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Abstract

Privatization of state-owned enterprises (SOEs) has been a defining feature of Interna-
tional Monetary Fund (IMF) programs since the 1980s. We investigate the distributive
impact of IMF privatization conditions in the developing world. We theorize that pri-
vatization reduces the labor share of income by weakening labor’s bargaining power
through two channels: reducing labor’s capacity to disrupt production, and reducing
labor unions’ ability to organize. We test our theory using a mixed-methods approach.
We first trace the underlying causal mechanism of our argument through two typical
case studies of IMF sponsored privatization in Pakistan and Turkey. To test the gener-
alizability of our argument, we then employ regression analysis on all IMF programs
from 1980 to 2015 and find that IMF privatization conditions have a negative effect on
the national labor share of income.
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Introduction

The privatization of state-owned enterprises (SOEs) has been a defining feature of IMF
programs since the 1980s. Privatization is amongst the most significant, and also most
politically contentious type of IMF conditionality as it not only requires changes in the
institutional framework of the recipient country, but also leads to major structural changes
in its economy through transferring ownership and control from public to private actors.

The IMF has been instrumental in promoting the spread of privatization reform across
the developing world. As Figure 1 shows, the majority of privatizations were imple-
mented as a condition of IMF programs. A key question that emerges in this context is
the distributional impact of these IMF conditionalities in borrowing countries. Despite
their role in precipitating major transformations in asset ownership , IMF privatization
conditionalities remain understudied. In this paper we systematically investigate the
impact of the IMF’s privatization conditionalities on the functional distribution of income
in borrowing countries.

We first probe the causal mechanisms at work through case studies of Pakistan and
Turkey, two typical cases of IMF-sponsored privatization. The cases suggest that IMF
conditionalities reduce the national labor share of income through weakening national
labor power. Historically, state ownership tended to be higher in strategic sectors that had
the potential to cause the most disruption to the economy in the event of a strike. Labor
unions also tended to be strongest in large public sector firms, because the private sector
tended to be dominated by smaller firms to which labor law did not apply. Privatization
resulted in mass firings in these sectors, motivated by cutting the wage bill. Public sector
unions were decimated, while the share of workers in highly disruptive industries was
drastically reduced. This had knock on effects for the national labor movement through
weakening its disruptive capacity and reducing labor union’s ability to organize. A
diminished labor movement was less able to bargain for wages, and opposite anti-labor

policies, including further rounds of privatization. Consequently, this led to a sustained



Figure 1: Global privatization proceeds (in million USD) between 1988 and 2008
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decrease in the national labor share of income.

To test the generalizability of our two-stage argument that privatization reduces the
labour share through these channels, we employ two-stage least squares (2SLS) models on
a dataset including all IMF programs from 1980 to 2015. We find that IMF privatization
conditions have a negative effect on labor share of income.

We contribute to a growing literature on the relationship between IMF programs and
inequality by using a disaggregated approach to IMF conditionalities. This approach is
better able to isolate the effects of privatization, a key mechanism through which IMF
conditionality affects inequality, than studies that rely on aggregate data and do not
disentangle the effects of various conditionalities. Despite its outsize distributional effects
through transfers of asset ownership and control, privatization has so far been neglected
in this literature.

We also contribute to literature on the distributional impacts of privatization through



highlighting a novel causal pathway through which privatization can increase inequality:
labor power. While previous studies on the distributional impact of privatization in OECD
countries find that privatization reduces labor share through job shedding, we find no
direct unemployment effect. We attribute this to structural differences between OECD and
developing countries. Developing countries tend to have large informal sectors which
absorb excess labor, but still contribute to weakening labor power, as labor law tends not to
cover informal sector workers. Furthermore, existing studies on how privatization effects
the factor share of income focus on advanced economies, making this paper, to the best of
our knowledge, the first study to systematically investigate the impacts of privatization on
the labor share of income in the developing world.

In the following sections we review existing literature on IMF programs and inequality,
and the distributional effects of privatization, and summarize our hypothesis. Next, we
trace the causal mechanisms at play through country case studies. We then outline our
data and empirical strategy. Finally, we discus results and conclude by suggesting areas

for further research.

IMF Programs and Inequality

The IMF has emerged as a key influence on economic policy in developing countries since
the 1980s. Consequently, examining the distributional effects of structural adjustment
programs is vital for research on inequality in the developing world. .Existing research
generally finds that IMF programs have led to an increase in income inequality (Lang
2020; Forster et al. 2019). Inequality increases in program countries both compared to
pre-program levels and non-program countries (Pastor 1987b; a), with labor bearing the
burden of adjustment (Vreeland 2003). However, many of these studies use aggregated
data on IMF conditions, making it difficult to disentangle the causal channels through

which various IMF conditions increase inequality.



More recent studies on IMF lending have disaggregated conditionality by issue area,
focusing on fiscal policy, trade and capital account liberalization, financial sector reforms,
external debt restrictions and labor market conditions (Caraway et al. 2012; Rickard and
Caraway 2014). Yet, the role of privatization conditions remains neglected: the only
systematic study of IMF privatization conditions, to the best of our knowledge, examines
their effect on corruption (Reinsberg et al. 2020).

Furthermore, existing studies tend to focus on income based indicators of inequality,
such as the Gini coefficient or re-distributive indicators like welfare spending and outcomes.
Nevertheless, recent landmark studies suggest that patterns of asset ownership are just as,
if not more important, for inequality than income and redistributive measures, particularly
as inequality at the upper end of the distribution tends to accrue from asset ownership
rather than wage income (Piketty 2013). Given recent insights about the importance of
asset ownership for inequality, the neglect of privatization conditions in existing literature
is all the more salient, because a major consequence of privatization is change in the
ownership and control of productive assets.

In order to gauge the distributional consequences of privatization, focusing on inter-
personal income inequality and redistribution is insufficient because this may not fully
capture inequality which results from changes in asset ownership. Following asset owner-
ship transfers, firm profits no longer remain in the public sector, but become the property
of private shareholders. Furthermore, production is likely to be organized differently
after privatization, according to profit maximization rather than public interest or other
objectives.

Instead, we examine the effect of privatization conditions on the national factor share
of income. The factor share compares returns to the activity of labor, which remains the
primary source of income for the vast majority of the population, with returns to capital
ownership, which is a more important source of income for the wealthy. It gives a better

aggregate picture of how the benefits and costs from asset transfers are distributed between



capital holders and workers (Rodriguez et al. 2010).

Distributional Effects of Privatization

While a host of studies focus on the effects of privatization on firm level performance and
efficiency,Estrin and Pelletier (2018) far fewer focus on its distributional impacts. There
is a lack of consensus on the distributional effects of privatization, with earlier studies
focusing on individual country cases having mixed findings (Birdsall and Nellis 2003).

On the one hand, privatization might increase the labor share of income. If as pri-
vatization results in labor being shed from low productivity SOEs and redeployed to
higher productivity sectors, this could increase national employment and wages (Azmat
et al. 2012). Similarly, if privatization increases firm profitability, and profits are redis-
tributed to employees or reinvested, employment and wages might rise, even improving
the employment generating potential of the economy as a whole (Vuylsteke 1988, World
Bank 1995). For instance, Gupta (2011) finds that in India between 1989 to 2009, privatiza-
tion increased employment significantly and was not associated with a declining wages.
Privatization might also lead to product market deregulation, which reduces barriers to
entry for new firms, increases product market competition, and thus increases labor share
(Kalecki, Torrini 2005; Blanchard and Giavazzi 2003.).

On the other hand, privatization might reduce the labor share of income. In existing
literature, the major channel through which this occurs is through job shedding in pri-
vatized firms. SOEs were historically used to absorb excess workers, which tended to
decrease firm level profitability. As a result, one of the major consequences of privatization
was firing of these excess workers.(Azmat et al. 2012) find that privatization in OECD
countries has led to a decline in the labor share due to job shedding, even in cases where
wages increased within privatized firms. According to (Azmat et al. 2012), privatization

shifted the incentives of senior managers towards maximizing shareholder value and away



from broader public objectives such as job creation and protection, resulting in mass job
shedding. Similarly, based on a survey of 308 privatized firms (covering 84 countries) over
the period 1982 to 2000, (Lopez-de Silanes and Chong 2002) show that employment was
reduced by 78 percent post-privatization. Mass unemployment might result in downward
pressure not only in privatized firms and sectors, but also in those were already private,
and in non-privatized public sector firms, reducing national labor shares.

While job shedding is undoubtedly important, we contend that this is only part of the
story and focus on a distinct causal mechanism: the weakening of labor power.(Azmat
et al. 2012) focus on privatization in OECD countries, but most of the developing countries
that privatized under IMF conditionalities have distinct economic structures: namely, large
informal sectors. The informal sector might absorb workers made unemployed by mass
privatization, reducing the impact on aggregate unemployment.

In developing countries, labor bargaining power has historically been strongest in
the public sector. SOEs normally operated or were established in the most strategically
important sectors. Due to their economic importance, these sectors had the greatest
potential to cause economic disruption in the event of a strike. Following privatization
and mass job shedding, the share of workers in these higher disruptive capacity industries
dramatically reduced.

As labor law tends not to apply to the informal sector, labor unions in developing
countries were strongest in the formal sector, which historically tended to be state-owned.
Unionization rates in the public sector tended to be higher than in the private and informal
sector. Since privatization often resulted in the mass firing of unionized labor, key public
sector unions in the most important sectors of the economy were dramatically weakened
or in some cases even ceased to exist.

We expect that even if privatization does not increase aggregate levels of unemploy-
ment, privatization related job shedding from high union density and high disruptive

capacity sectors should lead to a decline in labor power and therefore labor share of income.



Due to the historical importance of public sector workers for the strength of the national
labor movement, we expect we expect to see these effects not only within the privatized
tirms and sectors, but also at the national level. Privatization could lead to a generalized
decline in the strength of the national labor movement.

We expect these effects to persist in the long run. An initial weakening of the na-
tional labor movement could put further downward pressure on national labor share, as
unions became too weak to fight against anti-labour policies, including further rounds of
privatization.

We surmise the following hypotheses with respect to the channels through which IMF

sponsored privatization could lead to a decline in the labor share:
H1: Privatization reduces national labor share through weakening labor’s disruptive capacity.
H2: Privatization reduces national labor share through reducing union density.

Before turning to the large-N analyses, we trace how the IMF’s privatization conditions
reduce labor’s share of income by weakening labor power in two typical cases, Pakistan

and Turkey.

Typical cases: Pakistan and Turkey

Pakistan and Turkey have both implemented numerous IMF programs that required
privatizing SOEs in strategic sectors. Turkey has been a member of the IMF since 1947,
and signed 19 arrangements with the Fund. Although in 2009, Turkey made a decision
to operate without the assistance and involvement of the IMF (Meltzer 2011), its long
experience with the Fund is still illuminating for the time period under study. Pakistan

has been a member of the IMF since 1950, and has entered into 23 arrangements to date.



Figure 2: IMF privatization conditions and labor share of income in Pakistan and Turkey
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At the time of writing Pakistan is still borrowing from the IMF, with its latest arrangement
dated July 2023. Although they have different economic fundamentals, both countries
followed a similar route to privatizating SOEs under IMF monitoring, with privatization
beginning at a slow pace through the 1980s, but gaining steam through the 1990 and
early 2000s. Figure 2 graphs the number of privatization conditions attached to the IMF
programs implemented in Pakistan and Turkey since 1980, and the labor share trend for

both countries.

Pakistan

Privatization in Pakistan began in earnest the 1990s, when the IMF began including
privatization conditions in its programs (International Monetary Fund 2019). Prior to this,
although the military Zia-Ul-Haq regime had announced a privatization programme after
siezing power in 1978, privatization remained limited to a few small agro-processing units
and hotels. IMF sponsored privatizations continued throughout the late 1990s and 2000s,
regardless of whether centre-left, pro-business, or military governments were in power.

Over the course of the 1990s and 2000s, SOEs in sectors that formed the industrial



backbone of the economy were privatized under IMF and World Bank conditionality. These
included large formal sector firms in energy, automobiles, cement, chemicals, engineering,
fertilizers, banking, and telecommunications. Major SOEs that were privatized included
National Refinery Limited and Karachi Electric Supply Corporation in the energy sector,
Habib Bank Limited and United Bank Limited in banking, Pakistan Telecommunications
Corporation Limited in telecommunications, Pak-American Fertilizers, Javedan Cement
Company Limited and Millat Tractors Limited !.

Unionization rates were highest in these large formal public sector firms. These public
sector jobs were permanent, secure, and better paid, with all the attendant benefits such
as paid leave(Munir et al. 2015). Given that one of the key criticisms of SOEs prior to
privatization was overstaffing, significant job shedding occurred across sectors as a result
of privatization. Between 1991 and 1998, employment in public sector corporations was
halved (Sayeed 2006).

Although public sector unions in some sectors managed to put up resistance and extract
better terms, they were ultimately unable to prevent privatization except in selected sectors
like airlines (Munir et al. 2015). In 1990 union representatives from 115 public sector units
scheduled for privatization negotiated an agreement with the federal government. Firms
were bound by law to provide workers the option of retaining their jobs for at least one
year after privatization, leaving with a generous severance package, or purchasing the
enterprise using retirement funds and bank loans (Candland 1999). Although this led
to more generous terms for laid off workers, it also smoothed the path to increased job
shedding (Naqvi and Kemal 1994, p. 184).

In some cases firms were rationalised by reducing the labour force while still under
state ownership, to make the units more attractive to buyers in preparation for sale. In 2001
the World Bank extended a 450mn USD Banking Sector Adjustment Loan which provided

funding for voluntary severance schemes in commercial banks designated for privatization.

Thttp:/ /www.privatisation.gov.pk/Detail /NTUOZJEINGQtNmYzNCOONWZjLWIXxZTEtYWMzMzliYzFhNzk4



Reducing the wage bill was ”seen as a necessary condition to their privatization to rep-
utable investors” (World Bank 2001). In others, the new private sector management fired
workers in order to reduce costs and boost profits. For instance, following privatization,
the new management of Pakistan Telecommunication Corporation Ltd (PTCL) reduced
the workforce from 57,000 to 27,000 using voluntary severance schemes. Similarly, the
SOE Millat Tractors that had 830 employees at the time of privatization, approximately
250 employees were laid off through a golden handshake offer (Bhowmik 1995, p.932).

Jobs were also permanently lost when privatized units were shut down. For instance,
buyers of many privatized engineering units did not have the know how to effectively
maintain the enterprises they had purchased, leading to closure. In other cases buyers
bought SOEs not with the intention of managing them, but of selling off assets such as real
estate and machinery in order to make a fast profit (Pervez 1995).

Privatized firms also began to fire and re-hire workers on a contract rather than per-
manent basis through subcontractors in order to cut costs and to prevent workers from
re-unionizing. Because subcontracting firms typically employed fewer than ten workers
they were not subject to formal labor law (Munir et al. 2015). Post-privatization, a typical
large factory, tended to hire up to 85 percent of workers through as many as twenty differ-
ent subcontractors (Munir et al. 2015). (Naqvi and Kemal 1994, p. 202) estimate that 40
percent of employees in privatized firms had previously been fired and re-hired.

In addition to directly reducing labour’s share of income within privatized firms and
sectors due to reduced wage bills, job shedding also weakened unions and their bargaining
power over future wages and working conditions.

Mass firing of unionized workers meant that their unions often ceased to exist. For
example, prior to privatization Millat Tractors had two unions. All workers opting for
golden handshakes came from one of those unions. Following the departure of these
workers, the union ceased to exist, and only one union remained (Bhowmik 1995, p.932).

In addition to reducing the number of unions and union membership, privatization also

10



deterred union activity in industrial disputes. Newly appointed private management often
targeted unionized workers for firing.

Increased informalization as the result of fire and rehire tactics further weakened the
labour movement. While Pakistani labour law afforded formal workers some protection,
an informal worker could be fired without reason or serving notice (Ahmed, Noman 2020).
As informal workers were easily replaceable they were afraid of losing their jobs and less
likely to engage in collective action (Handayani 2016, p.240)

As a result, privatization served to weaken trade unions not only at firm and sector
level but also the national level. By virtue of the fact that historically public sector unions
were the strongest, the elimination of these unions meat that mainly weaker private sector
unions remained, having knock on effects for the ability of the trade union movement to

negotiate on national labor regulations.

Turkey

Like in Pakistan, although privatization had already been on the agenda since the 1980s
(Yalman 2009; Onis 2009), it was not until the 2000s, when the IMF began including
privatization conditions in its programs that privatization began in earnest in Turkey.

Over the course of the 2000s, five of the largest SOEs that had been on the privatization
agenda since the 1980s were privatized one by one. These highly profitable SOEs were in
strategic sectors, namely Tiirk Telekomiinikasyon A.S.., (TTAS) in telecommunications,
Petrol Ofisi A.S., (POAS), Turkish Petroleum Refineries Corporation, (TUPRAS) Petro-
chemical Holding A.S., (PETKIM) in petroleum , and Eregli Demir ve Celik Fabrikalar1
T.A.S, (ERDEMIR) in steel (Angin and Bedirhanoglu 2012)

Despite the expectation that privatizations would lead to an increase in firm profitability,
which would trickle down to workers, Cengiz (2018) shows that the effects of privatization
on employment, real sales, and profit were negative at the aggregate level. Not only

did the size of the overall pie shrink, but an even greater portion went to capital as
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workers jobs were shed as a result of privatization. According to the Istanbul Chamber
of Independent Public Accountants (ISMMMO), 22,000 individuals became unemployed
as a direct result of privatizations that occurred between 1986 and 2006 (ISMMMO, 2010,
p- 369). In a study of the cement sector, Ozmucur (1998) finds that following a change in
ownership employment decreased by 15.5 percent in privatized firms compared to 7.8
percent in private firms. At the firm level, Simga-Mugan and Yuce (2003) find that two
years after privatization, privatized companies operated with approximately two thirds
of the workforce that was employed before privatization (p. 105). This is supported by
Cengiz (2018), who finds that the privatization process in Turkey has directly produced a
sixty-five percent decline in the “firm-level workforce” (p. 700).

These figures for job shedding after privatization are likely underestimates as dismissals
often took place in while still under state ownership in order to make the enterprise
attractive for sale (Ozmucur 1998). The Turkish Privatization Authority pre-emptively
dismissed workers as it was assumed buyers would be reluctant to purchase firms with
perceived labour problems (Buyukuslu 1995).

In addition, employment after privatization was less formal and secure than employ-
ment in state-owned enterprises. Dismissed workers were often rehired at other private
sector firms with worse working conditions. Wages tended to be lower, for instance,
cement workers lost an average of 61 percent and Petkim workers 57 percent of their
pre-dismissal earnings (Tansel 1997). Dismissed workers lost not only wages but also in
kind benefits. While almost all of the workers reported subsidized lunch, transportation,
heating fuel and child support provided as benefits of their jobs in the state-sector, more
than half of dismissed workers did not receive simialr benefits at their new places of
employment (Tansel 1997, p.637).

Not all workers were lucky enough to find formal re-employment following privati-
zation. The share of subcontract labor increased dramatically in privatized plants imme-

diately after their privatization (Saygili and Taymaz 1996, p.592). This was facilitated by
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legal changes. Law 4-C enabled the transfer of redundant employees to other government
departments, where they were usually employed on a contractual or temporary basis
(Kayaalp 2014). For instance, under this law state tobacco company (TEKEL) workers
were entitled to only one third the wage they were previously paid (Onis 2011). Dismissed
workers were also replaced with informal workers or the employees of sub-contracting
tirms (Buyukuslu 1995). This served to weaken union membership and worker protections
as these workers’ rights to unionize were not covered by law (Buyukuslu 1995).

Like in Pakistan, job shedding in former SOEs decimated historically strong public
sector labour unions. In many cases, unionized workers were deliberately targeted for
dismissal. For instance after energy SOE IPRAGAZ was sold off of to a French company in
1992, within five years all unionized workers were dismissed, and the company became
union-free (Buyukuslu 1995). The result was a significant reduction in unionization rates
in privatized entities. According to Tansel, the union membership rate was 97 percent for
cement workers and 87 percent for petrochemical workers under state ownership. After
privatization induced dismissals, “union membership was nil” (Tansel 1997, p. 6).

Management’s targeting of union members for dismissal discouraged the formation of
new unions as workers feared retaliation Cam 1999, 705. New private sector management
often took a hostile approach to labour relations. Anti-union tactics frequently used by
private management included annulling the collective bargaining authority of unions,
refusing to attend collective bargaining sessions, and preventing the functioning of arbitra-
tion and strikes. If workers objected to these measures, the matter would go to court and
take years to be finalised, in which time the unions would lose a large number, if not all, of
their membership (Toks6z 2008, p.61-62). This dissuaded remaining unions from organiz-
ing against privatization and in favour of better working conditions (Yiicesan-Ozdemir
and Ozdemir 2007, p.464). Between 1980 and 2005 alone, national union membership
declined by one third (Ercan 2007). According to Ministry of Labour figures, the percentage

of workers covered by collective bargaining declined from 44.6 precent in 1988 to only 11.7
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percent in 2005 (Yiicesan-Ozdemir and Ozdemir 2007, p.464).

Research Design

To test the generalizability of our hypothesis that IMF privatization conditionalities reduce
the labor share of income by weakening labor power,in a large-N setting, we build a

country-year panel dataset including all IMF privatization conditions from 1980 to 2015.

Dependent Variables

Our dependent variable is the labor share of income, a ratio that indicates the division of
national income between labor and capital. For reasons mentioned above, this measure
of the functional distribution of income has advantages over interpersonal income when
looking at the effects of changes in ownership patterns. We define labor share as wages
divided by value added, the most widely used measure in the literature (Karabarbounis
and Neiman 2013; Guerriero 2019; Rodrik 1999; Jayadev 2007). The capital share of national

income is simply the inverse of the labor share. The data is available from OECD.

Independent Variables

We use two measures to capture different forms of labor power, the underlying capacities
of labor to bargain for larger shares of firm or sector profits. First, we use the disruptive
capacity index from Usmani (2018) to proxy for labor power. The intuition is that labor’s
power depends on its ability to disrupt economic activity in the event of a strike. Disruptive
ability varies across sectors. The greater the percentage of workers that are employed in
high disruptive capacity sectors, the greater national labor power. Disruptive capacity is
defined as the number of workers employed in manufacturing, mining, construction, or
transport, all considered high disruptive capacity sectors, divided by the total working

age population. We also use union density from the ILO, which captures labor’s capacity
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for organization and mobilization. Our unemployment measure comes from World Bank

data.

Instrumental variables

We operationalize the IMF privatization conditions variable by aggregating the number
of privatization-related conditions for each IMF program within a given year. When a
country is subject to multiple lending arrangements approved simultaneously, these are
treated as a single program for our analysis. In contrast, arrangements approved separately
are counted as distinct observations to reflect the specific economic context and policy
implications of each approval. We use a 3-year lag since a borrowing country usually takes
3 years to implement a program. We utilize Kentikelenis et al. (2016) data, which contains
observations for each policy condition across all IMF borrowing countries.

Because implementation of IMF conditionality is not guaranteed, as a robustness check
we also take into account actual privatization revenues (in million USD normalized by
GDP) instead of IMF privatization condition numbers in a separate set of regressions. This
variable represents the size of privatization programs relative to the size of the economy.

The data is from the World Bank, obtained from Estrin and Pelletier (2018)).

Controls

Our models control for factors plausibly associated with labor share of income. Previ-
ous research shows that technological change, economic integration/globalization, and
economic growth influence the labor share (Hutchinson and Persyn 2012). Therefore we
use percentage change in total factor productivity (from Conference Board data), capital
account openness (from Chinn and Ito (2006)) , trade Globalization Index (from KOF), and
GDP growth (using World Bank Data), as controls.

We also control for the existence of an IMF program with a dummy variable to distin-
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guish the cases where a country had no privatization condition under an IMF program

from those who had no IMF program at all in a given year.

Modelling strategy

We model this data in a 2SLS model. 2SLS has previously been used in research on IMF
interventions to disentangle the causal effects of IMF programs from other confounding
variables (Barro and Lee 2005; Lang 2020). The core principle behind this approach is to
use instrumental variables (IV) that can predict the potentially endogenous explanatory
variable but are uncorrelated with the error term of the outcome variable. We posit that
IMF privatization conditions are a potent instrument. While these conditions are good
predictors for changes in structural policies like privatization, which can subsequently
affect the labor share of income, they are plausibly exogenous to other unobserved deter-
minants of labor share. By deploying the 2SLS method, we aim to isolate the causal impact
of privatization on labor’s share of income, correcting for potential endogeneity biases that
might arise from omitted variables or reverse causality.

The 2SLS method not only addresses endogeneity concerns, but helps unpack the
indirect pathways through which IMF programs may exert influence. The method fits well
with the two-stage nature of our hypothesis that IMF privatization conditions may reduce
the labor share of income via reducing labor power.

First Stage: Predicting Share of Workers in High Capacity Industries using IMF

Privatization Conditions as the instrument
Share of Workers in High Capacity Industries;, = ¢ + 6 x IMF Privatization Conditions;; + A x Controls;; +

Second Stage: Predicting Labor Share of Income using the predicted Share of Work-

ers from the first stage

Labor Share of Income;; = § 4+ ¢ x Share of Workers in I—ﬁgh Capacity Industries;, + 71 X Controls;; + v;;
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Where:

¢ Constant or intercept term in the first stage. Expected value of the “Share of Workers in
High Capacity Industries” when all independent variables (including the instrument)

are zero.

§ Coefficient of the instrumental variable (IMF Privatization Conditions) in the first stage.
Effect of a one-unit increase in the IMF Privatization Conditions on the ”Share of

Workers in High Capacity Industries”.
A Vector of coefficients for the control variables in the first stage.

¢ Constant or intercept term in the second stage. Expected value of the “Labor Share of
Income” when all independent variables (including the endogenous predictor) are

zero.

¢ Coefficient of the endogenous variable (Share of Workers in High Capacity Industries) in
the second stage after it has been instrumented using the predicted values from the
first stage. It captures the causal effect of a one-unit increase in the ”"Share of Workers
in High Capacity Industries” on the “Labor Share of Income”, after accounting for

potential endogeneity.
7t Vector of coefficients for the control variables in the second stage.

u Error term for the first stage. Captures unobserved factors affecting the ”“Share of

Workers in High Capacity Industries”.

v Error term for the second stage. Captures unobserved factors affecting the “Labor Share

of Income”.
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Results

Table 1 provides 2SLS estimates for the relationship between labor share and IMF privati-
zation conditions through labor power. The first stage of the 25LS predicts the values of
the endogenous independent variable (disruptive capacity) using this instrument (IMF
privatization conditionalities). The second stage then uses these predicted values to esti-
mate the relationship with the dependent variable, the labor share of income. The vector
of controls include IMF labor-market conditions, % GDP growth, Chinn Ito Index, KOF
Trade Globalization Index and % Growth of total factor productivity.

The first stage results reported in Table 1 demonstrate that the instrument is relevant.
The first-stage IV enters with a positive coefficient that is statistically significant. The
results are robust across specifications including control variables. This supports the
argument that the identification strategy is able to isolate quasi-exogenous variation.

The second-stage results reported in Table 1 show that IMF privatization conditions,
on average, decrease the labor share of income. The coefficient is negative and statistically
significant across specifications with (models 2-7) and without (model 1) control variables.

We interpret these results as evidence to support H1, that privatization of SOEs as a
result of IMF conditionalities reduces labor’s national income share by weakening labor’s
disruptive capacity.

In order to address concerns about non-implementation of IMF conditions, we repeat
the analyses using privatization revenue in million USD normalized by GDP as the in-
strumental variable instead of the number of IMF privatization conditions. The first-stage
results in Table 2 demonstrate that the instrument is relevant. The second stage results
show that privatization, on average, decreases the labor share of income. The coefficient is
negative and statistically significant across various model specifications with and without
control variables. We interpret these results as further evidence to support H1.

Next, we run 2SLS estimates using union density as the endogenous variable instead of

disruptive capacity, in order to test H2, that privatization reduces labor share by weakening
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labor unions. The first-stage results in Table 3, demonstrate that our instrument is valid.
The second stage results show that IMF privatization conditions, on average, decrease the
labor share of income. The coefficient is negative and statistically significant across various
model specifications with and without control variables.

We interpret these results as evidence to support our hypothesis that privatization
reduces the labor share of income through two distinct but related channels. Privatization
weakens labor’s disruptive capacity which in turn weakens the national labor share of
income. Privatization also weakens labor unions, which in turn weakens the national labor
share of income.

In Table 10 (shown in the Appendix), we run 2SLS estimates in order to check whether
IMF privatization conditions reduce the labor share through unemployment growth as
predicted by the literature, and find that there is no significance. In Table 11 (shown in
the Appendix), we repeat the analyses using privatization revenue as the instrumental
variable find no significance. We suspect that unlike in the developed world, in developing
countries, privatization does not reduce the labor share of income by increasing aggregate
unemployment because the informal sector absorbs excess labor. In a developing country
context, the labor power channels are more important in influencing labor share of income
than aggregate unemployment levels.

Finally, in Table 4 and 5 in the appendix, we repeat the analyses in Table 1 and 3 using
IMF conditions on privatization in year t with no-lag as the instrument instead of using
IMF conditions with a three year lag. We find that there is no significance. We interpret this
as evidence that once the IMF imposes privatization conditions on a borrowing country,
the effects on national labor share are not immediate. These effects take about three years

to materialize.
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Discussion and Conclusion

This research sheds light on the distributional effects of IMF privatization conditions in
borrowing countries. We focused on two typical cases of IMF sponsored privatization,
namely Pakistan and Turkey, in order to trace the causal mechanisms through which IMF
privatization conditionalities effect the labor share of income. Our cases suggest that
privatization resulted in mass job shedding in state owned sectors, which historically
tended to be strategic sectors with high disruptive capacity and strong labor unions.
The share of workers employed in high disruptive capacity industries was reduced, and
historically strong public sector unions were decimated. This had negative knock on effects
for the strength of the national labor movement, weakening labor’s ability to resist future
privatization reform, as well as to bargain over wages and conditions.

We then tested the generalizability of our hypotheses in a large-N setting , which gave
us statistically significant results in the expected direction.

Future research might disaggregate data further to look at sectoral differences in the
relationship between privatization and labour share. A comparative analysis of Turkish
privatizations of Citosan, a cement plant, and Petkim, a petrochemical firm, illustrates
that post-privatization unemployment rates was higher among workers in the cement
industry than petrochemical workers (Tansel 1997, p.638). This suggests that the effects of

privatization may be more severe in sectors that use unskilled rather than skilled labor.
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Table 6: Actualization: Two-way Fixed Effect OLS Regressions for Labor Share

Dependent variable: Labor share of income

@ @ ®) & ®) (6) @
SOE privatization deals in millions US dollars normalized by GDP  5.2e+05  4.9e+05  4.2e+05 4.7e+05 4.9e+05 4.8e+05 5.1e+05
(3.9e+05) (3.9e+05) (3.7e+05) (3.8e+05) (3.6e+05) (3.5e+05) (3.4e+05)
IMF Dummy 0.017 0.001 0.003 0.001 0.002 -0.001
(0.021) (0.018) (0.018) 0.017) 0.017) 0.017)
IMF Conditions on Labor Market 0.009***  0.010**  0.010***  0.010**  0.011***
(0.003) (0.003) (0.002) (0.002) (0.002)
Chinn Ito Index 0.017 0.018 0.017 0.017
(0.023) (0.023) (0.022) (0.022)
KOF Trade Globalization Index -0.001 -0.001 -0.001
(0.001) (0.001) (0.001)
% GDP Growth 0.040 0.096*
(0.030) (0.051)
% Growth of Total Factor Productivity -0.004*
(0.002)
Constant 0.314**  0.294**  0.309***  0.335***  0.369**  0.360***  0.233***
(0.017) (0.031) (0.026) (0.053) (0.051) (0.050) (0.037)
N 282 282 282 279 279 279 269
R? 0.102 0.110 0.149 0.190 0.196 0.201 0.222

Notes: These estimates are from the ordinary least squares (OLS) regression. The dependent variable is the
labor share of income of borrowing country j in year ¢. All independent variables pertain to borrowing
country j in year ¢. The independent variable IMF Dummy is equal to 1 if an IMF programme is in place, 0
otherwise. Year and country fixed effects are included in all models. Standard errors are clustered on
borrowing country j and are shown in parentheses. *p < .1, ** p < .05, ** p < .01

Table 7: Conditionality: Two-way Fixed Effect OLS Regressions for Labor Share

Dependent variable: Labor share of income

(€] ()] 3 @) ®) 6)
IMF Conditions on Privatization -0.001 -0.007 -0.007 -0.007 -0.007 -0.007
(0.003)  (0.004) (0.005) (0.005) (0.005) (0.006)
IMF Conditions on Labor Market 0.011** 0.012** 0.012*** 0.012*** (0.014***
(0.004) (0.004) (0.004) (0.004) (0.004)
Chinn Ito Index 0.008 0.009 0.009 0.009
(0.015)  (0.015) (0.015)  (0.016)
KOF Trade Globalisation Index -0.000 -0.000 0.000
(0.000)  (0.000)  (0.001)
% GDP Growth 0.022 0.051*
(0.020)  (0.029)
% Growth of Total Factor Productivity -0.002
(0.001)
Constant 1.441%*  1.435%** 1.460%** 1.469%* 1471%* (0.374***
(0.005) (0.006) (0.048) (0.058) (0.058) (0.049)
N 582 582 570 569 569 511
R? 0.397 0.423 0.440 0.440 0.441 0.117

Notes: These estimates are from the ordinary least squares (OLS) regression. The dependent variable is the
labor share of income of borrowing country j in year t. All independent variables pertain to borrowing
country j in year ¢. Year and country fixed effects are included in all models. Standard errors are clustered
on borrowing country j and are shown in parentheses. *p < .1, ** p < .05,** p < .01



Table 8: Conditionality (3-year lag): Two-way Fixed Effect OLS Regressions for Labor

Share
Dependent variable: Labor share of income
©) (¢ ®3) “4) ©®) (6)
IMF Conditions on Privatization (t-3) -0.014* -0.015* -0.016** -0.016** -0.016** -0.016**
(0.008)  (0.008) (0.007) (0.007) (0.007)  (0.007)
IMF Conditions on Labor Market (t-3) 0.003 0.003 0.003 0.003 0.002
(0.003)  (0.003) (0.003) (0.003)  (0.003)
Chinn Ito Index 0.000 0.000 0.000 -0.001
(0.011)  (0.011) (0.011) (0.011)
KOF Trade Globalisation Index -0.000  -0.000 0.000
(0.001)  (0.001) (0.001)
% GDP Growth 0.016 0.039
(0.018)  (0.027)
% Growth of Total Factor Productivity -0.001
(0.001)
Constant 1.444%*  1.443**  1.442%*  1.446%* 1.448** (0.343***
(0.005) (0.005) (0.035) (0.042) (0.043) (0.033)
N 571 571 559 558 558 500
R? 0.433 0.435 0.449 0.449 0.450 0.120

Notes: These estimates are from the ordinary least squares (OLS) regression. The dependent variable is the
labor share of income of borrowing country j in year t. All independent variables pertain to borrowing
country j in year f unless a lag variable is used. Year and country fixed effects are included in all models.
Standard errors are clustered on borrowing country j and are shown in parentheses. *p < .1, ** p < .05, ***
p<.01
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