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Economy Size and Firm Performance

Firms in small economies are considered as disadvantaged (Briguglio, 1995)

e Lack economies of scale

MES very high relative to overall market size

Firms face inefficiencies in transforming inputs into outputs

Limited specialised labour force

Low attractiveness to foreign investment
Firms in small economies can benefit from:

» Closely integrated societies and strong personal relationships

- Facilitate information flow between regulators and firms

Trade openness leads to long-term growth (Alesina and Spolaore, 2003)

Exposure to international competition (Maskell et al. 1998)

Adaptive to change and administration (Wint, 2003)

Higher education (Easterly and Kraay, 2000)
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Economy Size and Firm Performance

H1: There is an inverse u-shaped relationship between economy size and firm
efficiency
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Competition and Firm Performance

Competition is expected to induce better resource allocation (Viscusi et al., 2005)
» Firms in small economies are more exposed to the effects of international competition
Competition may have spillover effects on foreign inward investment
 Liberalisation of Jamaican telecoms stimulated international investment (Wint, 2003)
Scale limitations
« Barriers to entry may confine the benefits from competition
« Only few firms may operate efficiently — sub-optimality, especially in the service sector

« Competition might not always induce efficiency (Gal, 2003)

« Competition as an end in itself is less relevant to liberalisation success (Symeou, 2009)
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Competition and Firm Performance

H2a: Competition has a non-positive effect on the efficiency of firms in small
economies

H2b: Competition has a positive effect on the efficiency of firms in large economies
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Privatisation and Firm Performance

Evidence that private firms perform better (Newbery, 1999)
* One time cash infusion VS Instrument for economic and social policy
In small economies private participation/investment increase productivity
» FDI increases economic growth (Castello and Ozawa, 1999)
» Private firms in New Zealand (Bergeijk et al., 1999)
» Privatisation experience in Guyana (Wint, 2003)
Smallness suggests that firms are riskier borrows

 Firms are more vulnerable to economic shocks

* Need for policy that advocates private investment and participation
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Privatisation and Firm Performance

H3: Privatisation has a positive effect on the efficiency of firms in both small and large
economies
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Institutional Endowments and Firm Performance

Institutional quality and economic growth advance side-by-side (Mukand & Rodrik,
2005, North, 2005)

» Absence of strong foundations may limit competition’s and privatisation’s success (Henisz &
Zelner, 2001, Levy & Spiller, 1996)

For small economies, their competitiveness depends on the quality of institutions

« Jamaica and Guyana witnessed high economic performance relative to other small
economies that experienced higher levels of country risk (Wint, 2003)

» Belize experience to indicate that institutional functions have contributed to the
competitiveness of the country (Gomez, 2004)

* In Bahrain, they helped instil an entrepreneurial culture (Hussein and Jaggi, 2004)

The importance of strong institutions might be great for firms in small economies due

to the sensitivity of foreign investment to political risk and economic freedom
(Winters, 2005)
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Institutional Endowments and Firm Performance

H4: Higher quality of institutional endowments has a positive effect on the efficiency
of firms in both small and large economies
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Research Methodology — Model Development

Aigner et al., (1977); Meeusen & van den Broeck (1977)

It measures the output of the i-th firm relative to the output that could be produced by
a fully-efficient firm using the same input vector.
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Research Methodology — Model Development

Employing distance functions techniques to model a multi-output production
technology (Coelli and Perelman, 2000)
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Research Methodology — Model Development

Estimate in Frontier 4.1 which allows for:
. to be directly influenced by environmental variables (Kumbhakar et al., 1991)
« Panel data estimation (Battese and Coelli, 1995)

« Time-varying technical inefficiency (Battese and Coelli, 1992)

-11
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Research Methodology — Data and Variable Description

54 incumbent telecom operators between 1990 — 2007

« Annual reports, ITU

 Original size 80 firms
- Only domestic operations

- Only fixed and mobile providers
Two inputs
« Telecommunications staff, Capital (fixed assets, equipment, and installations)
Two outputs

 Number of fixed lines

 Number of mobile subscribers

[-12
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Research Methodology — Data and Variable Description

Economy size measure

* population, arable area, and GDP (Jalan, 1982)

Size variables:

« “size”, takes the values of the size index

e “size_sq”

« “small’, dummy takes 1 if economy is small based on the size index’s median
- population 9.2 million (Guinea),
- GDP USD$86.17 billion (Singapore), and
- arable area 19.3 thousand km?2 (Central African Republic)

- Sample firms: 23 in large economies; 31 in small economies

I-13
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Research Methodology — Data and Variable Description

Competition variables

 “lib_fixed”, dummy equals 1 if there is competition in fixed line market

* “lib_mobile”, dummy equals 1 if there is competition in mobile telephony market
Privatisation variable

 “privatisation”, dummy equals 1 if there incumbent is privatised (Li & Xu, 2004, Wallsten,
2001)

Quality of institutional endowments variable

 “polconlll”, (Henisz, 2002)

e “nra“, , dummy equals 1 if there is an autonomous regulatory authority in telecoms
(Wallsten, 2001)

Openness of economy variable

* “openness”, appears as openc in PWT

-14



Institute for

e el | The effects of economy size on firm performance: evidence from .@ Communication
LMU mlp\chE:kTAT the telecommunications sector. \ / EeoToriee
Research Methodology — Data and Variable Description
I "#%$% &# &
(( ) "
+ , - $ %% &
S - " & "% %
" % &
/ ! %"% % $$ & #H# '%
0 &' $" &# ' 0%
I " % $ $ )
(( ) (% $
+ - &' $
- on . - & ' %
$
/ ! "&' P& "# " $$ "& %" &
0 &$ #% ' % % % %'
1 2
(

[-15



LUDWIG-

Institute for .
I_Mu waximiians.| | The effects of economy size on firm performance: evidence from . Communication A IS

_,b\\
)
UNIVERSITA mmuni i r . VVIM

- the teleco unications sector. \ / Economics ALY (‘

Research Methodology — Data and Variable Description

(a) Fixed lines per employee (c) Fixed lines per dollar of invstment
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Empirical Findings — A Joint Frontier

Partially
supports H1

TC is labour and
investment saving

Increase in mobile
increases fixed lines
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Empirical Findings — A Joint Frontier

Firm efficiency (averages and rankings)
* 0.64 for firms in small economies (average ranking 30)
» 0.76 for firms in large economies - difference statistically significant (average ranking 20.3)

* Bezeq, the Israeli incumbent and Bulgarian Telecommunications Company rank in top ten

- firms in smaller contexts can outpace those from larger contexts
Average TC

* 0.036 for firms in small economies

» 0.062 for firms in large economies - difference statistically significant
Returns to Scale

« 1.07 for firms in large economies

« 1.03 for firms in small economies - difference NOT statistically significant
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Empirical Findings — A Separate Frontier

Supports H3
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Supports H4

Further
support for H1
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Discussion — Concluding Remarks

TC differential

» Reflects the common behaviour of firms from small economies to adopt technologies and
import knowhow from developed large economies

Comparable RTS
» Potential to expand production to MES and increase efficiency
* Regulators may have incentives to intensify competition
Efficiency differential

« Commensurate with the positive effect that economy size has on firm efficiency albeit it
gradually decreases with larger sizes.

 Incentives for firms to operate in larger economies Islands VS Land-locked economies

« Smaller economies may develop incentives to grow larger

[-20
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Discussion — Concluding Remarks

Firms in small economies

» More efficient employers of capital
- More effective modes of allocation of competitive capital investment in the production process
» Less efficient employers of l[abour capital

- Politicians might pursue social policy by exerting influence on firms’ employment decisions.

- Over-employment and, due to the limited specialised human capital available, to the
procurement of low quality labour inputs.

- Collaborations with local educational institutions to develop subsidised training programmes for
domestic human capital.

- Consider employing international labour

- Improve their absorptive capacity given lack of domestic R&D, innovation, and capital

[-21
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Discussion — Concluding Remarks

Competition effects
» For firms in large economies, supports the long claimed advantages of competition.

» For firms in small economies, should be considered jointly with relevant evidence on the
degree of competition

- The number of rival firms required to yield the anticipated outcomes of competition in small
economies is much smaller than in large economies

Privatisation effects

 Particularly for small economies, policy makers may have stronger incentives to promote
environments conducive to investment as they are considered riskier borrowers

Quality of institutional endowments effects

» Generic competition law might suffice for the sustainment of a healthy competitive
environment and renders industry-specific regulation unwarranted, provided that strong
institutional foundations and low political risk are in place.
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Discussion — Concluding Remarks

Managers have limited influence on external factors influencing firm performance

» Collaboration of managers with regulators aiming at convergent strategy and policy targets

- higher firm efficiency that may translate into increase in social welfare through lower prices and
greater accessibility to services.

- Convergent targets may render policy development unnecessary alleviating the burdens of policy
adherence for firms and development for policy makers
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