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Tuuli Juurikkala and Olga Lazareva 1

Lobbying at the local level: Social assets in Russian firms

Abtract

In the planned economy firms were made responsible for providing their workers with so-
cial services, such as housing, day care and medical care. In the transforming Russia of the
1990s, social assets were to be transferred from industrial enterprises to the public sector.
The law on divestment provided little more than general principles. Thus, for a period of
several years, property rights concerning a major part of social assets, most notably hous-
ing, were not properly defined, as transfer decisions were largely left to the local level
players. Strikingly, the time when assets were divested varied considerably across firms. In
this paper we utilize recent survey data from 404 medium and large industrial enterprises
in 40 Russian regions and apply survival data analysisto explore the determinants of dives-
titure timing. Our results show that in municipalities with higher shares of own revenuesin
their budget and thus weaker fiscal incentives, firms used their social assets as leverage to
extract budget assistance and other forms of preferential treatment from local authorities.
We also find evidence that |ess competitive firms were using social assets to cushion them-
selves from product market competition. At the same time, we do not find any role for lo-

cal labor market conditions in the divestment process.

1 Bank of Finland Institute for Economies in Transition (tuuli.juurikkala@bof.fi) and Centre for Economic
and Financial Research, Moscow (olazareva@cefir.ru). A previous version of the paper under the name “To
Divest or not to Divest? Social Assetsin Russian Firms’ was presented at the V International Scientific Con-
ference “ Competitiveness and Modernization of Economy”, State University- Higher School of Economics,
Moscow, April 2004; at Stockholm School of Economics SHEE/SITE Workshop on Transition and Ingtitu-
tional Analysis, April 2004; and at the Congress of European Regional Science Association, Porto, Portugal,
August 2004. The work reported here is part of the project “ Infrastructure and Welfare Services in Russia:
Enterprises as Beneficiaries and Service Providers’ financed by the Academy of Finland (project number
200936), the World Bank, and Yrj6 Jahnsson Foundation. The project has also received support from the
Bank of Finland Institute for Economies in Transition. We thank Pertti Haaparanta, Pekka lImakunnas, Stas
Kolenikov, Jukka Pirttila, Jakob Svensson and Ekaterina Zhuravskaya as well as FDPE seminar participants
and colleagues at the Helsinki School of Economics, BOFIT, CEFIR and SITE for substantial help and guid-
ance. Special thanksto Alexei Makrushin for help with municipal data. All errors are our own.
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Lobbying at the local level: Social assets in Russian firms

Tiivistelma

Neuvostojarjestelméssa teollisuusyritykset paits muodostivat kansantalouden tukijalan
myos tarjosivat lukuisia palveluita sjaintipaikkakunnilleen. Yritykset vastasivat useista
sosiaalipalveluista, kuten asumisesta ja péivahoidosta, mutta myds monista infrastruktuuri-
palveluista, kuten lammityksestd, sahkontuotannosta tai tieverkon yll&pidosta. Huomattava
osa sosiaalipalveluista on jo 1990-luvun aikana joko yksityistetty tai siirretty julkisen sek-
torin hoidettavaksi, mutta téhan asti on tiedetty hdmmastyttavan vahan yritysten osuudesta
infrastruktuuripal vel uiden tuotannossa.

Tassa tutkimuksessa tarkastellaan teollisuusyritysten roolia julkisten infrastruktuu-
ripalveluiden, kuten kaukoldmmon, tieston ja vesihuollon, tuottgana nyky-Vengala
Edustavaan yritysaineistoon perustuva empiirinen analyysi osoittaa, etté infrastruktuuripal -
veluiden tuottaminen teollisuusyritysten voimin on edelleen yleista ja pitkélti neuvostoai-
kojen perintéa. Infrastruktuuripalveluita tuottavien yritysten suhteet paikalliseen julkisval-
taan ovat tyypillisesti tiiviita, eivatka yritykset halua luopua néiden suhteiden ja infrastruk-
tuuripalvel uiden tuottamisen perustuvasta jarjestelmasta
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1  Introduction

Of the reforms that Russia has undergone during the transition period, the municipalization
of social assets has been perhaps undeservedly neglected in the past few years. By the end
of the Soviet era some 40% of total housing stock was held by industrial enterprises. The
situation was similar for day care, medical care, recreation facilities and other social as-
sets.? Despite formally belonging to the state, these assets were in fact operated by firms
and in this sense were in firms' ownership, de facto if not dejure.

From the beginning of the 1990s, the Russian Federation government has been
three-tiered, with federal, regional and municipal layers. In principle, the socia service
provision is delegated to the local level. During the mass privatization of industrial enter-
prises (1991-1994), the major part of socia assets operated by enterprises should have
been transferred to municipal ownership. The institution of municipal ownership itself was
created at the same time. Federal legislation on the municipalization of socia assets pro-
vided only general principles and much was left for local authorities to decide. Thus, for a
period of severa years, property rights concerning the major part of social assets, most no-
tably housing, were not properly defined. Previous literature emphasizes the importance of
property rights for economic development and growth (Libecap 1989, Murphy, Shleifer
and Vishny 1993).

In this paper we use data from a recent survey of 404 medium and large Russian in-
dustrial enterprises to study the transfer of property rights on social assets from firms to
municipalities. The data shows that there is much variation across firms in the timing of
transfer to municipalities, which started already in 1991 and for some firms continued even
into 2003 and beyond. According to the survey results, even within a single municipality,
the timing of divestment can vary considerably. We exploit this variation to study the in-
teraction of firms and government in aweak institutional environment.

The focus of our analysis is thus on the political economy of reform, in particular
on the relations between firms and municipalities. Firms and local authorities are often in-
volved in bilateral bargaining over the distribution of benefits such as budget subsidies and
tax cuts, and especially so in the transition environment with poorly defined property rights
(see e.g. Shleifer and Vishny 1994, Sonin 2003, Slinko, Y akovlev and Zhuravskaya 2005).
We argue that the timing of divestiture of social assets in part depends on the ability of

2 See Leksin and Shvetsov (1999)



Tuuli Juurikkala and Olga Lazareva Lobbying at the local level:
Social assets in Russian firms

firms to use the assets as leverage in bargaining with municipalities. This ability arises
from the fact that social assets are afinancia burden to the municipality just as they are to
the firm, since housing and utilities, and social servicesin general, were and still are heav-
ily subsidized for Russian consumers *.The municipality is obliged to either accept the as-
sets and cover al the costs or to bear the risk that the firm will underfinance the assets or
abandon them altogether, which would have grave social and political consequences at the
local level.

Anecdotal evidence suggests that in return for holding social assets longer, firms
have received various kinds of state budget support ranging from restructuring of tax ar-
rears to direct subsidies to favorable prices on inputs or purchases. Indeed, our data shows
that firms which still held housing after 2000 were receiving more in terms of budget assis-
tance, were more likely to have tax arrears, and were more involved in trade with the pub-
lic sector (presumably on favorable terms). Although there are examples of firms and mu-
nicipalities achieving formal agreements on the use and joint financing of social assets, a
significant share of these issues has been governed by informal relations.

In our analysis we also draw on the recent literature on fiscal incentives at regional
and municipal levels of government. Zhuravskaya (2000) has shown that the fiscal incen-
tives of municipalities in Russia were quite weak during the 1990s, which had an adverse
effect on public service provision and the development of local businesses. Further,
Makrushin et al. (2003) have shown that weaker fiscal incentives are found in larger and
richer municipalities which are able to collect more own incomes, as any additional income
they collect is taxed away by regional governments in the form of reduced transfers. Con-
sequently, such municipalities have no interest in developing their tax base. Instead, they
may allow large local firms to divert taxes from upper level budgets in return for certain
benefits (Sonin 2003), in our case - upkeep of social assets.

Our results corroborate these previous findings. In municipalities with higher shares
of own budget revenues (mostly larger cities) firms divested their housing assets later.
Moreover, within these municipalities, firms having greater political power (ability to in-
fluence laws and regulations) were also holding on to housing for a longer time and thus
extracting more benefits. We also find that firms facing more competition in product mar-
kets divested later, which may indicate that social assets are used by uncompetitive firms

3 E.g. for housing and communal services the federal standard for the percentage of costs covered by users
was 90% in 2003, while the actual average rate was around 60%, with substantial variation across regions.
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to lobby for protection by the authorities. Thus the presence of social assets, for some
firms, turned out to be a special kind of soft budget constraint that should have a negative
effect on their performance and restructuring.

In the following, we first describe in general the social asset divestment process in Russia
and touch briefly on the current state of social service provision as revealed by survey re-
sults. We then take up the theoretical basis for our analysis and the hypotheses to be tested.
The empirical section includes a description of the data and methodology, and a discussion
of our findings. We show that firms that held on to housing did receive benefits from the
public sector. We then move on to study the variation in divestment timing: which types of
firms and in which localities were better able to exploit the advantage of having assets. The

last section concludes.

2  Social asset divestment in the 1990s 4
2.1 Divestment process in the literature

According to Leksin and Shvetsov (1998, 1999), in 1992 not more than a third of the total
housing stock in Russia was privately owned (mostly individual houses). The rest was con-
sidered public housing and included municipal housing and departmental (vedomstvennoe)
housing that existed within branch ministries and was managed by enterprises. In 1994, a
third of the firms with fewer than 500 employees provided housing while all enterprises
with more than 10 000 employees did so. In the beginning of the 1990s, some 70% of large
and medium-sized enterprises offered medica services while over 75% of large and 50%
of medium-sized enterprises provided day care.

In fact, by the start of the transition period, the social infrastructure within firms
had already long ago become semi-municipal (Leksin and Shvetsov, 1998). Up to 50% of
those who used these social services were not employees of the enterprise in question.
Thus firms financed the municipal social infrastructure.

Basic legal documents requiring divestiture of housing and the bulk of social assets
within six months after the enterprise was privatized were adopted in 1992-1993°. A
gradualist approach was taken in the sense that, instead of immediate privatization, the as-

4 Most of this section is based on Haaparanta et al. (2003).
® See Appendix 1 for the legal basis of the transfer of social assets from firms to municipalities
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sets were to be divested to local authorities, which were made responsible for the provision
of the services. It isimportant to note that the social assets within firms were never legally
in these firms' ownership: at the time of mass privatization in the early 1990s, they werein
federal state ownership and were to be transferred to municipal ownership. Local authori-
ties had considerable discretion over the organization of the divestiture process.

The transfer of social assets was supposed to be completed by the end of 1997 and
indeed the majority of assets were transferred by then (Leksin and Shvetsov 1998, Com-
mander and Schankerman 1997). Roughly 80% of the housing stock, medical services, day
care, sports facilities and children’s summer camps, as well as 60 -70% of recreation facili-
ties became municipalized during 1993-1997.

Starodubrovskaya (2002) accredits the perceived success in asset transfer to alarge
extent to the 1.5% local turnover tax introduced in 1995-1996 to finance housing and so-
cial facilities. As long as enterprises continued to hold the social assets, they could deduct
their social expenditures from this tax. Before its abolishment in the 2000 tax reform, the
turnover tax provided a mechanism allowing municipalities to receive additional funding
after transfer with no mediation by regional or federal governments, and was actually the
“only serious local tax in the Russian tax system”. After the tax reform, federal subsidies
remained the only source of financial compensation for housing that was approved for mu-
nicipal ownership. Municipalities could also make formal agreements with firms for joint
financing of transferred assets.

Importantly, the pace of divestiture of housing varied considerably in different loca-
tions - the share of municipalized assets could be between 15% and 100%. Starodu-
brovskaya (2001, 2002) argues that this was a result of complex relationships and incentive
structures between the main players- enterprise management, local and regional govern-

ments, trade unions (in some cases), and different segments of the population.

2.2 Social assets in firms - survey results

Of the 404 firms that were surveyed °, over 90% report having at least some kind of social
assets in 1990, and over 90% still provided or supported at least one service in 2003,
though the scale of firms' participation in socia service provision has diminished signifi-

cantly during the last decade (see Table 1). In general, there has been a switch from hold-

10
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ing assets to other forms of support, such as direct subsidies to employees. Larger firmsin
terms of employees are more likely to still be holding social assets and bear higher costs
relative to wage bill. Moreover, general managers of larger firms are less eager to divest
their current social assets than managers of firms with fewer than 500 employees.

In 1990, aimost 80% of the 404 surveyed firms provided housing to their employ-
ees. Of those that did, nearly 60% have subsequently fully divested and amost al have
divested either fully or partially.” In most cases, divested assets went to the municipality,
but for more than 20% of the firms that held housing in 1990 at least some apartments have
been sold to other parties. In the spring of 2003, over half of the surveyed social managers
reported that their respective firms still owned housing or provided housing support in
some other form, mostly through direct subsidies. It is aso striking that for over half of the
firms offering this benefit, the occupants are not only employees and their families. Thisis
aresult of the peculiar functioning of the Soviet housing “market”, where people could not
buy or sell apartments but could exchange them.

Similarly to housing, close to 80% of firms provided medical care in 1990. How-
ever, only dightly more than 20% had ceased to provide it fully, and over 90% continue to
support medical services in some form in 2003. Two-thirds of all surveyed companies still
own these assets, mostly by having a so-called medpunkt on site®.

Approximately 90% of the firms report having divested day care service, fully or
partially. The transfer was almost always to the municipality. About 90% report full dives-
titure of day care, compared to 60% for housing. This service thus lost its relative impor-
tance in the social benefit package that firms offer their employees, in part because of
demographic changes and alower demand for the service.

In line with previous studies, our data indicate that both the speed and scope of di-
vestiture differ by asset type and locality. The mgjority of day care facilities were divested
in the middle of the 1990s, while housing divestment has continued quite actively to the
present time. Figure 1 shows the annual number of firms that carried out their last divest-
ment of assets between 1990 and 2003°. Only a few firms have divested medical facilities

® See data description in Appendix 2

" Full divestment includes firms that closed down operations, even if they did not actively divest related as-
sets, e.g. buildings

8 A Medpunkt is an on-site medical service, often simply aroom in an administrative building. This partially
explains the low figures on active divestment of medical assets.

® The firm may have divested before this year and may still have some assets left (though the majority was
divested) but it did not divest after this date.

11
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in general. The average firm in the sample had by 2003 divested 75% of its housing and
86% of its day care capacity. °

When asked about the main reasons for the divestments that took place during the
last three years, a clear mgjority of the general managers said that the assets were an exces-
sive burden on the firm. Of the firms that provided certain services in 2003, less than 5%
of the general managers per asset deemed them profitable. As Table 1 shows, the majority
of firms that still held housing in 2003 wanted to divest it, and approximately a half of
those few that till provided day care wanted to divest that as well. Only a handful had the
opportunity to sell the assets profitably, whereas many — about a third for housing, medical
care, and day care - had been waiting for the municipality to finally accept the assets.
Many managers still think their relations with municipalities would worsen should the firm
sell the assets. More than a third of those who would like to divest their housing and day
care faced legal or administrative barriers to selling them in the market, as they did not le-
galy own them.

In the following empirical analysis we focus on the divestment of housing There
are three reasons for this: first, housing divestment timing shows the largest variation be-
tween firms; second, housing is the most burdensome of the social assets — in 2003 main-
tenance costs of housing stock were by far the largest item of firms' social service expendi-
tures; third, housing is arguably more important for the loca community from a socia

point of view than are other types of assets, making it a powerful bargaining tool.

3  Theoretical framework

We next formulate predictions about the determinants of social asset divestment timing.
We focus on the decision of the firm to divest or to keep social assets for which property
rights are not properly defined. Poorly defined property rights create possibilities for bar-
gaining over benefits for both firms and local authorities, which may result in suboptimal

allocation of resources (see Murphy, Shleifer and Vishny 1993).

19 glower divestment of housing relative to day care may also be due to the fact that the share of expenses
covered by user feesistypically higher for housing than for day care.

12
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3.1 Special treatment of firms by the public sector

Of course, keeping social assets comes with a cost for the firms. Why would firms then
agree to keep socia assets? One reason is that they can extract rents from the municipality
in exchange for providing services. Rents may come in the form of tax reductions, tax ar-
rears, budget subsidies, better access to supplies, selling at non-market prices, and other
preferential treatments. We thus hypothesize that firms that hold on to social assets longer
receive more budget assistance and have in general closer ties to the public sector than
those that have already divested them.

Why would a municipality want firms to provide social services, i.e. to postpone
divestment? Obvioudly, this is a way to shift costs of providing services to the firms. It is
also an instrument for diverting tax revenues from upper-level budgets when municipali-
ties fiscal incentives are weak (incentives of local authorities are modeled elsewhere; see
Shleifer and Treisman 2000, Zhuravskaya 2000, Sonin 2003, and Haaparanta and Juurik-
kala 2004).

As shown by Makrushin et al (2003), it is usualy the larger and richer municipali-
ties that have weaker fiscal incentives, as any additional budget income they collect can be
expropriated by regional government through cuts in subsidies or shared taxes. Since most
of income of municipalities comes from firms, not from individuals', this gives rise to
special-interest-group politics. Municipalities are not interested in collecting more taxes
from the firms; instead they collude with firms to give them tax reductions or other forms
of assistance in return for certain benefits, in this case — upkeep of social assets.

Also Sonin (2003) argues that in regions with high shares of productive enterprises,
i.e. extensive own tax bases, the governor of the region can protect enterprises from federal
taxes in return for bribes or other concessions from the firms. The same logic is applicable
to the local level. Our expectation would thus be that in municipalities with higher shares
of own budget revenues, firms hold socia assets longer. Or, more generally, in municipali-
ties where fiscal incentives are weak and hence there are incentives for rent extraction, the
firms bargain for holding the assets longer.

Finally, the interaction of firm with municipality over social assets depends largely

on the firm's bargaining power, which is manifested in its ability to capture the state, i.e.

13
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influence the public decision-making (Slinko et al. 2005). The firm's bargaining power can
be used in two opposing ways: to push for faster transfer of assets or to extract rentsin re-
turn for keeping assets longer. We test also for the effects on divestment timing of other
possible sources of bargaining power, such as a dominant position in the local labor market

or being amajor tax payer in the community.

3.2 Labor and product market pressure

Another reason for a firm to hold on to assets is the benefits it can obtain by providing
some of its employees’ compensation as social services. This may help to reduce the wage
bill, attach workers (see Friebel and Guriev 2005, Grosfeld et al 2001) and/or attract new
workersin atight labor market. The size of this benefit for afirm will depend on the qual-
ity of its assets, e.g. on whether they are old or new, the costs of running the assets, the
share of outside users of the assets, and the availability otherwise of socia servicesin the
locality. We test whether concentration in the local 1abor market and tightness of the labor
market postpone divestment.

As the main object of our analysisis the firm and its incentives, we also want to in-
vestigate how product market competition enters into the picture. Do competitive forces
make firms get rid of assets faster? Faced with strong competitive pressure, firms may try
to reduce their non-productive costs via faster divesting of assets. On the other hand, if the
potential for rent extraction is large, firms facing tough competition may try to cushion
themselves from competition by keeping assets and extracting budget assistance or other

forms of protection in return.

4 Evidence on divestment timing

4.1 Data and methodology

In this section we analyze the determinants of social asset divestment timing using survey
data from 404 medium and large industrial enterprises in 40 regions of Russia collected in

2003. We also utilize Goskomstat enterprise registry data as well as selected information

! For example, of the major local taxes, the property tax is collected both from firms and individuals. How-
ever, the share of property tax coming from firmsis on average around 10% of local tax income and may run

14
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on the municipalities in which the firms are located.”® Whenever municipal level data is
used, Moscow and St Petersburg are excluded. Municipal data does not exist for them and
they are in general very specia cases. Most of the analysis deals with housing, as it is by
far the largest and most important social asset which firms were obliged to transfer.

In analyzing the determinants of divestiture timing, we use a survival data approach
(see Lancaster 1990), alternatively called duration analysis. Survival analysis is used for
analyzing the run-up time to an event. It models the risk of a change in the state of an ob-
ject. It isused e.g. in the analysis of unemployment duration and in medical research. The
reason ordinary least squares (OLS) is not generally applicable in this kind of analysisis
that it assumes normal distribution of residuals, which is in many cases unreasonable with
respect to time. We want to determine how quickly an enterprise will transfer its housing to
the municipality, or more precisely, what is the probability that this happens in the next
time interval, in our case a year, given that the firm has held the housing (i.e. remained in
itsorigina state) thusfar.

Parametric models of survival analysis apply certain assumptions regarding the dis-
tribution of residuals. In contrast, semiparametric models do not make any assumptions
about the distribution of event time, though they do parameterize the effects of regressors.
Thus these models are more suitable for changing circumstances such as the economic and
regulatory environment during transition.

We utilize the Cox proportional hazards model, which is a semiparametric estima-
tor. We thus do not make any parametric assumptions as to exactly how the pressure to
transfer assets changes over time. This method also accounts for the censoring problem,
i.e. the fact that some firms still held housing in 2003, and we do not know when the
changeis going to happen.

At the core of survival anaysis is the estimation of the hazard function, which
measures the risk of (or the contemporaneous probability of) a change in the object's state:

_ f®
T 1-F(t)

h(t)

where f(t) isthe density and F (t) the cumulative distribution function of the time of

event.

as high as 85%, while individual property taxes constitute less than 1% of incomes.
12 For data description see Appendix 2, for variable definitions Appendix 3
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The resulting coefficients of the explanatory variables are thus hazard ratios (expo-
nentiated coefficients from the model), which measure the risk of divestment. For example,
a coefficient or hazard ratio of 1.2 indicates that a one-unit change of the corresponding
variable increases the risk of divestment by 20%, i.e. it leads to faster divestment. In gen-
eral, a coefficient greater than unity means that the variable speeds up divestment, while a

coefficient less than unity means that the variable delays divestment.

4.2 Timing of divestment and preferential treatment

In this section we set out to prove that firms have indeed received preferential treatment in
return for holding on to social assets. Also anecdotal evidencein the Russian media sug-
gests that firms solve social problems of regional authorities and, in return, authorities do
not collect taxes from them. In some cases the un-paid taxes may even have exceeded the
value of firms provisions for social purposes. Further, it has been argued in public that the
most common way to "pay” firms for holding assets is preferentia restructurings of tax
arrears and that more than half of the firmsinvolved are not formally eligible for them.

In addition to the above claims, we found a 1998 decree by the mayor of the city of
Izhevsk (the center of the Udmurt republic) stating that the city administration should sug-
gest ways for “partial reimbursement of costs borne by industrial enterprises and other or-
ganizations in holding non-transferred housing via reductions in taxes on housing and prof-
its and by writing off their arrears from the city budget”.

We utilize our data to show that thisis not an exceptional case. Table 2 presents re-
gression results where the dependent variables include a dummy that indicates whether a
firm was receiving budget assistance in any form (subsidized credits, tax benefits or direct
subsidies) during 2000-2002, a dummy indicating whether the firm had tax arrearsin 2002,
and one for the share of the firm's sales going to the state in 2002. As the table shows,
firms that transferred their housing late were more likely to have tax arrears and to have
sold a higher share of their products to the state. They were also more likely to receive di-
rect subsidies but as awhole, the results for budget assistance are not significant. **

This evidence suggests that firms were holding on to social assets for a good rea-

son: they were “reimbursed” through subsidies and other forms of preferential treatment.
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Still, some firms divested their assets early on - apparently not being able to obtain such
benefits. In the next section we examine the firm and locality characteristics that define a
firm's ability to extract benefitsin return for upkeep of housing, as manifested in the timing
of divestiture.

4.3 Determinants of divestment of social assets

To study the determinants of divestment timing we apply survival data analysis as de-
scribed above. The dependant variable in the Cox regressions is the time, in years, from
1989 to the year when the firm divested it housing for the last time. It takes values from 1
for firms that divested in 1990 to 14 for firms that divested in 2003 or still held housing at
that time. Coefficients in the regression in Table 3 are hazard ratios and should be inter-
preted as noted above in the methodology section.

Whatever the benefits a firm receives for not divesting its housing, it still must bear
some costs for the upkeep of the housing. The more housing the firm has, the higher these
costs are. Alternatively, the amount of housing a firm had represents its threat point, at
which the firm could at worst simply abandon its assets, as anecdotal evidence indeed sug-
gests was possible. We find that the higher the firm's amount of housing per employee in
1990, the faster the firm divested it (see Table 3). Thus firms that inherited a lot of assets
pushed for faster transfer in order to shift costs to municipalities.

As discussed above, the willingness of local authorities to enter into bilateral bar-
gaining with firms depends on municipalities fiscal incentives. Makrushin et a. (2003)
have shown that larger and richer municipalities, which are able to collect more own in-
comes, have weaker fiscal incentives, as any additional income they collect is taxed away
by a higher level government. We thus proxy fiscal incentives by size of municipality and
by share of own incomes in the local budget™. The share of own budget income is posi-
tively related to the timing of divestiture though the effect is insignificant (Table 3). Quite
naturally, the bargaining power of the firm should also affect the bargaining outcome. We
asked the firms directly whether they can influence the laws and regul ations adopted at the

3 Moreover, firms that still held housing in 2003 received more state budget assistance, in particular restruc-
turing of tax arrears and direct subsidies, and were also trading more with the state. Service provision in
2002- 2003 is analyzed in more detail by Juurikkala (2006) and Juurikkala and Lazareva (2006)

4 Own budget income includes property and land taxes, sales tax, locally defined taxes and non-tax pay-
ments.
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local, regional or national level™. We then studied the interaction of this variable with the
municipality's share of own budget income. As column 2 in Table 3 shows, ability to cap-
ture the state is not significant per se but the interaction term is positive and significant,
indicating that in municipalities with higher own budget income politically influential
firms were holding on to housing for alonger time. Also, poorer municipalities could have
been more willing to accept housing, as they were more likely to receive additional support
from a higher level government for covering the costs involved.

Another proxy for fiscal incentives — population of municipality — has robust and
significant effects. In larger municipalities, firms held assets for a longer time. This effect
is visible even at the level of ssimple means: in municipalities with less than 300,000 in-
habitants, the average time it took firms to divest their housing was 8.6 years, with a me-
dian of 8 years; in larger municipalities, the average transfer time was 10.2 years, with the
median firm divesting its housing in 11 years (differences are statistically significant).
Consequently, while in 1990 firms in larger municipalities were less likely to hold housing
(bigger cities had a higher share of municipa housing), by 2003 this relationship had been
reversed: firmsin larger municipalities were more likely to hold housing.

Thus we show that weak fiscal incentives of municipalities, coupled with firms
ability to influence authorities, lead to the bilateral bargaining outcome. An alternative sign
of afirm’'s bargaining power is its relative importance to the municipality, i.e. the role of
the firm as alocal employer or taxpayer. We can measure this by the firm's share of tota
industrial employment in the municipality and by the share of the firm's taxes in the total
municipal budget income. The problem with the latter measure is its possible endogeneity
regarding the timing of divestiture, as opposed to municipal level variables, which we con-
sider to be exogenous. We hypothesize that a firm that holds on to social assets longer may
receive tax reductions in return, which in turn reduces the share of its tax payments in the
local budget. We do find negative correlation between time of divestiture and the share of
the firm’staxesin the local budget, but the direction of causality isnot clear.

The share of the firm in local employment is less subject to this problem since, at
least until the 1998 financial crisis in Russia, firms were reluctant to shed labor and the
level of employment was quite stable. We include this variable in the specification in col-
umn 4 of Table 3 but do not find any significant effect. In genera these measures of a

%3 | nterestingly, these are not only huge firms. Though the average size of a firm in this group is larger, there
are anumber of firms with 100-500 employees that are able to influence the state.
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firm’'s importance to alocality are highly correlated with our proxies for weak fiscal incen-
tives, in particular municipality size: the larger the municipality, the smaller the firm's
share of employment and budget. That is why it is difficult to disentangle the effects of
these factors from those of municipalities incentives.

Apart from the temptation to use social assets for lobbying, firms in transition aso
face pressures to restructure. Do competitive forces in the product market make firms get
rid of assets faster? We find that the firms which operated initially in less competitive mar-
kets (measured by Herfindahl-Hirschman index in 1990) actually divested housing faster
(Table 3, column 2) *°.

This seemingly surprising result may have the following explanation: if the poten-
tial for rent extraction is great, firms facing tough competition will try to cushion them-
selves from competition by holding assets and extracting budget assistance in return. In-
deed, the interaction term between product market concentration and municipality's own
budget income indicates that in municipalities with high own budget income (high poten-
tial for rent extraction) firms that face more competition hold housing for a longer time. It
IS thus the less competitive firms that use socia assets to cushion themselves from compe-
tition by bargaining for budget assistance.

We also want to differentiate our “relations with municipalities’ story from the hy-
pothesis that firms in transition use in-kind compensation, including social services provi-
sion, to attach their workers, particularly in highly concentrated local labor markets (Frie-
bel and Guriev 2005, Grosfeld et a. 2001). We do not find that the concentration in the
local labor market per se or the tightness of the labor market (measured by estimated time
needed to find new employees) has any effect on the timing of divestiture (Table 3, column
5). The reason that we do not find any significant effect for the structure of the local |abor
market on the timing of transfer of housing may be that, during the 1990s, most apartments
were privatized over to the people living in them'’. Moreover, already before the reforms

began, many apartments in enterprise housing were occupied by people other than employ-

18 As arobustness check we use another measure of industry level concentration — the share of the two largest
firmsin the industry. This measure gives the same results as HHI.

Y Though the privatization law allowed privatization of both municipal and departmental housing, according
to some evidence firms were reluctant to let their workers privatize apartments in buildings under their con-
trol. By the end of 1993, only 20% of these apartments were privatized, as opposed to close to 40% for mu-
nicipal housing (see Stryk and Kosareva, 1994).
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ees of the enterprise in question. Thus housing inherited from the Soviet era may not have

been an effective instrument for attaching employees'.

B n a companion paper by Juurikkala and Lazareva (2006) we find that the structure of the local |abor mar-
ket does have an effect on the current provision of socia services by firms, which includes not only assets
owned by the firm but also other forms of provision, such as financial support to employees in obtaining
these services.
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5 Conclusions

Industrial restructuring in Russiais clearly a complex issue. In this paper we do not limit
our analysis to restructuring but take a political economy view of enterprises divestment of
social assets to municipalities over the last decade or so. We argue that under poorly de-
fined property rights, it is bargaining between firms and local authorities over costs and
benefits from service provision that drives the divestment process.

The rents the firms and the municipalities may bargain over consist mainly of firms
profits and public sector budget flows, but also firms' survival and political support. Bar-
gaining is aggravated by the fact that social assets present a financial burden to both firms
and municipalities, due to the social service sector being heavily subsidized. Although
there are examples of firms and municipalities concluding formal agreements over the use
and joint financing of social assets, a significant part of these issues has been governed by
informal relations.

We utilize a recent survey of 404 firms in 40 regions to study the determinants of
divestment timing decision and the effects it has had on firms' performance. Our results
show that firms which divested assets later received more benefits from the local authori-
ties, especially in places where there are more rents to extract (i.e. where municipalities
fiscal incentives are poorer, which usually is the case in larger and richer municipalities).
We also find that the firms facing more competition in product markets divested later,
which could indicate that social assets are used to lobby for authorities' protection from
competition.

Finally, poorly defined property rights may have an adverse effect on incentives to
invest in social assets and hence on the quality of public service provision. There is ample
anecdotal evidence of housing which was kept in a disastrous condition for years before
firms actually divested it. Given the essence of both a competitive private sector and the
quality of public services for sustainable development and growth, our findings indicate
that attention should be paid to the institutional aspects when designing economic reforms.
The importance of the institutional environment for implementation of reforms cannot be
underestimated. Our story is not the only one in which much-needed reform was impeded
by poor incentives for the institutions actually in charge of implementing the reform.
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Table 1 Social asset provision: information from firm survey

Percent of total 404 firmsthat... Housing Medical Day care Recresation
care
Had in 1990 78.5 76.7 69.8 38.2
Havein 2003 39.5 78.5 119 25.9
Spent money on municipal as- 11.6 154 16.6 5.7
setsin 2002
Of those who have:
Deem it profitable 19 1.3 2.1 4.8
Want to get rid of (sell or trans- 70.7 124 46.8 29.4
fer)
Of those who want to get rid of:
Local authorities would agree to  42.7 35.9 63.6 40.0
accept
Have legal or admin. barriers to 38.9 35.9 31.8 23.3
selling
Table 2 Timing of divestment and preferential treatment
Any budget assis- Tax arrears end of Salesto state in
tance in 2000 - 2002 2002 2002
Probit Probit OLS
Log employment 2002 0.142 -0.356*** -1.397
(0.101) (0.132) (2.707)
Housing transfer after 0.159 0.401** 8.635**
1998
(0.279) (0.199) (4.317)
Ownership controls Yes Yes Yes
Industry dummies Yes Yes Yes
Observations 227 188 161

* gignificant at 10%; ** significant at 5%; *** significant at 1%

Standard errors in parentheses



Table 3. Cox proportional hazard model for factors determining housing divestment timing

1) 2 ) (4) 5)
Log employment 1998 0.919 0.929 0.869 0.945 0.960
(0.073) (0.074) (0.089) (0.075) (0.083)
Hous1990 per_employee 1.002** 1.002* 1.002* 1.002** 1.002**
(0.001) (0.001) (0.001) (0.001) (0.001)
Own_budget_income_share1999 0.371 0.568 0.603 0.434
(0.225) (0.513) (0.430) (0.301)
State _capture 0.896 1.751 0.882 0.849 0.932
(0.121) (0.707) (0.128) (0.117) (0.132)
HHI11990 2.590* 0.148 2.651* 2.889** 2.588**
(2.307) (0.231) (1.560) (1.461) (1.246)
Own budget income* State capture 0.140*
(0.153)
Own budget income* HHI1990 1.086**
(0.043)
Empl_share1998 1.956
(0.940)
Log municipal population 0.865***
(0.044)
HHI_labor_market1992 1.220
(0.711)
Tight labor market 1.017
(0.014)
Observations 211 211 189 212 197

Robust standard errors in parentheses; industry dummies included; hazard ratios instead of coefficients reported
* gignificant at 10%; ** significant at 5%; *** significant at 1%



Appendix 1. Legal basis for transfer of social assets to municipalities *

In spite of the obvious importance of large scale transfer of social assets by enterprises to
municipality ownership, there was never a federal law regulating this process. Instead, the
reform was regulated by a series of legal acts, enactments, decrees etc at al levels of gov-
ernment. Many important acts were introduced with delays, sometimes only several years
after start of the actual process of transfer, when the most acute problems had surfaced.

The formation of municipal ownership of socia and infrastructure assets started be-
fore mass privatization in 1991-1992. Enactment by Higher Council of Russian Federation M
3020-1 on December 27, 1991 established the division of state ownership into federal owner-
ship, ownership of subjects of federation and municipal ownership. This act defined the cate-
gories of assets which should be transferred to municipal ownership irrespective of who

owned them or had them on their balance sheets previously. They were:

o housing and other buildings
e  enterprises servicing housing and other social assets
o infrastructure objects, city transport etc
Another Enactment by President Mo 114-RP on March 18, 1992 established the proce-
dures for transfer of social and infrastructure assets, according to which the municipal level
property committee compiled a list of objects to be included in municipal ownership, and a
higher level government confirmed the list.
As for the social assets held by enterprises, enterprises never owned them during the
Soviet era, as al assets were state owned, but they kept assets on their balance sheets. With
the start of mass privatization of enterprises, these assets should have been either privatized
or transferred to municipalities. Presidential Decree Ne 8 on January 10, 1993 listed the ob-
jects which could be included in the privatized assets of the firm with the requirement of
keeping their profile. These included social and cultural objects (health, education, culture
and sports facilities), consumer services (laundry, hairdressers etc.). Decree also listed the
assets that could not be privatized by firms:

o Buildings occupied by trading, catering, consumer services estab-
lishments, organizations of social security for children, elderly and dis-
abled

o Daycare and summer children's facilities

o Regional transport and el ectricity infrastructure

! Based on Leksin and Shvetsov (1999)



o Medical facilities servicing population of city/region
o Housing and related service facilities
All these assets were defined to be under federal state ownership and should have
been transferred to municipal ownership. Further, several lega acts of the State Property
Committee were issued to clarify the procedures for transferring the assets listed above from
firms to municipalities (again, municipalities were responsible for compiling the list of ob-
jects to be transferred to municipal ownership). The Decree and further acts also enabled
agreements between municipality and firm on joint usage and financing of transferred assets.
There were other provisions on means of financing transferred objects. The Sate Privatiza-
tion Program introduced at the end of 1993 did not add anything new to previous legal acts
except that it set the time limit: the municipality was obliged to accept non-privatized social
assets during the six months following acceptance of the firm’s privatization plan. The adop-
tion of afirm's privatization plan then in practice initiated the process of transfer of these as-
sets to municipal ownership. Further problems and questions arising during the process of
municipalization of social assets were solved through multiple minor acts issued by different

government bodies at al levels of government and in some cases through the courts.

Appendix 2. Data description 2

The results are based on a survey of 404 middle-sized and large manufacturing firms from 40
Russian regions in April-June 2003. In the survey we examined the extent of social service
and infrastructure provision by the firms and the firms assessment of the quality of public
infrastructure and regulatory environment. Background information on ownership, invest-
ment, performance, competition, and financing decisions of the firms was also gathered.

The source of information for the population of firms is the enterprise registry main-
tained by Goskomstat (State Committee of the Russian Federation on Statistics). In the con-
struction of our sample we concentrated on the industrial sector, and within it manufacturing
firms for which energy production is not a regular line of business. We set a minimum size
limit of 400 employees, as pilot interview rounds indicated that smaller firms are unlikely to
provide infrastructure or socia services. Constructed in such a way, our sample frame con-
tained 3523 firms. Our sampling technique includes a combination of clustering by region

and systematic sampling by size. In the firms in our final sample, the general manager and

2 For details see Haaparanta et al (2003)



managers responsible for social and infrastructure affairs were interviewed face-to-face. Re-
porting of accounting information was left to the chief accountant.

In our sample, compared to the population of Russian firms, the majority of industries
are adequately represented in terms of share of firms, as are the federal districts. The fact that
we surveyed medium and large enterprises explains the bias towards metallurgical firms re-
garding the distribution of industrial employment. The size distribution of our final sampleis
close to the population with the median establishment having 784 and average over 1600 em-
ployees.

Only 5 % of the firms in the sample are relatively new, created during the 1990s. The
majority of firms in the sample are open joint stock companies, which is not surprising as
most of the formerly state-owned firms were turned into open joint stock companies during
the mass privatization of the early 1990s and some 80 % of the sampled firms were privatized
during 1991-1994. Lastly, similar to many previous surveys, the sample contains some de-
gree of selection bias towards the better-performing firms.

In addition to the survey data, we use Goskomstat enterprise registry data on sales,
profits, employment and capital to construct measures of industry-level concentration, labor
market concentration, and firm performance measures. We aso use data on municipal budg-

ets, and some municipal- and regional-level indicators.



Appendix 3 Description of variables

Variable name Description
Hous1990 per_employee Tens of square meters of housing the firm had
in 1990 per employee

Own_budget_income_share1999 Share of own revenuesin total income of mu-
nicipal budget in 1999 (takes values from 0 to

1)

State_capture Dummy equal to 1 if firm admitsits ability to
influence laws and regulations at local or re-
gional level

HHI1990 Herfihdahl-Hirschman index for 5 digit

industries in 1990

Empl_share1998 Share of firm’'s employment in total industrial
employment in municipality in 1998 (takes val-
uesfrom0to 1)

HHI_labor_market1992 Herfihdahl-Hirschman index for local labor
market in 1992
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