

Population distribution of

T, is assumed to have an symmetrical distribution with
zero in the centre.

The six steps outlined above can be used for normal
approximation with some changes to Step 2 and Step 4.
The test statistic in Step 2 is z and its formulae are
as below:

T

-

ItT

Z =

(8.1)

.............................

n(n+1)
where

RT

=

__________

4

(8.2)

............

•:

fl

( n + 1 ) ( 2n + 1 )

(8.3)

.

=

24

The decision rule in Step 4 has to be changed as:
Reject the null hypothesis if z

<

- za

Using formulae (8.1), (8.2) and (8.3), value of the
test statistic can be estimated as -0.6625. Appendix G
provides the full details of SPSS application for
WINDOWS. This value does not fall into the rejection
region as shown in Figure 8.1.

Figure 8.1 Graphical Exposition of testing Hypothesis 1
on Profits using Normal approximation of the Wilcoxon Test

-1.645
Reject H0:

Do Not Reject H.

4
S

-0.6625

Z={T-tTI/T
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Accordingly, acceptance of null hypothesis is confirmed
and there is enough evidence to conclude that profits
of the enterprises have not increased after
privatisation.

8.3.2 Testing Hypothesis 1 on Profitability
Profitability is considered as a better indicator of
measuring financial efficiency than profits. As
explained in Chapter 6, return to sales ratio is the
most suitable profitability measure for this study.
Returns to total assets or to equity assets cannot be
used for comparative purposes since assets of
enterprises were re-valued in an irregular manner. on
the other hand the ratio of return to sales is an
accurate measure since the pricing policies and market
situation were stable during the period under
consideration. The value of sales for each year is
readily available in published accounts. Profits
before interest and taxes are already available in
previous tests on profits. The procedure adopted for
testing Hypothesis 1 on profit is followed for testing
profitability. Table 8.2 compares the profitability
for periods after and before privatisation. Also it
provides data for Wilcoxon signed rank sum for matchedpairs experiment. The test follows the following
steps.
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Table 8.2 Differences in Profitability and Their Ranking After and Before Privatisation
(Percent)
Enterprise
(1)

Mean
After
(2)

Mean (B)
Before
(3)

Difference
(2)
(3)
(4)

Absolute
Difference
(5)

Positive Negative
Ranking
Ranking
(6)
(7)

United Motors

15.55

16.85

-1.3

1.3

-2

Pugoda Textiles

-0.88

5.56

-6.44

6.44

-5

Ceylon Oxygen

20.41

7.27

13.14

13.14

-12.95

-3.91

-9.04

9.04

-6

-1.97

9.1

-11.07

11.07

-8

-28.16

8.22

-36.38

36.38

-10

Distilleries Lanka

7.37

4.47

2.9

2.9

Sathosa Motors

9.21

10.3

-1.09

1.09

35.98

33.98

2

2

1.06

11.64

-10.58

10.58

Hunas Falls
Kelani Tyres
Bogala Graphite

NDB
Lanka Ceramic

-

9

4
-1
3
-7
16

Source: Table 7.1

-

Table 7.10 in the text.
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Step 1: Specification of Null and Alternative
Hypotheses
Policy-maker's expectation of the direction of changes
in profitability is the same as in profits. That is,
they believed that profitability would increase under
private ownership. Accordingly, the alternative and
null hypotheses have been set up as below.
H0: 'Financial profitability of state-owned
enterprises has not changed after their
privatisation'
HA: 'Financial profitability of state-owned

enterprises has increased after their
privatisation'

Step 2: Determination of Test Statistics
T

=

Wilcoxon Signed Rank Sum Test statistic.

Step 3: Level of Significance
Let a

=

0.05

Step 4: Decision Rule
Reject H0 if T < Tc
< 11
Step 5: Estimation of the value of Test Statistic
Column (7) of Table 8.2 shows this value as 16.
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Step6: Conclusion
According to the decision rule stated in Step 4, the
value of test statistic clearly exceeds the critical
value of T. Thus, there is not enough evidence at 0.05
percent level to reject the null hypothesis. The sum of
negative rankings is heigher than that of the positive
rankings. This implies profitability of most of
enterprises has decreased. The data in Table 8.2 shows
only Oxygen, distilleries and NDB could improve
profitability after privatisation.

Normal Approximation
The above conclusion is further confirmed with the help
of normal approximation of the Wilcoxon test. Equation
(8.1)

,

(8.2) and (8.3) were used to derive test

statistic Z. Appendix G provides the value of test
statistics as

-

1.1722. This value is judged in terms

of the decision rule:
Reject H0: if (T

-

!T)

/

Za

T <
-

1.645

Figure 8.2 elaborates that the estimated T value falls
into 'Do Not Reject' region. Accordingly, there is not
enough statistical evidence to reject the null
hypothesis. Thus, it can be concluded that
profitability of the enterprises studied has not
changed after privatisation.
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Figure 8.2 Graphical Exposition of Testing Hypothesis 1 on
Profitability using Normal approximation of the Wilcoxon Test

-1645
Reject HO: 4

Do Not Reject H.
-1.1722

Z=[T- iTJ/T

8.3.3 Testing Hypothesis 2
Financial profits and profitability analysed in the
above section address financial efficiency of
privatisation at enterprise level. In this thesis, the
privatisation issue is mainly focused from the view
point of the government. The government concerns not
only in profits or profitability of enterprises but
also other macroeconomic variables such as output and
employment. On the other hand, as explained in Chapter
1, SOEs in Sri Lanka have been playing a very
significant role in the economy. It is, therefore,
essential to investigate impact of privatisation on
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output and employment. Hypothesis 2 is constructed on
output' and tested in this section while Hypothesis 3,
focuses on employment is presented in the next section.
Output of the enterprises included in the sample are
widely heterogeneous and, moreover, they include goods
as well as services. This excludes the possibility of
using a single physical unit to analyse outputs of the
ten enterprises. Taking rupee values of those outputs
becomes the best and the only solution.

Various stages of production and existence of work-inprogress must be considered in identifying outputs.
Apparently, this turns out as a task full of
complexities in the face of lack of data. on the basis
of the available data, a satisfactory approximation is
available with sales values. Sales values are
subjected to distortion of taxes on sales and changes
in the general price level. The distortion steming
from taxes could be avoided by taking gross value of
sales.

The distortion due to inflation can be corrected by
using real values of sales. Three alternative measures
are available for treating inflation: Gross National
1

Value added figures may be more appropriate if the production
process uses imported materials or finished products of another
enterprise as inputs. But value added data are not available for
all the enterprises.
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Product (GNP) Deflator, Consumer Price Index(CPI) and
Wholesale Price Index (WPI)

.

On the basis of the

nature of the outputs in consideration, the GNP
Deflator is the most suitable measure. Accordingly,
gross sales values of the enterprises are converted
into real values using the GNP Deflator. Appendix E
provides indices of GNP Deflator for different periods.
Mean values of real output before and after
privatisation are summarised in Table 8.3. These
values and other information in the table are used to
test Hypothesis 2 in the steps given below.

Step 1: Specification of Null and Alternative
Hypotheses
H0: 'Real output of state-owned enterprises has not
changed after the privatisation'
The alternative hypothesis is developed on the basis of
theoretical arguments presented in the literature
survey chapters which support to superior private
ownership.
HA: 'Real output of state-owned enterprises has

increased after the privatisation'

Step 2: Selection of Test Statistics
T

=

Wilcoxon Signed Ranked Sum statistic
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Table 8.3 Differences in Real Output and Their Ranking After and Before Privatisation
(Rs. '000)
Mean
Before
(3)

United Motors

201,428

144,066

57,362

57,362

6

Pugoda Textiles

309,029

290,140

18,889

18,889

2

Ceylon Oxygen

107,630

83,597

24,033

24,033

4

5,327

2,387

2,940

2,940

1

247,579

327,268

-79,689

79,689

-8

71,431

-7

301,291

(1)

Hunas Falls
Kelani Tyres

Difference
Absolute
(2)
(3) Difference
(4)
(5)

Positive
Ranking
(6)

Mean
After
(2)

Enterprise

-

23,555

94,986

-71,431

1,633,440

1,332,149

301,291

Sathosa Motors

151,192

128,087

23,105

23,105

3

NDB

655,101

309,637

345,464

345,464

10

Lanka Ceramic

176,080

215,744

-39,664

39,664

Bogala Graphite
Distilleries Lanka

Source: Table 7.1

9

-5
35

Total

-

Table 7.10 in the text.

Negative
Ranking
(7)

20
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Step 3: Determination of Level of Significance
Let a

=

0.05.

Step 4: Decision Rule
Reject I-Is if T < Tc
< 11
Step 5: Estimation of the Value of Test Statistic.
Column (7) of Table 8.3 supplies this value as 20.

Step 6: Conclusion
According to the decision rule stated in Step 4, the
value of test statistic exceeds the critical value of
T. The critical value was the negative sum of rankings
which means that output has increased for most of the
enterprises after privatisation. Only Kelani Tyres,
Bogala and Ceramic could not show improvement in output
after privatisation. Accordingly, there is no enough
evidence at 0.05 percent level to reject the null
hypothesis.

Normal Approximation
Appendix G provides the and output of computer
application. The calculated value of test statistics
is

-

0.7645. This value judged in terms of the

decision rule:
Reject H0: if (T

-

T)

/ (YT

<

-

Z

;

Za

=

-

1.645

MW
Figure 8.3 shows that the estimated T value does not
fall into the rejection region. Accordingly, there is
not enough statistical evidence to reject the null
hypothesis at a

=

0.05. Thus, at 95 % level of

confidence, it can be concluded that the real output of
the enterprises examined has not changed after
privatisation.

Figure 8.3 Graphical Exposition of Testing Hypothesis 2 on
Output using Normal approximation of the Wilcoxon Test

-1.645
Reject H0: 4

Do Not Reject H0
-0.7645

Z=[T-iT]/cTT
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8.3.4

Testing Hypothesis

3

As already stated in the above section, employment is
vitally important for national policy makers. It is
crucial due to the fact that, as indicated in the
chapters 4 and 5, SOEs in Sri Lanka have functioned as
the main employer in the economy. Because of this,
employees of SOEs fear of possible losses of
employment due to privatisation. At the same time, no
rational entrepreneur in the private sector wants to
have excessive employees in his enterprise. To see
what has happened to employees of SOEs after
privatisation, a comparison of employee statistics must
be undertaken. Employee figures were mainly available
from the annual reports of enterprises. When they were
not available, information pertaining to employees was
obtained from the management of enterprise concerned.
Table 8.4 shows mean employment figures for the two
periods after and before privatisation. Also, it
indicates other necessary information to test the
hypothesis. The familiar six steps of testing
hypothesis are given below.

Step 1: Specification of Null and Alternative
Hypotheses

The null and the alternative hypotheses are given
below. The alternative hypothesis is significantly
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different as compared to the hypotheses already tested.
For instance, profits, profitability and output were
expected to have an expansionary effect after
privatisation. In contrast to this, employment is
expected to have contractionary effect due to
privatisation despite some theoretical argument for
expansion of employment in the long-run.
H0: 'Employment of state-owned enterprises has not
changed after their privatisation'
HA: 'Employment of state-owned enterprises has

decreased after their privatisation'

Step 2: Determination of Test Statistics
Wilcoxon Signed Ranked Sum (T) is the test statistic.

Step 3: Level of Significance
Let a

=

0.05

Step 4: Decision Rule
Reject H0 if T < Tc
~ 11

Step 5: Estimation of the value of test Statistic
This value is 9 as indicated in Column (7) of Table
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Table 8.4 Differences in Employment and Their Ranking After and Before Privatisation
(Employees No.)
Mean
After
(2)

Enterprise
(1)

Mean Difference
Before
(2)
(3)
(3)
(4)
-

Absolute
Difference
(5)

Positive
Ranking
(6)

Negative
Ranking
(7)

441

605

-164

164

-6

2,811

2,828

-17

17

-1

300

428

-128

128

-5

53

35

18

18

1,384

1,883

-499

499

-8

621

2,014

-1,393

1,393

-10

1,463

1,824

-361

361

-7

Sathosa Motors

201

177

24

24

3

NOB

220

170

50

50

4

2,221

3,603

-1,382

1,382

United Motors
Pugoda Textiles
Ceylon Oxygen
Hunas Falls
Kelani Tyres
Bogala Graphite
Distilleries Lanka

Lanka Ceramic

2

-9
9

Source: Table 7.1

-

Table 7.10 in the text.

-46
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Step 6: Conclusion
According to the decision rule stated in Step 4, the
estimated value of test statistic is clearly less than
the critical value of T. Hence, there is sufficient
evidence at 0.05 percent level of significance to
reject the null hypothesis and conclude that employment
has decreased after privatisation.
Normal Approximation
The above conclusion of the Wilcoxon test is
approximated by normal distribution using the equations
(8.1), (8.2) and (8.3)

.

Appendix G provides the value

of test statistics as -1.8857. This value is tested in
terms of the decision rule:
Reject H0: if (T

-

IT)

/ CFT

<

-

-

Za
1.645

Figure 8.4 elaborates that the estimated T value falls
out side of the acceptance region. Accordingly, there
is enough statistical evidence to reject the null
hypothesis. Thus, it can be concluded that employment
of the enterprises studied has decreased after
privatisation.

8.3.5 Testing Hypothesis 4
Output, employment and, more importantly, profits as
well as profitability are obviously related to
efficient use of inputs. Efficiency of using inputs
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Figure 8.4 Graphical Exposition of Testing Hypothesis 3 on
Employment using Normal approximation of the Wilcoxon Test

- 1.645

Reject H0:

p.=O

Do Not Reject H0
-1.8857

Z = [T-1T]/T

is indicated by their prodctivities. Labour and
capital can be identified as the two main inputs.
According to the, information from the Balance Sheets
of the enterprises, no enterprise showed significant
improvement in capital inputs such as acquisition of
modern technology. On the other hand, mode of
production of most of the enterprises is labour
intensive. On this ground, investigation of
productivity of labour becomes relevant.

Productivity of labour or employees can be measured in
terms of output per certain period or output per
employee. Data relating to employee days or any other

NORTHERN TEIIUTURY UN!VERSTY LIBA ft V
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unit of time is not available for all the enterprises.
However, data relating to total employment are usually
available from annual reports or are obtainable. Data
on employees and real outputs are already collected in
the previous two sections. Real output per employee
can be estimated by dividing the former from the
latter. Table 8.5 shows productivity of employees for
the periods before and after privatisation. Changes of
productivity between these two periods are tested using
the following steps.

Step 1: Specification of Null and Alternative
Hypotheses
The null hypothesis is constructed as in all previous
cases. The alternative hypothesis is developed on the
same basis as done in financial performance and output.
H0: 'Productivity of employees of state-owned
enterprises has not changed after their
privatisation'
HA:

'Productivity of employees of state-owned
enterprises has increased after their
privatisation'

Step 2: Determination of Test Statistics
Wilcoxon Signed Ranked Sum (T) is selected as the test
tatistic.
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Table 8.5 Differences in Employee Productivity and Their Ranking After and Before Privatisation

(Rs. '000)
Enterprise

Mean
After
(2)

(1)

Mean Difference
Absolute
Before (2)
Difference
(3)
(3)
(4)
(5)
-

Positive
Ranking
(6)

United Motors

466

239

227

227

8

Pugoda Textiles

239

110

129

129

6

Ceylon Oxygen

378

195

183

183

7

99

68

31

31

5

185

174

11

11

2

38

47

-9

9

1134

731

403

403

9

751

729

22

22

4

2986

1811

1175

1175

10

80

63

17

17

3

I-Tunas Falls
Kelani Tyres
Bogala Graphite
Distilleries Lanka
Sathosa Motors
NDB
Lanka Ceramic

-1

54

Source: Table 7.1

-

Table 7.10 in the text.

Negative
Ranking
(7)

-1
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Step 3: Level of Significance
Let a

=

0.05

Step 4: Decision Rule
Reject H0 if T < Tc
~ 11

Step 5: Estimation of the Value of Test Statistic
The last column of Table 8.5 provides this value as 1.

Step 6: Conclusion
According to the decision rule stated in Step 4, the
estimated value of test statistic is 1 which is clearly
less than the critical value of T. Accordingly, there
is enough evidence at 0.05 percent level to reject the
null hypothesis and come to the conclusion that
productivity of employees has increased after
privatisation. This increase can be attributed to two
sources: reduction in employment and increase in real
output. The data in Table 8.5 show that only Bogala
could not increase output after privatisation.

Normal Approximation
The above conclusion is further confirmed with the help
of normal approximation of the Wilcoxon test. Appendix
G provides the value of test statistics as

-

2.7011.
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This value is judged in terms of the decision rule:
Reject H0: if (T

-

tT)

/

GT <

-

-

Za
1.645

Figure 8.5 elaborates that the estimated T value falls
well outside the acceptance region. Accordingly, there
is enough statistical evidence to reject the null
hypothesis. Thus, it can be concluded that
productivity of employees of the enterprises has
increased after privatisation.

Figure 8.5 Graphical Exposition of Testing Hypothesis 4 on
Productivity using Normal approximation of the Wilcoxon Test

-1.645
Reject H,: 4

-2.7011

t=O
Do Not Reject H.
Z=[T-TJ/T
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8.4 Parametric Tests on Hypotheses
The main purpose of the four hypotheses tested using
nonparametric menthods is to investigate performance
difference of ten enterprises in the sample under state
and private ownerships. The findings of the
nonparametric test can be further supported by
parametric tests. The properties of t-test of matched
pairs experiment indicate the suitability of the test
for the data and the method of analysis. This test
compares mean differences of two related samples. The
required condition for applying this test is that the
samples must be from normally distributed populations.

Normality can be tested using different methods. Two
graphical devices: normal probability plots as well as
histogram can be used to test the normality of a
variable. Normal probability plots and histograms of
the five variables (i.e. profits, profitability,
output, employment and productivity) show similar
distributions. For example, histogram and normal
probability plot graph of differences of profits are
given in Figure 8.6. The histogram of the variable in
Panel (a) gives a clear indication of normality. The
plotted points in Panel (b) approximately form a
diagonal line, therefore, the variable is approximately
normally distributed.
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Figure 8.6 Test for Normality of Differences of Profits
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Testing procedure of t-test of the matched pairs mean
difference follows the following steps.

Step 1: Specification of Null and Alternative
Hypotheses
H0:

9D

=

HA: tD >

0
0

where !1D is mean difference

Step 2: Test statistic
XD

t

-

d.f.

=

=

-

1

5D /

where

XD

and s1 are the sample mean and the sample

standard deviation, respectively of the ri
differences.

Step 3: Determination of Level of Significance
Let a

=

0.05

Step 4: Decision Rule
Reject H0 if t

>

ta n

>

.05, 9

1
>

1.833

Estimation of value of the test statistic and conclusion
are the forth and fifth steps. All the steps are
summarised in Table 8.6.
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Table 8.6 Results of Parametric Tests of Hypotheses

E{ypothesis

(1)

Variable

Specification of

(2)

Hypotheses

(3)

t-value

t-value)

(critical)

(estimated)

(4)

Conclusion (a

(5)

=

.05)

(6)

1

rofits

H0:

D

=

0;

HA: 1D

>

0

1.833

1.360

Do not reject H0

1

rofitability

H0:

JID

=

0;

HA: J1D

>

0

1.833

-1.361

Do not reject H0

Do not reject H0

2

Dutput

H0:

tD

=

0;

HA:

tD

>

0

1.833

1.251

3

Employees

H0:

PD

=

0;

HA : VD

<

0

-1.833

-2.177

Reject H0

H0:

tD

=

0;

HA :

>

0

1.833

1.902

Reject H0

4

roductivity

Source: 1 Table 8.1

-

J1D

Table 8.6 in the text.

2 Computer outputs of EXCEL for t-test of matched pairs were based for Column (5)
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The last column of the table shows the conclusions.
Accordingly, the results of parametric test lead to the
same conclusions drawn in the nonparametric test. That
is, variable profits, profitability and output have not
significantly improved after privatisation while
employee productivity has shown a significant increase.
As expected, number of employees of SOEs has
significantly decreased after privatisaion.

8.5 Regression Analysis on Hypotheses
In the previous section, the impacts of privatisation
on five variables were separately considered by using
nonparametric and parametric methods. The data
considered were mainly financial and they reflected
current prices. Such a treatment is satisfactory to
measure improvement in financial viability of SOEs.
Recall that improving financial efficiency, as
repeatedly emphasised in the literature review chapters
in the text, was the prime target of Sri Lankan
privatisation program. Particularly, elimination of
financial losses of SOEs as well as the consequent
burden to the Treasury were the chief concerns.

Profit of an enterprise depends on a number of factors
such as sales, employees, capital employed, ownership,
etc. The dependence of a variable on one or more other
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variables can be investigated by regression analysis.
Accordingly, a multiple regression equation is
estimated in the forthcoming sections to achieve the
following objectives:
-

To decide what factors determine profits of the
enterprises in the sample.

-

To determine how the state ownership, inter alia,
affects profits of the enterprises.

-

Also, to investigate the dependence of profits on
employment, inter alia, of the enterprises. This
objective, in turn, relates to productivity and
unemployment issues.

An adequate time series observations are not available
or obtainable, as already explained previously, for any
of the enterprises in the sample. Rather, sufficient
observations can be raised by combining data of
individual enterprises. Accordingly, data of the ten
enterprises are pooled. Before pooling the data,
removals of inflationary effect of nominal values are
essential because the data are from different periods.
The GNP Deflator is used for this purpose for the
variables profit, output and capital.
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8.5.1 The Model:
Y

x1 +

+

=

where Y

=

132 X 2 +

133 X3 +

+

13 X4

s

Profits before taxes (Rs.'000)

X1 = Output (Rs. '000)
X2 = Employees (Number)
X3 = Total capital employed (Rs.'OOO)
X4 = Ownership Dummy
1= state,
0= otherwise (i.e. private)
130, 13, 13, P3, 13

=

Coefficients

(Variables: Y,X1 and X3 are in real terms)

The required data are already available from the
previous works on the nonparametric and parametric
tests. The data of ten enterprises were pooled for the
period of study. The estimated regression equation is:
Y

=

2,814.344 + 0.059 X1
(0.628)

+

(8.566)

+

-8.932 X2 + 0.135 X3 +

(-3.282)

(9.850)

-2,192.889 X4
(-0.496)

(t-values are given in the parenthesis)

The summary of the regression is given in Table 8.7.
Before interpreting these results, goodness-of-fit of
the model will be assessed.
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Table 8.7 Summary of the Regression Results
Regression
Statistics
Multiple R
R Square
Adjusted R Square
Standard Error
Observations

0.845672405
0.715161817
0.701913529
26687.55662
91

Regression
Residual
Total

Intercept
(Output)
(Employees)
X2
(Capital)
X3

x1

X4

(Dummy)

Source: Tables 7.1

-

df
4
86
90

SS
1.53788E+12
61251408332
2.15039E+12

MS
38446977182
712225678.3

F
53.98145329

Coefficients

t Stat

P-value

2814.343678
0.059457576
-8.932404719
0.134514503

Standard
Error
5381.620297
0.006958664
2.595289242
0.013340388

0.522954709
8.544395757
-3.44177619
10.08325242

0.602350537
4.16284E-12
0.000894419
3.08819E-15

-7883.95470
0.04562422
-14.0916647
0.10799471

13512.6420
0.07329093
-3.7731446
0.16103429

-2192.889304

5771.697845

-0.379938341

0.704927865

-13666.6355

9280.85695

Table 7.10 in the text

Significance F
1.12071E-21

Lower 95

Upper 95
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8.5.2 Measure of Goodness-of-Fit
How well the regression line fits the data can be
measured by different methods. Two different measures
are used below: (a) Coefficient of Determination (R2)
and (b) Overall assessment of the model:2 (a) testing
the significance of (R2) strength of the relationship
between Y and independent variables is measured by
adjusted R2. The strength is determined by the ability
of the estimated regression to explain total variation
of the dependent variable. The limits of the R2 are O:!~
R2 <_ 1 and the regression line is said to be perfectly
fit if R2 is 1. The general formula for R2 Is:

SSR (Regression Sum of Squares)
R2

=

SST (Total Sum of Squares)

where SSR

=

SST

=

(

y

-

2
-

i=1

In the model, the value of R2 is 0.7019 (see Table 8.7)
Thus, 70.19% percent of the change in profits is

Standard error of the estimate can be considered as the most
common and simple indicator of the goodness-of -fit. Its value in
this model is 27,121.55.
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explained by changes in sales, employees, capital and
ownership structure. Since the estimation included four
independent variables and ninety observations, the
adjustments to R2 for degrees of freedom cause no
significant changes as indicated by adjusted R2.
(b) Evaluating the model as a whole
Analysis of variance (ANOVA) with F-test can be used to
evaluate the overall usefulness of the model. Such a
test measures explanatory value of the model by
considering the coefficient of independent variables.
If independent variables are not linearly related to the
dependent variables, the coefficient should take zero
values. The testing procedure is summarised as bellow.

Step 1: Specification of Null and Alternative
Hypothesis
Ho:
HA

:

I3i

-13

=

=

13

At least one

134

0

is not equal to zero

Step 2: Determination of Test Statistic
Test statistic

F

=

MSR/MSE

where MSR

=

Mean sum of squares of regression

MSE

=

Mean sum of squares of regression error

Step 3: Level of Significance
Let a

=

0.5
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Step 4: Decision Rule
Reject the null hypothesis if F

>

F/2
>

>

k, n-k-i

F5

4, 85

2.45

Step 5: Estimation of F-value
The computer print out of the regression in Table 8.6
provides that F

=

53.9815. This very clearly falls into

the rejection region. It leads to conclude that a
linear relationship exists between profits and at least
one of the four independent variables. Thus the model
is very useful in predicting profits of enterprises.

On the basis of the results presented, it can be
concluded that the model used is satisfactory. The
above analysis is based on the assumption that
significant multicollinearty does not exist. The
validity of this assumption is tested in the following
section.

8.5.3 Tests to Detect Multicollinearity
Attention must be paid to test whether a serious
multicollinearity problem does exist before
interpreting the results. Multicollinearity arises when
independent variables are linearly related and it can
seriously affect the estimated regression coefficients
and t-values. For instance, the logical sign of the
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coefficient can be opposite by the problem of
multicollinearity. Thus, detection of multicollinearity
is essential and it could be done directly from the
correlation matrix. Correlation among the variables
concerned is given in Table 8.8. According to the
correlation coefficients, it seems that there would not
be serious multicollinearity problems.3 However, this
guess can be eliminated by using the t-test on the
significance. The testing process is summarised in the
following steps.

Step 1: Specification of Null and Alternative
Hypothesis
H0: pjj

=

0

Owhere pij is the correlation coefficient

HA: pjj

between •th and

i th

variables.

Step 2: Selection of Test Statistics
The test statistic is: t

where

Sr

r

=

=

((1

-

r2)/(n

=

-

r1 / Sr

2)

Sample correlation

This conclusion can be arrived at by different ways. For
instance, R2 of the estimate is high (.83) and most of the
independent variables are significant.
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Table 8.8 Correlation Matrix of the Regression Model

'LUL.LL

Profits

amp±oyees

L)ULUL

uapita±

Uwnersflip

1

Output

0.55578

1

(6.03710)

Employees

-0.11849

0.24065

(-1.12575)

(2.33900)

0.667910

0.128942

-0.078522

(8.75587)

(1.45257)

(-0.47360)

-0.001213

-0.014657

0.165082

0.118036

(-0.094351)

(-0.10474)

(1.65342)

(0.87358)

Capital

Ownership

Note: t-values are given in paranthesis.
Source: Table 8.7 in the text.

1

1
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Step 3: Determination of Level of Significance
Let a

=

0.05.

Step 4: Decision Rule
Do not reject the null hypothesis if the estimated value
of test statistic is: greater than -2.16 or less than
2.16.

Step 5: Estimation of the test statistics
Calculated t-values are given in the table 8.6 in
parenthesis.

Step 6: Conclusion
On the basis of the t-values given in the parenthesis,
it can be concluded that no serious multicollinearity
does exist. This enables to conclude that coefficients
of the regression equation can be interpreted
accurately.

8.5.4 Interpretation of Results
Having satisfied with the fitness of the model and
nonexistence of significant multicollinearity, the
analysis can continue to its final step of
interpretation of results. The P0 cannot be interpreted
meaningfully. For instance, the ten enterprises
considered can earn profits of Rs. 2,814,344 when the
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four independent variables take zero values. Four other
coefficients of independent variables can be interpreted
on the basis of the signs and magnitudes of the
coefficients. The variables turnover and total capital
are positively related to profits. The state ownership
and employees negatively affect profits. The output and
capital employed are significant even at a

=

0.01,

therefore they are linearly related to profits.

The focus of regression analysis is primarily on the
relationship between the ownership and profits. The
regression results indicate that state ownership
negatively affects profits. The p-value of ownership
variable indicates that coefficient -2,192.88 is
significant at seventy percent level of significance.
This further confirms the result of the nonparametric
and parametric tests. Thus, it does not reject the null
hypothesis even at the ten percent level of significance
that profits of the enterprises are not significantly
affected by the change of ownership from public to
private.

An important message is conveyed by the coefficients of
employment and ownership variables. The negative signs
of the coefficient indicate that employment is already
above the optimal level. Consequently, an increase in
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employment leads to reduced profits. It can be argued
that this is due to political influences in SOEs. As
explained in Chapter 2 and 3, politicians frequently use
SOEs as the employer for their supporters. One can
argue that after privatisation there cannot be excessive
employees in privatised enterprises. Theoretically
speaking, privately owned entrepreneurs never allow
excess employment to exist.

More importantly, the sign of the coefficient of
ownership dummy is negative. This leads to the
conclusion that state ownership negatively affects
profits of the enterprises examined. However, the
corresponding p-value is not significant at five
percent level of significance.

8.6 Summary

Four hypotheses on five variables have been tested in
this chapter first using nonparametric of Wilcoxon
signed rank sum test for matched pairs and its normal
approximation. Then, they were tested using parametric
tests. Impact of privatisation on financial efficiency
is tested in the first hypothesis on profits and
profitability. It was found that the profits as well as
profitability of the enterprises were increased after
privatisation and they were not significant at five

234
percent level of significance. Hypothesis 2 focused on
impacts of privatisation on output and it was found that
output has increased after privatisation. The increase
too was not significant at five percent level of
significance. It was found in Hypothesis 3 that, in
contrast to the direction of above changes,
privatisation negatively affected employment. This
negative impact was significant at five percent level.
The last hypothesis was concerned with productivity of
employees and it was found that increase in
productivity after privatisation was significant at five
percent level of significance.

Secondly, the argument that the private ownership is
superior to state ownership in the light of efficiency
was examined by the multiple regression analysis. The
dependence of profits on ownership type, among other
variables, was mainly focused. It was revealed from
the data treated that state ownership affects profits
negatively. It is insignificant as the p-value
(0.7049) suggests. Further, the negative impact found
in nonparametric test on employment by the
privatisation was reconfirmed.

CHAPTER 9

FURTHER INVESTIGATION ON HYPOTHESIS 4

9.1 Introduction
It was found in the nonparametric test that the
productivity of employees was increased after the
privatisation. This increase was significant even at 1
percent level and can be attributed to a number of
sources. For instance, employee attitudes driven by
incentives towards privatisation, capital expansion
(e.g. enhance in technology), availability of quality
materials, better management etc., may have increased
the productivity of employees. Among them, the sources
stemming from employees themselves are more important
due to two reasons. Firstly, employees are the main
contributor to the labour productivity. Secondly,
employees and their trade unions of SOEs were among the
strong opponents of privatisation as explained in
Chapter 1. Accordingly, incentives, motivation and
attitudes are more relevant from the view point of the
employees. Benefits accrued to employees by incentives
closely affect the employee attitudes. Employee
attitudes, in turn, heavily influence the productivity
of employees. Generally speaking, incentives given to
employees fell into two broad categories: monetary and
nonmonetary. The former category is seemed to be more
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important and relevant to a developing country like Sri
Lanka. Two types of monetary incentives are found in
privatised enterprises in relation to salaries/wages
and employee share ownership scheme. This chapter aims
to investigate these two variables (i.e. incentives and
attitudes) using statistical tools such as Chi-Square
and Correlation analysis on the sample data.

The two types of incentives and their influences on
employee attitudes are examined by using a
questionnaire survey. A copy of the questionnaire is
provided with Appendix H. Employees of nine
enterprises were the respondents. The only enterprise
excluded from the survey was Kelani Tyres Limited due
to a prolonged industrial dispute. Altogether ninetytwo employees responded to the questionnaires
distributed.

9.2 Incentives Related to Salaries/Wages of Employees
Payments related to labour employed mainly reflect on
their salaries/wages. Question no. 1 and Question no.
2 in Table 9.1 provide details of the incentives of
this category. Eighty-seven percent of respondents
replied that their salaries/wages were increased after
the privatisation. The remaining 13 percent received
no increase of their incomes. Increases in salaries/
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Table 9.1 Survey Findings on Increases in Employee Salaries/wages

QUESTION

Q.l

Q.2

Q.3

Was your salary/wage increased after privatisation?

If yes, by what percentage? (Compare present salary!
wage to the salary/wage you drew at the time of
privatisation)

Better incentives other than increases in salaries!
wages were introduced after privatisation

Source: From the questionnaire survey.

RESPONSES

Yes
No
Other
Total

Less than
10%
10 %
20 %
21 %
30 %
More than 31%
Total
-

-

Strongly Agree
Agree
Neutral
Disagree
Strongly Disagree
Total

PERCENTAGE

=
=
=

80
12

=

92

100

=
=
=
=

28
32
20

35
40
25

-

-

=

80

100

=
=

30
50
12

33
54
13

-

-

=
=

-

87
13
-

=

-

-

=

92

100
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wages could take place at more than one stage.
Therefore, the second question was raised in such a way
that the present salary/wage of an employee was
compared with what the employee drew at the time of
privatisation. Only the 'Yes' responses to Question 1
were considered in this regard. Forty percent of
respondents had their salaries/wages increased by less
than ten percent. Thirty-five percent and twenty-five
percent of respondents had their salaries/wages
increased by 10%

-

9% and 20%

-

30% respectively No

one received more than thirty percent.

Increases in monetary incentives to employees after
privatisation may have led them to perceive
privatisation as a better change. Perhaps some
employees may think that they are not better off
although their financial incomes have increased. For
instance, they may have heavy workloads, less nonfinancial benefits, less job security, etc. This can
be investigated by comparing salary/wage increases with
employee attitudes on privatisation. Question 9 aims
to measure the employee attitudes to privatisation.

Employee attitudes and incentives in terms of increase
in salaries/wages can be tested for independence. Such
a test help conclude whether the two attributes are
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related or independent. The Chi-Square analysis of
Contingency Table is the most appropriate technique for
such a situation. The data here are nominal and the
analysis is multinomial, therefore, the Chi-Square
analysis is used here.

Table 9.2 presents data by two attributes: (a)increases
in employee income and (b) employee attitudes over
privatisation. The upper portion of the table
represents observations from the survey values and the
lower portion indicates expected values. The expected
values were obtained using the following formula:

(Row i total)

.

( Column j total)

Eij
Sample size

where E11

=

expected frequency of the cell in row i and

column j.
The formula of Chi-Square test statistic is:

z

2

(O

k

-

E1

)2

=>:
±

=

1

where Oi =

E±
frequency of observed events in sample data

E1 = frequency of expected events in sample data
k

=

the number of cells.

The last few lines at the bottom of Table 9.2 indicate
the computer results of the Chi-Square test. The
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Table 9.2 Chi-Square Test on Relationship between Incentives and Employee Attitudes

ACTUAL
ATTRIBUTE 1: Attitudes
ATTRIBUTE 2: Incentives

No increase
Increased less than 10%
Increased form 10%
20%
Increased by 21% or more
-

Strongly Agree
Agree
1
5
8
11
25

Neutral Disagree Irotal
5
11
16
7
39

3
9
5
2
19

3
3
3
0
9

12
28
32
20
92

ATTRIBUTE 1: Attitudes
ATTRIBUTE 2: Incentives

No increase
Increased less than 10%
Increased form 10%
20%
Increased by 21% or more
-

Strongly
Agree
03.260870
07.608696
08.695652
05.434783
25

CHITEST P ( X > X2
ESTIMATED VALUE OF X2
CRITICAL VALUE OF x2 ((x =.05)

Source: From the Questionnaire survey.

Agree

05.086957
11.869565
13.565217
08.478261
39
00.045761
17.194116
16.918960

Neutral

02.478261
05.782609
06.608696
04.130435
19

Disagree

01.173913
02.739130
03.130435
01.956522
9

tal

12
28
32
20
92
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probability and its x2 values are provided.
Accordingly, increase in salaries/wages of employees
and employee attitudes are not independent and they are
significant at ninety-five percent confidence level.
The nature and the strength of relationship need
further investigations. The correlation analysis can
be used for this purpose.

9.3 Correlation Analysis on Incentives & Attitudes
The types of the data scale of two variables (i.e.
incentives and attitudes) are nominal, therefore,
assigning numerical values becomes the first step of
correlation analysis. Generally, attitudes are
measured using a scale. Two types of scales are
commonly used: likert and semantic (Sekaran, 1992, p.
168 and Robson, 1994 p. 256)

.

The likert scale was

used in this study because it was more suitable and
conveniently applicable to analyse responses. The
likert scale uses five anchors: Strongly Agree, Agree,
Neutral, Disagree and Strongly Disagree. It was found
in the preliminary screening of responses that no
response was found for Strongly Disagree. Therefore,
the remaining four anchors were assigned numbers 4, 3,
2 and 1 respectively.
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The other variable in consideration is salary/wage
increase. As indicated in the questionnaire, it can
assume five possibilities. No responses were found for
the last two in the preliminary screening of survey
data. Also, there were some responses for No Increase.
Thus scales were as below: No Increase

=

1; Increased

Less than 10%

=

3; Increased

2; Increase by 10%

=

by 21% and more

-

20%

4. The formulae for correlation

=

coefficient (Newbold, 1988, pp. 439-440) of sample data
is:

Coy (x,y)
__________ .............................

=

bx

where -i<rx,y

<

i

n

-

Coy (x,y)

=

-

n

-

(x1

-

(x- x

=

n- 1

-

1=1

n

sx

(9.1)

jy

.

1

)

2

x

)

an

d

(y

s

-

y) .............. (9.la)

(y-

=

)2
•

(9.1b)

n-i1

An computationally simpler, equivalent expression of
the above three equations are given below (Levine,
Berenson & Stephan, 1998, p.558)
n

r=

1

(x1y1

F

(9.2)

n

xi2

nxy
2

-

n
y•2

-
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The estimated correlation coefficient on the survey
data is 0.377823. As expected, the improvement in
financial incentives and employee attitudes have a
positive relationship. The magnitude of the value
indicates that the relationship is moderately strong.
The significance of this strength can be tested as
below.
Step 1: Specification of Null and Alternative
Hypotheses
H0: p

=

0 (There is no correlation)

HA: p

>

0 (There is positive correlation)

where p

population correlation

=

Step 2: Selection of Test statistic
t

=

(r

where Sr

=

-

p) / Sr
-

r2)/ (n

-

2)

Step 3: Level of significance let a

Step 4: Decision rule Reject H0 if t

0.05

=

>

ta, n2
>
>

t

90
1.6620.

Step 5: Estimation of the Value of test statistic

Sr

=

1 (1

-

0.377823)2/ (92

-

2)

=

0.06558
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t

=

(0.377823

-

0 )/0.06558

=

5.7613

Step 6: Conclusion
Reject H0 There is sufficient evidence to conclude
that increase in salaries/wage and employee attitudes
over privatisation are positively correlated. As a
result a linear relationship exists between them.

The findings from the Chi-Square and Correlation
analysis support the argument that improvement in
monetary incentives in terms of increases in
salaries/wages of employees after privatisation have
positively influenced employee attitudes.
Consequently, their productivity has increased as
explained in Chapter 8.

9.4 Employee Share-Ownership and Attitudes
As explained in the chapter 6, all enterprises in the
sample, allocated certain proportion of the equity
shares of the privatised companies as a part of the
government policy. It has been ten percent of
authorised equity capital in most of the cases. The
motive behind this is to motivate employees to keep the
enterprise running efficiently. By doing so, employees
can be better off in three ways. Firstly, job
security, remuneration, etc. of employees are secured
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if the enterprise runs smoothly. Secondly, they can
get dividend income if the enterprise is profitable.
Finally, employees can enjoy capital gains when share
prices increase. In simple words, profitable and
efficient enterprises attract investors. As a result,
the shares prices increase. Such an increase accrues
capital gains to employees being the shareholders. The
success of achieving the objectives of employee shareownership scheme depends on holding the gifted shares
by employees.

Table 9.3 summarises data pertaining to employee share
ownership scheme. According to Question 4, sixty-five
percent of employees were gifted shares while the rest
was not gifted shares. Some employees such as at
Bogala Graphite were not gifted shares although shares
were allocated. When the privatisation process is
completed shares will be issued. Unanimity was
observed in allocation of shares to employees. All the
respondents confirmed that they were gifted shares on
the basis of their service to the company.

The success of employee share ownership depends, as
already explained, on employees holding shares. The
responses to Question 6 in Table 9.3 address this
issue. Accordingly, fifty-four percent of employees
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Table 9.3 Survey Findings on Employee Share-Owiiership

QUESTION

Q.4

Q.5

Q.6

Q.9

Have you been gifted with

RESPONSES

shares of the company?

If yes, please state the basis of allocation.

How many gifted shares do you own now?

Has Privatisation of your enterprise
made you better off?

Source: From the questionnaire survey.

Yes
No
Other
Total

PERCENTAGE

=
=

60
32

65
35

=

-

-

=

92

100

On the basis of service
Other
Total

=

60

-

=

-

-

=

60

60

All the shares gifted
A larger portion
A smaller portion
No shares
Total

= 21
= 21
= 12
= 38
= 92

23
23
13
41
100

25
39
19
9

27
42
21
10

Strongly agree
Agree
Neutral
Disagree
Strongly Disagree

=
=
=
=
=

-

-

92

100
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hold no shares or already had sold a greater portion of
shares gifted them at the time of response. There can
be different explanation for selling shares by
employees. If they sold in the view of speculation,
one can argue that employees have envisaged that future
of the enterprise is not healthy. However, adequate
caution must be given before coming to a conclusion
since behaviour in the stock market was affected by a
large number of factors. Approximately twenty-three
percent still hold all the shares or a large portion of
shares gifted respectively.

What is relevant to the purpose of this study is
whether or not employee attitudes and share-ownership
are independent. This can be tested using the ChiSquare test as it was done in the case of employee
incomes. The employee attitudes were utilised with four
anchors in the likert scale in the above section are
used again. In order to get share ownership
information across different scales of attitudes,
employees were provided four options as indicated in
Question 6 in the questionnaire. Responses received to
each option by different attitudinal levels are
summarised in Table 9.4.

248
Table 9.4 Chi-Square Test on Relationship between Employee Share Ownership
and Employee Attitudes

OBSERVED
Strongly
Agree
ATTRIBUTE 2: Share Holding
Hold all the shares gifted
Hold a large portion of shares
Hold a small portion of shares
Hold no shares
Total

14
8
1
2
25

EXPECTED
Strongly
Agree

ATTRIBUTE 1: Attitudes
Agree
Neutral

7
12
7
13
39

0
1
4
14
19

Disagree

Total

0
0
0
9
9

21
21
12
38
92

ATTRIBUTE 1: Attitudes
Agree Neutral Disagree Total

ATTRIBUTE 2:Incentives
Hold all the shares gifted
Hold a large portion of shares
Hold a small portion of shares
Hold no shares
Total
CHITEST
P( X > X2 )
ESTIMATED VALUE OF x2
CRITICAL VALUE OF X2 ((x=. 05)
Source: From the Questionnaire

05.706522
05.706522
03.260870
10.326087
25

08.902174
08.902174
05.086957
16.108696
39
1.33E-06
50.000000
16.918960

04.336957
04.336957
02.478261
07.847826
19

02.054348
02.054348
01.173913
03.717391
9

21
21
12
38
92

AM
The result of the test is given in the bottom portion
of the table 9.4. Accordingly, estimated value of x2
is 50. The critical value of x2 at ninety-five percent
confidence level is 16.9190 while it is 21.6660 at
ninety-nine percent confidence level. Thus, the null
hypothesis which states that the share-ownership and
the attitudes are independent is clearly rejected even
at one percent of significant level. It gives enough
statistical evidence to conclude that share ownership
and attitudes are related. Correlation analysis is
used to further explore this relationship.

9.5 Correlation Between Share-ownership and Attitudes
The same scale is used for employee attitudes as in the
section 9.3. Only four anchors are used as in the
Table 9.4 and whose numerical values are 4,3,2 and 1
respectively. Four options were given under the
attribute of share holdings and whose numerical scales
are: Hold all the shares gifted
portion of shares gifted
shares gifted

=

=

=

4; Hold a large

3; Hold a small portion of

2; and Hold no shares

=

1. The last

scale (i.e. Hold no shares) includes employees who were
not gifted shares and employees whose gifted shares
were fully sold back.
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The same steps are followed as in the above section to
estimate the correlation coefficient between share
ownership and employee attitudes. The estimated
coefficient of correlation is 0.655818. Like the
relationship between employee income and the attitudes,
the relationship between share ownership and the
attitudes is positive. More importantly, it is
stronger. The significance of this strength is tested
as below.
Step 1: Specification of Null and Alternative
Hypotheses
H0: p

=

0 (There is no correlation)

HA: p > 0 (There is positive correlation)

where p

population correlation

=

Step 2: Selection of Test statistic
t

=

(r

where Sr

=

-

p) / Sr
-

r2)/ (n

-

2)

Step 3: Level of significance let a

Step 4: Decision rule Reject H0 if t

0.05

=

>

t, n-2
>
>

t

oi

90

1.6620.

Step 5: Estimation of the Value of test statistic

Sr

=

/ (1

-

0.655818)2/ (92

2)

=

0.03638

251
t

=

(0.655818

-

0 )/0.03638

=

18.0766.

Step 6: Conclusion
Reject H0 There is sufficient evidence to conclude at
95 percent confidence level that holding shares and
employee attitudes over privatisation are positively
correlated. Referring to the present study, it can be
argued that employee share-ownership promoted employee
attitudes. Consequently, productivity of employees has
increased.

The discussion made so far on employee attitudes
concentrated on two issues, namely increase in employee
incomes and share-ownership. Both issues fall into
monetary incentives. Nonmonetary incentive such as
training and development, working conditions, etc. do
play a vital role towards employee attitudes as well.
The third question aims to assess employees' views on
this respect. Question 3 in Table 9.1 summarises the
responses received. Thirty-three percent and fiftyfour percent of respondents indicated that their
enterprises adopted better incentives after the
privatisation. Only thirteen percent of respondents
indicated Neutral in answering the question while none
for Disagreed. These data lead to the conclusion that
nonfinancial incentives too were improved after
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privatisation which in turn positively affect to the
productivity of employees.

9.6 Sununary

Impacts of employee attitudes on productivity of
employees were mainly investigated in this chapter. It
was agreed that employee attitudes depended mainly on
benefits that accrue to employees after privatisation.
Employees receive such benefits in the form of
incentives both monetary and nonmonetary. Monetary
benefits were found to be more dominant and relevant
for this study. Two types of monetary benefits were
examined in depth. Incentives were given to employees
in the form of increases in salaries/wages and employee
share-ownerships. It was found that salaries and wages
increased after privatisation. Consequently, employees
were encouraged to increase their productivity.
Employee share ownership has a similar effect.
Employee Attitudes were also closely affected by share
ownership. Most of the employees were gifted shares
and many of them hold them. Increasing salaries/wages
and holding shares are positively and significantly
related to employee attitudes. This leads to the
conclusion that privatisation improved employee
attitudes which in turn increased productivity of
employees.

CHAPTER 10

StThMARY AND CONCLUSIONS

This chapter starts with a summary of the discussion of
inefficiency problem and the role played by SOEs in Sri
Lankan economy. A summary of the conclusions based on
statistical analysis is presented next. The last
section contains some limitations of the present
research and some suggestions for future research.

10.1 Role of SOEs and Inefficiency Problem
Based on the evidence presented in the thesis, it is
reasonable to argue that the public sector in general
was the principal contributor to the national economy.
The SOEs-a vital component of the public sector-had
been playing a significant role in every sector of the
economy. In many sectors, SOEs had monopoly or market
leader position. Policy makers did not pay adequate
attention to how SOEs perform despite apparent
inefficiency of some SOEs.

Multiplicity in objectives of establishing SOEs can be
considered as the main reason for such a tolerance of
inefficiency. The SOEs were established: to accommodate
nationalisation of privately owned enterprises; to
undertake capital intensive project; to undertake
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strategically important industries; to achieve social
goals of distributional justice; to pursue political
ideology; and to decolonise economy. The SOEs in the
economy were found as effective to a greater extent to
achieve most of these objectives. However, it appears
that such a success of SOEs was achieved with
significant concessions and protection from the
government.

Concessions and protection provided to SOEs were
discontinued as a result of the adoption of open
economic policies in 1977. In the absence of these
concessions and protection, the SOEs found it very hard
to compete with the local and foreign firms in domestic
market. For instance, most of the SOEs began to
generate financial losses and the government had to
turn a blind eye in supporting SOEs. This is because
the government recognised the private sector as the
strategic partner for developing the economy. It is
not practicable to give preferences to SOEs and
encouraging the private sector simultaneously.

The Sri Lankan government selected the latter (i.e. not
to give protection or preferences to SOEs)

.

Also, the

government emphasised efficient operation of SOEs so
that they should survive without making drains on the
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national budget. Thus, financial losses of SOEs were
often interpreted as the indicator of inefficiency.
Such an inefficiency was attributed to state-ownership
and privatisation was considered as the solution.

10.2 Privatisation as the Panacea
As mentioned in the above paragraph, policy makers
interpreted loss-making SOEs as inefficient and showed
no hesitation to privatise them. The main argument for
privatisation is based on the assumption that the
private sector functions more efficiently as compared
to the public sector. In order to support the socalled superiority of the private sector over the
public sector, a number of theoretical underpinnings
can be found from economic and related disciplines.
Four theoretical arguments are as follows.

Firstly, privatisation promotes competitive forces and
competition leads efficient outcomes. Compared to the
monopolistic market model, a producer in a perfectly
competitive market produces more and sells at
relatively lower price. Secondly, the Agency Theory
argues that privatisation changes the principal-agent
relationship of SOEs which reduces inefficiency. For
instance, the principal of a SOE may be a relevant
Minister who supervises the SOE and whose objectives
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may be political.1 It is needless to state that
rational politicians often use SOEs to get themselves
re-elected. On the other hand, the new owner after
privatisation is likely to be a private sector
entrepreneur whose sole objective may be profit
maximisation. The new agent-the management of the
privatised enterprise-is more likely to meet the
principal's expectation. Thirdly, property right
theories argue that SOEs are owned by the state and the
state ownership is weak compared to private ownership.
If the property rights are weak or ill-defined, the
role played by price becomes insignificant. Finally,
Public Choice Theory argues that Ministers-who are at
the top of SOE management-are driven by 'egoistic
rationality' and achieve their objectives at the cost
of their constituents including SOEs.

In addition to the efficiency argument, the following
factors have also helped privatisation in Sri Lanka.
Firstly, emphasis of the private sector as the 'engine'
in achieving economic development. Secondly,
influences from international lending institutions,
namely the World Bank IMF and AIJB, had a significant
impact on privatising SOEs in Sri Lanka. These

1

Obviously, there can be many principal-agent relationships in an
enterprise.
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institutions could do so easily by putting
privatisation as a pre-condition for financial
assistance. The Sri Lankan economy depends on these
international lending institutions to a great extent in
its investment needs. Thirdly, political ideology of
United National Party which ruled the country for
seventeen years since 1977 was biased in favour of the
private sector. The Sri Lanka Freedom Party that came
to power in 1994 also promoted the private sector.

Finally, the SOE-sector in Sri Lanka, despite whatever
the role assigned to SOEs and how it has been
performed, cannot ignore developments in its global
counterparts. Most of the developed nations in the
West, former planned economies in the Soviet Block and
other developing nations have already adopted or are
planning to adopt market-friendly economic policies.
Privatisation of SOEs is a compulsory part of such
economic policies.

Even though efficiency argument as well as other
factors stressed privatisation as the strategy,
privatisation is not a solution without controversies.
Firstly, most economists would certainly agree with the
fact that the private sector, if allowed, will not
undertake all economic activities. When the price

mechanism fails to provide some goods and services, the
government has to interfere with the economy to provide
them. In real life, most firms are not interested in
efficient allocation of resources. In fact profit
maximisation is the primary objective of all private
sector firms.

Secondly, existence of natural monopolies/decreasing
cost or increasing returns to scale industries is a
very strong case against privatisation. The efficient
pricing rule (i.e. marginal costs

=

price) is not

utilised by any private sector producer. In fact most
firms utilise the profit maximising pricing rule (i.e.
marginal cost

=

marginal revenue) which leads to a

smaller output at a higher price. The government has
to subsidise private sector producer or to undertake
the production in order to maintain the efficient price
(i.e. MC

=

P).

Thirdly, financial viability may not be a good measure
of efficiency of SOEs which were established for noncommercial motives. As already explained in Chapter 2,
profit motive was not the sole purpose of setting up
SOEs in Sri Lanka. For example, regional development,
creation of employment opportunities, indirect
contribution to other industries, and poor investment
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capacity in the private sector can be shown to
substantiate this. It is more rational to measure the
efficiency in terms of those objectives.

10.3 Hypotheses: Testing, Findings & Conclusions
As mentioned previously, the Sri Lankan policy makers
were mainly concerned with the poor financial
performance of SOEs. In addition to the policy makers'
concern, references were made mainly to four economic
theories in specification of hypotheses: the
competitive market model, the agency theory, the public
choice theory and the property right theory.
Accordingly, four hypotheses were developed. The first
hypothesis was designed to examine how financial
performance of SOEs has been affected by the change of
ownership. The second and third hypotheses aimed to
investigate the relationships of output and employment
with ownership. The last hypothesis was designed to
examine employee productivity of SOEs under state and
private ownerships.

Parametric and nonparametric methods were used to test
these hypotheses. Table 10.1 shows the results of
hypotheses tested using the nonparametric and
parametric methods. Accordingly, profits,
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Table 10.1 Summary of the Conclusions of Testing Hypotheses
using Nonparametric and Parametric Methods

Hypothesis

Variable

Conclusion

examined

1

Profits

No significant difference between public and private ownerships

1

Profitability

No significant difference between public and private ownerships

2

Output

No significant difference between public and private ownerships

3

Employees

Private ownership significantly reduced employment

4

Productivity

Private ownership significantly increased employee productivity

Source: From the text.
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profitability and output showed no significant increase
after privatisation. Employment has decreased
significantly after privatisation while employee
productivity significantly increased after
privatisation. The former decrease was significant at
five percent level of significance while the latter
increase significant even at one percent. Individual
focus was given for five different variables in both
nonparametric and parametric tests. Statistical
evidence presented in this thesis indicates that
privatisation has not led to a significant increase in
efficiency.

The argument for superiority of the private ownership
over the state ownership was further investigated by
estimating a multiple regression. The dependence of
financial profits on ownership, output, employees and
capital was examined instead of looking at financial
profits alone. The model fitted well to the data
according to the assessments of the model using the
adjusted coefficient of determination (.7019) and
Analysis of Variance (ANOVA) with F-test. Also, there
was no significant multicollianirity as the correlation
matrix suggested. Results of the estimation show that
output and capital have positive and significant impact
on profits. The p-values are 4.16284E-12 and 3.08819E-
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15 respectively. Employment under state ownership
negatively affect profits. This negativity was very
significant as its p-value is 0.000894419. The most
important finding of the regression analysis was that,
consistent with the results of the nonparemetric and
parametric tests, state-ownership had a negative impact
on profits. However, this was not significant as its
p-value is 0.704927865.

The statistical analysis shows that employee
productivity has significantly increased after
privatisation. Employee productivity mainly depends on
employee attitudes and, in turn, employee attitudes
depend on incentives. The most important incentives to
employees of the enterprises were increase in
salaries/wages and gifting shares to employees. The
relationship between these incentives and employee
attitudes were investigated using primary data from a
field survey. The data were analysed using the ChiSquare test of contingency table. It was found that
incentives and attitudes were related and that each
relationship is significant at five percent level of
significance.
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10.4 Overall Conclusion and Policy Implication
Based on the statistical analysis presented in this
thesis, the following conclusions can be drawn.

Efficiency in terms of financial profits or
profitability of SOEs has not increased after
privatisation. However, NDB, Distilleries Lanka,
United Motors, Ceylon Oxygen and Sathosa Motors
could show apparent improvement in profits. Kelani
Tyres was the biggest loss maker. Prolonged
employee unrest is the main cause f or this. Pugoda
Textiles too had similar problem but now it is in
the process of recovery. The other loss makers:
Bogala, Graphite, Ceylon ceramic and Hunas Falls
are showing a fast improvement in financial
performance. It should be noted that the sample
size used in this study is very small. Accordingly
this conclusion most likely indicates the current
trend. A large sample would be necessary to draw a
firm conclusion. A longer period of time is
essential to come to more concrete conclusions.

Privatisation has clearly reduced employment of
SOEs. This implies that SOEs have excessive
employment which could be politically justifiable.
Entrepreneurs in the private sector never become
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benevolent employers. However, expansion of
employment can be realised in the long run with the
expansion of business due to efficient operation.

Employee productivity significantly increased after
privatisation. Two sources are mainly responsible
for employee productivity: employment and output.
An increase in employee productivity is a result
of a decrease in employment, an increase in output
or both. In this study, significant decrease in
the employment and increase (insignificant) in
output led to increase in the employee
productivity. Moreover, increase in incentives in
terms of increasing salaries/wages and gifting
shares to employees created positive attitudes in
employees. Such employee attitudes in
privatisation directly affect their productivity.

It was found that the ownership matters in
efficient operation of enterprises. Efficiency
stems from increasing competition in markets.
Thus, mere transfer of state monopolies to private
monopolies may result further deterioration of the
situation. Also it could adversely affect consumer
welfare. For example, Colombo Gas Company, which
was discussed in Chapter 5, is a good example for
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this. Therefore, policy makers must give more
consideration to promote competitive forces in the
economy in order to get the full benefits of
privatisation of SOEs.

10.5 Limitations of the Study and Suggestions for
Future Research
Four suggestions stem from limitations of this research
for future research in the area of privatisation in Sri
Lanka.
The enterprises included in the sample were
from formal programme of privatisation in Sri
Lanka. Moreover, those enterprises are limited
liability public companies established under the
Company Act. The state ownership of many other
SOEs was shifted to other forms of organisations in
the public sector. Enterprises from this category
may also be included in the sample. Also, the
sample may become more comprehensive if the failed
privatised enterprises are included.

The period covered in this research was from 1986
to 1996. This period may be expanded to include
more observations for the analysis. A small number
of observations may show a transition than a trend.
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The performance of privatised enterprises,
which functioned under both public and private
ownerships, was compared to measure efficiency.
This comparison can be extended further to the
enterprises whose ownership was continuously in
private hands.

The emphasis of this research was on efficiency
aspect of privatisation. The scope can be expanded
to equity and distributional aspects. Ownership
structure of privatised enterprises and its changes
would be a good area to focus in the equity aspect.
Consumer welfare will be another area to be
investigated.
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APPENDIX A
Definitions of SOEs given by the Department of Public
Enterprises on the basis of the legal form
Public Enterprises
As per Finance Act, No. 38 of 1971, Public Enterprises
mean any corporation, board, or any other body which was
or is established by under any written law, with capital
wholly or partly provided by the government by way of
grant, loan or other form.
Note: The proposed amendment to the Finance Act suggests
the inclusion of companies with controlling share of
government investment.
Statutory Boards
By Statutory Board is meant any organisation set up under
a common or individual Act of Parliament, whose current
and capital expenditure are met to considerable extent
from the annual Government Estimates. Such organisations
would largely be promotional, regulatory, educational and
research institutions.
Commercial Corporations
A Commercial Corporation is defined to include any
organisation set up under a common or individual Act of
Parliament, whose capital has been contributed by
Government wholly or in part and is self financing, i.e.
generates its own income from the sale of its products or
services and utilises such monies to finance wholly or to
major extent, its operational needs.
Fully Owned Government Companies
An organisation under this category will include any
entity set up under the Companies Ordinance! Act, either
as a new organisation or converted Corporation or
converted Government Owned Business Undertaking, and
whose capital is wholly owned by Government or any other
Public Corporation/Statutory board.
Subsidiary Government Companies
These will include any entity set up under the Companies
Ordinance/Act either as a new organisation or converted

ffim

Corporation or converted Government Owned Business
Undertaking by means of divestiture, where the majority
share holding, i.e. Over 50%, is owned by the Government
or any other Corporation/Statutory Board.
Associate Government Companies
These will include any entity set up under the Companies
Ordinance/Act either as a new organisation or converted
Corporation or converted Government Owned Business
Undertaking by means of divesture, where more than 20%
but less than 50% of the shares are owned by the
Government or any other Corporation/Statutory Board.
Companies with Minority Government Shareholding
These will include any entity set up under the Companies
Ordinance/Act either as a new organisation or converted
Corporation or converted Government Owned Business
Undertaking by means of divesture, where more than 20% of
the shares are owned by the Government or any other
Corporation/Statutory Board.
Other Organisations Receiving Annual Government Grants
These will include any non governmental organisations
receiving annual recurrent and/or capital grants from the
government.
Definitions relating to conversion of public enterprises

Coxrnnerc i al is ed
Converted into 100% Government Owned Companies. All
shares are issued to Secretary to the Treasury.
Peopleised
Shares are broad based, i.e. To one or more organisations
or individuals and shares up to 10% to employees.
Government may retain some shares.
Completely Sold
In the past, in a few enterprises, all the shares were
sold to one organisation or individual. Government and
employees have no share holding.
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('GOBU' means government Owned Business Undertaking.
That is organisations taken over by the Government under
the Business Undertaking (Acquisition) Act, no. 35 of
1971)
Source: Department of Public Enterprises 1994, A Handbook
on Public Enterprises, Department of Public
Enterprises, Colombo, pp. 244-246.
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APPENDIX B

Transfers to SOEs 1980 -1997
(Rs. Million)
Year

Current
transfers

Capital
transfers

Total
transfers

[1]

[2]

[3]

1980

1,583

1981

[4) as a
% of [5]

Budget
deficit

[4]

GNP at
at 1992
prices
151

[61

[7]

6,086

7,669

30,035

25.53

15,967

48.03

363

7,174

7,537

31,094

24.24

14,866

50.70

1982

845

10,653

11,498

37,900

30.34

20,091

57.23

1983

1,275

10,422

11,697

46,539

25.13

21,329

54.84

1984

1,082

13,681

14,763

53,592

27.55

15,861

93.07

1985

1,751

13,441

15,192

64,685

23.49

25,676

59.17

1986

1,936

14,874

16,810

69,715

24.11

28,071

59.88

1987

1,264

11,199

12,463

72,242

17.25

27,342

45.58

1988

2,321

10,464

12,785

88,917

14.38

43,242

29.57

1989

3,309

6,853

10,162

94,470

10.76

37,723

26.94

1990

4,017

6,552

10,569

114,909

9.20

44,060

23.99

1991

2,240

9,983

12,223

143,062

8.54

62,889

19.44

1992

2,420

11,272

13,692

153,506

8.92

59,986

22.83

1993

2,865

12,866

15,730

172,892

9.10

68,590

22.93

1994

3,436

12,679

16,115

200,195

8.05

81,439

19.79

1995

9,002

17,457

26,460

251,370

10.53

103,795

25.49

1996a

10,661

15,620

26,280

262,270

10.02

104,757

25.09

6,663

17,903

24,566

281,881

8.72

96,905

25.35

1997 b

Notes: a = provisional
b = approved estimates
Source: Central Bank of Sri Lanka, Annual Reports (1996 and 1988)

[4] as
a % of
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APPENDIX C

Outstanding Foreign Debts to International
Financial Institutions 1982-1996

(Rs. Million)

Year

GNP at '82
factor cost
prices

Total
foreign
debt

Total
Multilateral
debtb

[1]

[2]

[3]

[4]

[5]

[6]

1982

92,720

34,597

9,287

37.31

26.84

1983

96,439

46,025

12,831

47.72

27.88

1984

101,399

53,680

16,132

52.94

30.05

1985

106,741

67,674

19,513

63.40

28.83

1986

111,565

86,208

23,983

77.27

27.82

1987

113,307

112,441

30,208

99.24

26.87

1988

116,214

125,657

36,409

108.13

28.97

1989

118,874

156,298

48,698

131.48

31.16

1990

126,426

176,883

59,526

139.91

33.65

1991

132,214

214,579

78,084

162.30

36.39

1992

138,074

235,538

91,067

170.59

38.66

1993

148,744

270,224

109,283

181.67

40.44

156,571

301,812

123,016

192.76

40.76

165,879

346,286

144,594

208.76

41.76

171,056

359,852

160,400

210.37

44.57

1994
1995
1996

a
a
a

Notes: a
b

=
=

provisional
Includes: A.D.B.; E.E.C;
I.M.F.; and O.P.E.C.

[3] as a [41 as a
% of [21 k of [31

I.R.D.E.; I.D.A; I.F.A.D.;

Source: Central Bank of Sri Lanka, Annual Report and Review of the
Economy, (various issues)
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APPENDIX D
Summary of Privatisation of State Owned Enterprises

Name of SOE

Sale of Majority Shareholding
Through Tender

Date

United Motors Ltd.
Thulhiriya Textiles Mills Ltd.
Pugoda Textile Mills Ltd.
Lanka Oxygen Ltd.
Dankotuwa Porcelain Ltd.
Hotel de Buhari
Ceylon Leather Products Ltd.
Hunas Falls Hotel
Lanka-Loha Hardware Ltd.
Lanka Milk Foods Ltd.

Asian Hotel Corporation Ltd.

Ceylon Oils & Fats Ltd.
Lanka Synthetic Fibre Co.Ltd.
Kelani Tyres Ltd.

SUB TOTAL

Dec.'89
Feb.'90
June' 90
Nov.'90
Dec.1 90
Dec.'90
Jan.'94
Jul.'91
Aug. '91
Oct. '91
-

-

Jan.'92
Feb.'92
Feb.'93
Ap1.'92

Balance
Deferred
Payment
Amount
RealiseLocal
Foreign
ble)
(Rs.Mn.) (Rs.Mn.) (Rs.Mn.)
-

6.30
1.13
40.00
12.00
30.00
-

-

6.77
-

85.00
275.00

456.20 1

5.00
200.00
60.00
60.00
102.00

Sale of Majority Shares/Balance
Shares Through Stock Exchange

Date

Amount
Local
Foreign
(Rs.Mn.) (Rs.Mn.)

Public Share
Issue

Date

-

-

-

-

Dec.'89

-

-

-

-

-

-

-

160.00
-

Sep.1 92
Apl.1 92

0.62

-

June' 91
Ap1.'91

(Rs.Mn)

90.00
-

30.00
27.00

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

Oct.'93

-

-

-

-

-

74.75
227.70
40.00
-

769.15

-

110.00

-

Oct.'91
Nov.'91
Dec.'91
Jan.1 92
Feb.'92
Mar.1 92
Jan.'92
Feb.'92
Ap1.'92
May '92
Jul.'92

-

527.80
2.58
37.65
34.16
63.39
89.72
-

0.26
172.00
132.38
51.74

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

1 1,112.33 1

-

6.00

-

-

270.00

-

-

597.25

597.25 1

-

Dec.'93
Feb.'94
Oct.1 94

Total
Realised

-

182.00
6.00
1.21

(Rs.Mn.)

95.00
200.00
90.00
87.62
102.00
6.30
1.13
40.00
18.00
30.00
527.80
2.58
37.68
34.16
63.39
89.72
597.25
0.26
172.00
132.38
51.74
81.22
227.70
307.00
281.00
1.21

342.21 3,277.14
(CONT ... )
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APPENDIX D (CONT...)
Sale of Majority Shareholding
Through Tender

Name of SOE

Balance
Deferred

Sale of Majority Shares/BalancE
Shares Through Stock Exchange

Public Share
Issue

Total
Realised

Payment
Date

B/F

Veyangoda Textile Mills Ltd.
Distilleries Company of Sri
Lanka Ltd.
Mahaweli Marine Cement Co. Ltd.

Mar.1 92
-

June'92
Oct.1 93

Bogala Graphite Lanka Ltd.
Lanka Ceramic Ltd.

June'92

Sathosa Motors Ltd.

Aug.'92

Kahatagaha Grapahite Lanka Ltd.

Sep. '92

-

Amount
Local
Foreign

Realise-

(Rs.Mn.)

(Rs.Mn.)

ble)

(Rs.Mn.)

Date

456.20

769.15

270.00

-

-

-

-

-

Mar.'92

-

-

-

-

-

56.25

-

49.50
-

-

32.00
40.00
-

56.25

-

16.50

270.00

Amount
Local
Foreign
(Rs.Mn.) (Rs.Mn.)

1112.33
-

883.64

Date

599.25
-

169.36

-

-

-

-

-

-

-

-

-

-

-

-

-

-

(Rs.Mn)

342.21

(Rs.Mn.)

3,277.14

Aug.1 94

135.00

405.00

June'92

495.00

1,548.00

-

-

Feb.'92
Apl.1 93
July'93
Dec.'93
Sep.'94

111.84
171.27
10.39
261.21
626.04

-

Oct.1 93

24.75

-

-

-

32.00
40.00
111.84
283.77
10.39
261.21
626.04
74.25
16.50
95.12

Lanka Porcelain (Pvt.) ltd.

Sep.1 92

95.12

-

-

-

-

-

Sathosa Computer Services Ltd.

Nov.'92

1.50

-

-

-

-

-

-

-

Dec.'92
Mar.'93

1.50

Ceylon Shiping Lines Ltd.
National Development Bank Ltd.
Hingurana Sugar Industries Ltd.
Acland Insurance Services Ltd.
Trans Asia Hotel (Ramada)

51.31

-

-

-

-

-

-

-

51.31

-

-

-

Apl.'93

Mar.'93

25.00

-

-

-

-

-

-

May '93

13.84

-

-

-

-

-

-

-

13.84
1124.35
181.00

2432.71

8616.44

Hotel Services (Ceylon) Ltd.

-

-

142.88

-

103.00

-

-

-

-

-

-

-

May '93

562.18

-

-

-

-

-

May '93

181.00

562.17
-

295.00

437.88
25.00

(Inter-Continental Hotel)

962.60

1113.20

373.00

2739.15

1328.78

SUB TOTAL
(CONT...)
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Sale of Majority Shareholding
Through Tender

Name of SOE

Date

B/F
Ruhunu Cement Co. Ltd.
People's Merchant Bank Ltd.
CCC (Engineers) Ltd.
Mettegama Textile Mills Ltd.
Colombo International School
(Sri Lanka) Ltd.
Lanka Ceramic Ltd.
Puttalam Cement Co. Ltd.
Lanka Tractors Ltd.
Wayarnba Agro-Fertilizer Co.Ltd.
Tea Smaliholders Factories Ltd.
Ruhunu Agro-Fertilizer Co. Ltd.
Lanka Lubricants ltd.
Kantale Sugar Industries Ltd.
Colombo Commercial Company
(Fertilizer) Ltd.
GRAND TOTAL

June'93
June'93
July'92
Oct.'93
Nov.'93
-

Dec.'93
Jan.'94
Mar.'94
Apl.'94
May '94
July'94
July'94
July'94

Balance
Deferred
Payment
Amount
RealiseLocal
Foreign
ble)
(Rs.Mn.) (Rs.Mn.) (Rs.Mn.)

962.60

1113.20

219.00
73.75
17.98

18.75

-

-

914.61
144.48
20.50
76.36
21.75
-

17.01

2468.04

-

-

Sale of Majority Shares/Balance
Shares Through Stock Exchange

Date

373.00

Amount
Local
Foreign
(Rs.Mn.) (Rs.Mn.)

2739.15

1328.78

Public Share
Issue

Date

2472.71

-

-

-

-

-

-

-

-

-

May 1 94

41.96
58.72

(Rs.Mn)

-

62.50

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

Nov.1 93

-

-

-

1113.81

-

-

-

-

-

2.03
90.27

-

-

6.83
-

-

7.25
258.56
30.00
68.04

2577.11

844.36

-

239.05
-

102.50
-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

-

2841.65

1328.78

-

2535.21

Total
Realised

(Rs.Mn.)

8616.44
219.00
155.00
17.98
2.03
90.27
102.50
2028.42
144.48
20.50
76.36
21.75
239.05
-

17.01

11750.79

Note: The above grand total was realised under the supervision of the Commercialisation Division of the Ministry of Finance.
The transactions in the next page were under the supervision of Public Enterprise Reform Commission of Sri Lanka.
(CONT ... )
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Name of SOE

Sale of Majority Shareholding
Through Tender/SE

Public Share Issue
Total
Amount

Date

Station Rubber Co. Ltd.
Bogawantalawa Plantations Ltd.
Kotagala Plantations Ltd.
Capital Development & Investment Ltd.
Kegalle Plantations Ltd.
Agalawatta Plantations Ltd.
Colombo Gas Co. Ltd.
Watawala Plantations Ltd.
Horana Plantations Ltd.
Kelani Valley Plantations Ltd.
Maskeliya Plantations ltd.
Madulsima Plantations ltd.
Orient Lanka Ltd.
Tea Smallholder Factories Ltd.
Rajarata Agro-Fertilizer Co. Ltd.
Agarapatana Plantations Ltd.
Lanka lubricants Ltd.
Hapugasteena Plantations Ltd.
Balangoda Plantations Ltd.
Uda Pussellawa Plantations Ltd.
Ceylon Steel Corporation Ltd.
Lanka Salt Ltd.
Puttalam Salt Ltd.
GRAND

TOTAL

Local

Nov.1 95
Nov.'95
Nov.'95

Foreign

17.75
102.00
102.00

-

-

Dec.1 95
Dec.1 95
Dec.'95
Dec.'95
Jan.1 96
Dec.1 95
Jan.'96
Dec.1 95
Jan.1 96
Jan.1 96
May '96

102.00
102.00
-

10.60
295.40
15.20
86.80
102.00
219.30
102.00

-

Julj'96
Aug.'96
-

Aug.'96
Sep.'96
Oct.1 96
Nov.1 96
Jan.'97
Feb.'97

-

-

-

Nov.'95
Nov.1 95
Nov.'95
Dec.'95
Dec.'95

Amount
(Rs.Mn.)
-

36.16
39.99
371.18
37.11
36.17

1,997.77

-

-

-

-

-

-

-

-

Dec.'95

-

-

-

Dec.1 95

-

37.22
-

36.42

-

-

-

-

-

-

-

1,000.00

-

-

-

July'96

60.05
267.87

-

-

-

-

-

-

Aug.1 96

242.25
420.75
316.14

-

-

-

-

-

-

-

-

-

-

849.45

-

-

452.81
122.50
3,139.44

Source: Public Enterprises Reform Commission of Sri Lanka.

Date

-

64.60
-

547.27

-

-

-

-

-

-

3,847.22

1,203.09

Realised
(Rs.Mn.)
17.75
138.86
138.99
371.18
139.11
138.17
1,997.77
10.60
295.40
52.42
86.80
138.42
219.30
102.00
1,000.00
64.60
60.05
267.87
547.24
242.55
420.75
316.14
849.45
452.81
122.50
8,189.75
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Calculation of Implicit GNP Deflator

Year

GNP at current GNP at constant
factor cost
factor cost
prices
prices
(Rs. Million)
(Rs. Million)

Implicit
GNP
deflator

1982

92,720

92,720

100

1983

110,664

96,639

115

1884

136,638

101,399

135

1985

144,921

106,741

136

1986

159,852

111,565

143

1987

173,395

113,307

153

1988

198,250

116,214

171

1989

222,399

118,874

187

1990

283,930

126,426

225

1991

330,032

132,214

250

1992

379,179

138,074

275

1993

447,113

148,744

301

1994

514,990

156,571

329

1995

591,369

165,897

356

1996

684,741

171,056

400

Source: Calculated from data available in;
Annual Report (various issues)
of Sri Lanka.

,

Central Bank
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APPENDIX F
CRITICAL VALUES

FOR THE WILCOXON SIGNED RANK SUM TEST
FOR MATCHED-PAIRS TEST

Level of significance for one-tailed test
Vol

.05

.025

.01

.005

Level of significance for two-tailed test
.10

.05

6

2

0

-

-

7

4

2

0

-

8

6

4

2

0

9

8

6

3

2

10

11

8

5

3

11

14

11

7

5

.02

.01

12

17

14

10

7

13

21

17

13

10

14

26

21

16

13

15

30

25

20

16

16

36

30

24

20

17

41

35

28

23

18

47

40

33

28

19

54

46

38

32

20

60

52

43

38

21

68

59

49

43

22

75

66

56

49

23

83

73

62

55

24

92

81

69

61

25

101

89

77

68

Sources:
Kothari, C.R. 1995, RESEARCH METHODOLOGY Methods & Techniques
(2nd ed), Wishwa Prakashan, New Delhi, p. 448.
Keller, G. & Warrack, B. 1997, STATISTICS FOR MANAGEMENT &
ECONOMICS (4th ed), Wadsworth Publishing Company, Belmount, p.
1053.
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APPENDIX G

Computation of Normal Approximation of Wilcoxon
Matched-Pairs Signed-Ranks Test

lariable

Mean
Rank

AFTER
Sum of
Ranks

6.80
4.20

34.00
21.00

with BEFORE
Cases

PLOFITS:

=

5
5
0

Ranks (BEFORE LT AFTER)
Ranks (BEFORE GT AFTER)
0 Ties (BEFORE EQ AFTER)
-

+

10

Total

.6625

-

ROFITABILITY:
5.33
5.57

16.00
39.00

3
7
0

Ranks (BEFORE LT AFTER)
Ranks (BEFORE GT AFTER)
0 Ties (BEFORE EQ AFTER)
-

+

10
=

Total

-1.1722

)UTPUT:
6.67
5.00

20.00
35.00

7
3
0

Ranks (BEFORE LT AFTER)
Ranks (BEFORE GT AFTER)
0 Ties (BEFORE EQ AFTER)
-

+

10
=

Total

-0.7645

EMPLOYMENT:
3.00
6.57

9.00
46.00

3
7
0

Ranks (BEFORE LT AFTER)
Ranks (BEFORE GT AFTER)
0 Ties (BEFORE EQ AFTER)
-

+

10
=

Total

-1.8857

DRODUCTIVITY:
6.00
1.00

54.00
1.00

9
1
0
10

=

Ranks (BEFORE LT AFTER)
Ranks (BEFORE GT AFTER)
0 Ties (BEFORE EQ AFTER)
-

+

Total

-2.7011

Source: Based on computer outputs of SPSS. Data in Chapter 8
were used as inputs.
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APPENDIX H
QUESTIONNAIRE
(To be filled by employees who have been working at least
three years before privatisation)
PART

-

I (OPTIONAL)

Name:
Organisation:
Designation:

PART

-

II

Was your salary/wage increased after the privatisation?
Yes

No

j

Other (Please specify)

If yes, by what percentage? (Compare present salary/
wage to the salary/wage you drew at the time of
privatisation)
El Less than 10%
El 10%

-

20%

El 21%

-

30%

El

More than 30% (Please specify)

Better incentives other than increase in salaries/wages
were introduced after privatisation.
El Strongly Agree
El Agree
El Neutral
El Disagree
El Strongly Disagree

MM
Have you been gifted with shares of the Company?
Yes

No

Other (Please specify)

If yes, please state the basis of allocation.
El On the basis of the number of years of service
El Other

How many gifted shares do you own now?
El All the shares
El A larger portion
El A smaller portion
El No shares

Did employees in your Division/Department lose their
jobs due to privatisation?
El Yes

El No

El Other (Please specify)

Were new employees recruited to your Division/
Department after privatisation?
El Yes

El No

El Other (Please specify)

Has privatisation of your Organisation made you better
off?
El Strongly Agree
El Agree
El Neutral
El Disagree
El Strongly Disagree

THANK YOU FOR YOUR COOPERATION.
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