DIRITTI, REGOLE, MERCATO
Economia pubblica ed analisi economica del diritto

XV
CONFERENZA

é “s Societa italiana di

economia pubblica

WORKERS’ EARNINGS IN THE UK BEFORE AND AFTER PRIVATISATION:
A STUDY OF FIVE INDUSTRIES
Preliminary version
ORIETTA DESSY AND MASSIMO FLORIO

Universita di Milano

Dipartimento di Economia Politica e Aziendale
Via Mercalli, 23 — 20122 Milano

orietta.dessy@unimi.it, massimo.florio@unimi.it

Abstract

In this paper we give new evidence on the impact of British privatisation on wages in selected industries. We compare trends in the
privatised firms and in the economy as a whole. We construct long time-series of different measures of labour earnings, spanning
from 1970 to 2002. The source is administrative data on labour earnings taken from the New Earnings Survey (NES), an individual
panel survey carried out at the Office for National Statistics (ONS) and used as the official source for annual publications on labour
earnings by industries (three digits) in the UK. While mainstream privatisation theory has suggested that under state ownership
workers earned high wages because of unionisation and soft budget constraints, we do not find any evidence of decline of relative
wages after privatisation. We discuss possible interpretations.
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1. Introduction

The interest in trying to evauate the impact of privatisations in the labour market
is wdl judified by the fact tha in any privaisaion experience the reform of labour
management and indudriad reations has been of prime importance. This is particulaly
true for the UK experience, the firg and probably ill the most relevant example of
privatisations (Hedd and Sted 1986; Vickers and Wright 1988; Vickers and Yarrow
1988; Florio, forthcoming).

Focussng on the UK, mogt of the early research was devoted to the andysis of
indudrid relations processes and inditutions, in paticular organisations immediately
prior to, during and just after privatisation (Colling 1991; Ferner 1990; Blyton 1993;
Turnbull 1993; Ferner and Coalling 1993; Forrester 1993; O'Connel Davidson 1993;
Ogden 1992, 1993). These studies showed a general tendency towards decentralisation
of collective bargaining structures, but said little about outcomes such as changes in pay
levels and employment.

This issue indead is paticularly rdevant, snce much of the debate on the
desrability of privatisation has centred on wage and employment outcomes, beieving
that a natura consequence of privatisations was a reduction of both. The advocates of
privatisations were convinced that public ownership caused ‘overdaffing and ‘inflated
levels of pay . On the other hand, trade unions were fearing that privatisations could
dragtically reduce workers bargaining power and therefore levels of pay and benefits .

A theoretical background for the negative consequences of privatisations on the
labour market can be found in property right theories, according to which private
ownership tranamits greater efficiency incentives to the management and workers than
public ownership. Since the am of the owner of natiiondized firms is not to maximise
profits, but to achieve a jumble of politica objectives, the management is not provided
with dear incentives to minimise cods. Private owners indead, being able to
appropriate profits, can adequatdy motivate management to minimise cods, induding
labour cogs. Implications in terms of the cruciad variables of labour markets are clearly
areduction of both employment and wages, ceteris paribus.

In this paper we study the impact of privatisation on wages. In this case the
empiricd evidence from the receved literature is mixed. Some early commentaries on
indugtrid relations (Thomas 1984) documented a number of cases where wage cuts and
deterioration of working conditions accompanied privatisations (Trade Union Congress
1986; McCarthy 1988). But some other studies seem to find the opposite. Bishop and
Kay (1993), Haskd and Szymansky (1992, 1993), Martin and Parker (1997) al
conclude that privatisation did not dter the podtion of the average wages of workers,
with respect to the manufacturing sector, or the services industry, or the averages for the



economy as a whole. In addition, Bishop and Kay (1988), and Cragg and Dyck (1999)
find that sdaries of top management recorded sharper increases in the privaised firms
than in the rest of the companies.

We bdieve tha mogt foregoing studies of the impact of privaisations on the
labour market are flawed in two important aspects. First, they use very short time series,
epecidly for the post-privatisation period, which makes quite difficult to didtinguish
trangtional from permanent effects. Second, aggregation of average results for workers
of different ability, in particular skilled and unskilled workers.

In this paper we give new, origind evidence on the impact of privatisation on
wages, and follow the approach of comparing privatised firms with the economy as a
whole in an atempt to identify the specific effects of privatisation. We condruct long
time-series of different measures of labour earnings, spanning from 1970 to 2002. The
source is adminigrative data on labour earnings teken from the New Eanings Survey
(NES), an individua pand survey carried out a the Office for Nationd Statistics (ONS)
and used as the officid source for annua publications on labour earnings by indudtries
(three digits) in the UK.

Importantly, the information avalable dlows us to condder separatdy manud
and nornrmanua adult mae workers employed in five sectors, paticularly interesting for
ther privatisstion processes. gas, eectricity, water supply, raillways, and air transport.
Also, the congdruction of series covering more than thirty years permits congdering a
aufficient number of years before and after privatisation for each sector, which dlows to
compare on an homogeneous basis different experiences of change of ownership.

The evidence shown in this paper seems to support the view that the impact of
privatisation on wages is different from what expected from the implications of property
right theory. The sylised facts from our source of data do not seem to confirm the
prediction that the management of a privatised industry has dways a greater incentive to
control labour costs than the management of a public sector. More precisdy, this
certainly does not seem to happen through a genera reduction of wages, and neither
manua nor non-manua workers daying in the same privatised sector seem to loose
from the change of ownership process.

At this stage of our research we are unable to assess whether a reduction of
labour costs is implemented through a drong reduction of employment. However,
exiding evidence on employment dynamics in some privatised sectors (Horio, 2004,
ch.6 for a survey and Forio, 2003, for the British Telecom case-history over 40 years)
shows that employment reductions sarted much earlier than the actud change of
ownership, and therefore can hardly be consdered as a direct consequence of
privatisations.



The dructure of the paper is the following: in Section 2 we motivate our andyss,
darifying the theoreticd implications that we am to tes; Section 3 summarises
previous evidence on the impact of privatisations on wages, in Section 4 we describe
our source of data. We then present our results, and the final Section concludes.

2. Motivation

According to standard privatisation theories based either on property rights or on
public choice approach labour costs need to be excessive in a state owned enterprise
(SOE).

The sylised facts proposed by these theories, reviewed by Martin and Parker
(1997), and Mueller (2003) suggest the following story.

Fird¢, governments implement SOEs for objectives that differ from profit
maximization. These objectives, even when presented in terms of socid wefare, in fact
are those of specific individuals who are the actua stake-holders of the SOE. Paliticians
have ther private agenda that usudly includes the maximization of probability of re-
eection. Hence, minidries and members of paliament collude in offering to SOES
cgpitd for new investment, or subsdies to cover losses, under the implicit contract that,
whatever the dautory officid objectives of the public enterprises, they should act in
such a way as to implement the politicians agenda. The managers of the SOE, who are
often depicted in this framework as the agents of their political principas, have private
information and can extract rents for themsdves in various forms (sdaies and other
benefits, corruption), but must ddiver the expected result in terms of politicaly useful
actions. While these may include low tariffs in order to bribe the consumers, a typica
target of consensus building are public sector employees. While the former are a large
but dispersed congtituency, the latter is a more concentrated target. Politicians and SOE
executives will collude in aming at excess employment and excess wages because for
the former there are palitica rents attached, and for the latter there are money rewards.

Thus, if the politicians get more votes by large numbers of excessvely pad
employees in SOES, and the compensation of the executives is a function of number and
wages of the employees, there is wide room for inefficiency. Sometimes this dory is
supplemented by the observation that even a benevolent, wefare-maximise
government has a jumble of policy objectives, quite often contradictory, and this does
not give the right cost-minimization incentive to managers.

There are many possible variations in the way this story has been told and this is
not the place to review dl the models that have been presented to explain the perceived
inefficiency of SOE.



The change from public to private ownership, in the convergent property rights
public choice perspective, should have foreseegble consequences in terms of the
quantity and remuneration of labour. Politicians are now replaced by an gppointed
regulator who has no interest in eections, and that has a reaively narrow mandeate to
upervise the industry. Managers have a new principd, the shareholder, who has an
interest in profit maximization. Under this new dructure of incentives, the managers
compensation will be a function of profits (for example through stock options schemes).
Thus, cog minimization will follow. Incentive theory may offer a more complex ingght
in this new framework of principa-agents relationships, but the property right-public
choice view may mantan tha even if there are ill informationd asymmetries and
rents involved in the new <ting, it will definitedy be more efficient than under Sate
ownership.

When we trandate al this in tetable predictions, there are smple propositions
that alow themselves to empirical testing. For example:

a) if the SOE maintains higher employment than it is necessxy for cost

minimisation, after privatisation — ceteris paribus - we should observe a
reduction in the number of employees, for the same amount of outpur;

b) if sdaries are too high in SOE, after privaisation they should fdl in red
terms;

) labour effort and organisation should improve after divedtiture;

d) the achievement of results in these three directions could necessitate

action on the pat of the management to reduce the power of trade
unions within privatised firms, and we should be able to observe a
decline of unionisation;

Lagtly, one can ask what effects large scde privatisation may have on the labour
market as a whole, for example through the indirect effects linked to the changing role
of trade unions, reduction in personne, contanment of sdaries, etc. According to
standard macroeconomic theory, as argued in Florio and Grasseni (2003), privatisation
may be seen as a podtive shock on aggregate supply, thus increasing output and
employmen.

Having sad this, in this paper we wish to use privatisaion as a naturd experiment
to tet a ample verson of question (b): whether it is true that workers in SOEs enjoy a
rent in the form of excess wages and this rent is wiped out or decreases with
privatisation.

We define excess wages as workers earnings (per hour or per a convenient unit
of time) that is higher than the reservation wage, or the money disutility of labour.
Under labour market clearing equilibrium the reservation wage cannot systemdicdly



differ from the vadue of the margind product of labour, except for gpecific
characteridtics of the individuds and the indudtries. Thus, we use the average wage per
amilar categories of workers (mdes, skilled and unskilled) as our benchmark, and we
tex wha happens to different measures of workers earning before and after
privatisation in specific British indudtries.

The am of our paper is not to try to assess the effect of privatisations per s,
which would require predictions of how the industries would have performed had they
not been privatised, while dl the other changes occurred. Consequently, it is only
feasble to caculate the effect of observed changes before and after privatisation, while
comparing the effects in the privatised sectors with other sectors to control for
macroeconomic changes in the economy. This is the approach followed in most of the
exiding literature, surveyed in the next section.

2 Someearlier contributions.

The theoretical implications concerning wage and employment dynamics derived
from the property right theories have been empiricdly tested in literature concerning the
UK using firm-leve data

Sdama (1995) claims that between 1970 and 1983 wage increases in nationaised
firms in the UK were higher than those in the private sector, but without a
corresponding increase in productivity.

This dynamic would appear to be confirmed looking a the period 1979-88, and
its effects would appear to extend dso to the workers and not only to the top
management. Severa studies confirm this evidence: for a survey see Pendelton (1997).

Detalled data on eeven companies can be found in Martin and Parker (1997),
where they show wage level in the period before and after privatisation, standardised
with the wages of the manufacturing sector or with the averages of the economy as a
whole. These data show that, with the single notable exception of British Sted,
privatisation did not dter the rdative podtion of the average wages of workers
employed in the firms consdered. Wages in the mgority of cases are higher a the end
of the period than they were under public ownership. This may partly be attributed to
the reshuffling of positions among different layers of the workforce.

The data we have cited seem to contradict the prediction that the change of
ownership implies a remova of possble ‘rents dtributed to the workers. Either these
rents did not exis, in the sene tha high sdaries somehow reflected differences in
productivity when the firm was publicly owned, or the rents exised and have been
perpetuated under private ownership, despite the weakening of the trade unions. A study



by Haskdl and Szymanski (1994) confirms in fact that market share does influence pay
in privatised companies.

A separate point raised by Martin and Parker concerns the ratio of wages on
turnover, or rather the relative postion of wages, on the one hand, and profits and
interests on the other. Here we observe a tendency for the share of wages to fal, while
the share of externd inputs rises, and above al the remuneration of own and third party
capitd risesas wdll.

The increese in company profitability is a quedion that should be dedt with
separady. It is, however, important to note that while privatisation in itsdf did not
reduce employment or wages, the increase in profits may derive exclusvely from either
an increase in labour productivity that has not been trandated into a corresponding
increase in wages (perhaps adso due to the weakening of the unions) or, in the absence
of clear evidence of growth in productivity, from an increase in prices reative to costs.

The phenomenon described above may not concern specific sectors in which the
cost of labour is the result of particular gStuations. Pendleton (1999) gives some
evidence of reduction in wages regarding the sysem of franchisng of the London
buses, and more generdly the bus industry.

Boyfidd (1997), and Cragg and Dyck (1999) focus on managers compensation.
According to Boyfidd (1997) the sdaries of Boad members of the utilities (British
Telecom, British Gas, RECS, Powergen, Nationd Grid) incurred a nomina increase of
600% from before privatisation to 1996. According to the author, however, this smply
shows that the average pre-privatisation sdary was below market rewards. Cragg and
Dyck (1999) find evidence of convergence of top executive pay in the privatised
companies and in a matching sample of publicly traded firms. Since gpparently the
boards of privatised companies were to a large extent formed by the same personnd that
had been recruited under public ownership (a least for some years following
privatisations), it is hard to believe that those managers accepted low-paid jobs in the
public sector because less productive than their private counterparts, and unable to find
better paid jobs.

To sum up: earlier research offers mixed evidence and as far as we know did not
offer an andyds based on sufficient long time series. Quite often the comparison in
labour conditions in the privatised indudtries is limited to some years before and some
years after privatisation. Moreover, most papers do not attempt to examine wages for
different types of workers and for different indudtries in a systematic way. We propose
to improve on the existing research in three ways fird we congder data for more than
30 years, in order to control for short-run shocks, second, we consider different types of



workers and earning measures, third, we examine comparable daa for five
nationaised/privatised industries.

3. Data

For andysing earnings dynamics we have built an appropriate data-set, based on
the annua publications “New Earnings Survey: andyss by industry, Part C”, available
a the Office of Nationd Statistics (ONS). In this publication are reported a number of
tables on earnings and their dructure, based on a pand of individuas, congructed in
1970. The pand consgts of a 1:100 sample of workers, selected according to a random
based on the last two digits of the nationd insurance number. The information required
in the quedtionnaire is given directly and compulsorily from the employer, and is taken
from paydips This implies that (differently from individua survey pane data) wages
and their components are not rounded, or misreported. Moreover, since the
guestionnaire is asked every year, there is no atrition in the data. People exit the pand
when become unemployed, but re-enter when they find a new job since the new
employer can be contacted. Every year, the ONS updates the pand according to the
nationd insurance number. The cross-sections that we congder in this paper therefore
take into account turnover mechanisms in the labour market.

The information &bout individuds dlows to dudy separatdy men, women,
manua and non-manua workers. The breskdown by sector at two and three digits level
lets us identify quite precisdy five sectors tha have been privatised during the last
twenty yearsin the UK: gas, dectricity, water supply, railways and air transport.

The information on earnings in the NES pand covers tota labour earnings and
their components. base-wage, overtime, bonuses, and other eements more or less linked
to the firm's performance. Moreover, we know the number of hours worked (base and
overtime), industry, occupation, age, sex, naiondity, etc.

The tables published in NES-Pat C report different measures of earnings and
hours, aggregated a the industry leve. They are dl referred to gross earnings, i.e
wages pad by the firm before any deductions or taxes, excluding non-ordinary
payments such as cods remuneration or pay for holidays not referred to the period
consdered, that usudly is specified in the questionnaire.

The population conddered in officid publications is full-time employees. This
enaures the excluson from the sample of employees not paid according to adult rates.
For men, to whom we redrict our andyss, working age is fixed in the mgority of
contracts at 21 years.

For each sector considered, the tables that we have collected give the following
vaues



Number of observations
Average weekly earnings, for two sub-samples according to the fact that
workers whose wage can be affected by absence' areindluded or excluded
Average hourly earnings. Since in the NES overtime pay is reported
sepaatedy, we have two measures of hourly earnings one including and
the other excluding ovetime. Since this last measure is congructed
dividing tota earnings minus totd overtime earnings by the totd number
of hours paid net from overtime hours, this last measure can be considered
a precise evauation of the base wage.
Average number of weekly hours, divided in base hours and overtime
hours. It is important to notice thet we have informaion only on the
number of hours paid, that do not necessarily correspond to the number of
hours worked.

The time period covered by our data spans from 1970 to 2002.

4. Results

In this Section we present some descriptive results relaive to the time series that
we have condructed. In particular, we focus on the impact of privatisations on wage-
levels paths, consdering different measures of wages (weekly and hourly), and different
sub-samples (including or excluding absence effects).

Earnings for each sector are normadised with respect to the level of corresponding
measures of earnings in dl the indudtries and sectors of the economy, therefore we
andyserelative earnings dynamics’.

Figures 1-8 report relative earnings separately for te five sectors consdered. The
firda 4 figures show weekly earnings, the following hourly earnings Each measure is
reported first for manua and then for non-manua workers. Moreover, in each graph and
for each sector, a bar has been inserted in correspondence of the year when the sector
has been privatised.

Looking at Fig.l we can see that wages paths are different across the sectors
consdered, with respect to the whole economy, dthough they seem generdly to grow
during the last thirty years. As long as the impact of privatisations is concerned, we can
see that in sectors such as gas and air trangport wages were growing aready at least one
year prior to privatisation. In the other sectors (electricity, water, rail transport) instead

! By absencein this context we mean a period of interruption of work due to many possibile reasons
Silln%s, volunteer absenteism, etc...).

Probably considering only the services sector for the normalisation would have been more precise, but
the unavailability of this measure for the first fifteen yearslet us prefer the most aggregate measure
availablein order to have homogeneous results.



the year of privatisation seem to mark a clear change, opposite than expected: wages,
that recently were decreasing, seem to start growing persistently for a least three or four
years.

Comparing Fig. 1 and Fig. 2 we than notice that, in dl sectors excluding railways,
this behaviour is very amilar for manua and non-manual workers.

Fig. 3 and Fig. 4, in which absenteeism effects on earnings are excluded, show us
more precise measures of weekly labour earnings. These basicaly confirm our previous
results for manual workers. However, for non-manua workers the clear increase of
wages post-privatisations seem to involve al the sectors considered.

For synthessng the impact of privaisations on wages we compare average
labour earnings pre and post privatisation for each sector. Tab. 1 and Tab. 2 show, for
each sector, the number of years observed pre and post privatisatior®, and the number of
observations for each category of workers on which are based our results. In the same
tables we can read, separately for manua and non-manua workers, the average vaue of
the two measures of wages in the interva of time conddered. The results confirm a
clear increase of average wages after privaisations, contrarily to the implications of
property right theories. This result seem to be robust to different specifications of wage
measures and of the sample of workers.

The same analyss has been carried out dso for hourly earnings. We consder two
measures, induding or excluding overtime. The results are shown in Fig. 5-8 and in
Tab. 3 and Tab. 4. As we can see, the behaviour of hourly wages is very smilar to that
of weekly earnings, dthough weekly earnings are more flexible than hourly wages. The
postive effect of privatisstions on labour earnings in dl the sectors congdered is
confirmed on hourly wages.

5. Conclusions
Summarisng, our results are the following:

1. Despite the patern of reaive earnings over time is extremdy different
across sectors, contrarily to the theoretica predictions we never observe
reductions in eanings rdative to the benchmark soon after the
privatisation-period.

2. Conddering a short time interva around the year in which each specific
sector was privatised, labour earnings continue to rise in sectors where

3 Although data have been collected for each year, it is worth noticing that some years for some category
of workers are missing. This is due to the fact that results are published only for samples of at least 100
observations. Non-manual workersin the railwaysindustry, in particular, present very few observations.



they were increesing and do dart risng in sectors where, during the last
few years, they were decreasing.

3. Over the long-run trend, no structural break is evident in correspondence
of the year of privatisation in any of the sectors considered.

The above results are robust to different measures of wages (weekly, hourly) and
different specifications of earnings (including/excluding overtime). Moreover, and quite
interestingly, they are vadid for both manua and non-manua workers.

Our results discard any smpligic prediction of relative wage decrease following
privatisstion in Great Britain and surprisngly suggest some evidence of the opposte
performance. There are many possble interpretation of this result, and here we suggest
three competing interpretations.

One possble explanaion is that workers were actudly eaning excess wages
under state ownership, and continued to enjoy rents under privatisation thanks to a
regulatory framework that alowed the survival or even the increase of monopoly rents,
partly shared between shareholders, managers and workers.

A second possible interpretations is that in fact there were no excess wages in
the SOE, and ther high leved reative to the economy was a consequence of higher
productivity levels in the industry we condgder, and of labour market segmentation.
Privatisation has reinforced this productivity pattern and this is why we observe
increase of pay, instead of decrease.

A third possible explanaion points to the decrease of employment and of the
share of labour in vaue added of the privatised indudries the higher wages of the
dayers in the indudtries are matched by a shift to procurement, and by lower wages in
the contracted- out employment.

Further research is needed to establish which one of these (or other) dternative
explanations is more compatible with observation. In any case, our findings suggest that
any expectation that privatisation per se decreases relative wages is not supported by the
British experience.
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