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Abstract

In the last few decades the transformation of ownership rights of state owned enterprises

(SOEs) to private sector, the privatization, is being considered as an important craft to

reduce fiscal deficits, increase organizational efficiency, and to control macroeconomic

barometers. In Pakistan, especially after 1988, most of the governments have adopted

the privatization as mainstay artifice to reduce fiscal imbalances, augment organizational

competence and bring macroeconomic stability. The favorable fiscal impact of privatization

has been expected from the sale proceeds being used to retire national debt, as well

as elimination of losses of the public sector units as these losses are financed from the

budget. It is also considered important to foster competition, strengthen capital markets

and to encourage foreign direct investment. Since privatization is an exercise with

multifaceted implications, many of the studies have been made to evaluate its diversified

impacts. But most of the researches carried out have explored its affects on fiscal

shortfalls, organizational efficiency and economic growth. Only a few studies have been

conducted to see its impacts on economic development, especially on inflation, the

single most important macroeconomic indicator which can destabilize the life of masses

substantially, if not completely. This research article attempts to highlight the influences

of privatization on inflationary pressure and its repercussions. It has been argued that

privatization accelerates the inflation thus affecting the development negatively. We are

making an effort to test the credibility of the fact through scientific tools. Last thirty years

data have been taken for analysis purpose. The econometrics model using "Regression

Analysis" would be developed to analyze and interpret the data.
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1. Introduction

Privatization, a method of redeploying assets and functions from the public sector to

the private sector, appears to be a factor that could play a serious role in the quest for

growth and development. In recent history, privatization has been a part of political

policy and has spread to every region of the world. The process of privatization is an

effective way to bring about fundamental structural change.

A world-wide era of privatization has been picking up momentum in recent decades,

making it a fairly new trend in the sphere of economic policy. Governments pursuing

privatization are not only prone to use its proceeds for debt servicing but also have a

strong hope for its contribution towards economic growth and development process.
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The same has been maneuvered by the Pakistan's government while pursing the

privatization in the 1990s and early years of this century. Right now the Privatization

Commission of Pakistan is devising a policy measure to privatize at least six of the key

industries in order to generate funds for the govt, to reduce the debt burden on government,

and to increase organizational efficiency. While proponents of the privatization are admiring

the policy, the opponents are of the view that it would not only increase the unemployment

in the country but it may also be one of the sources of inflation thus affecting living standard

of masses negatively. Opponents argue that SOEs are being subsidized by the government

and prices of their products are deliberately kept low in order to extend the welfare to the

masses. When these firms would be privatized, the subsidies would be eliminated and

free market forces tend to elevate their prices thus bring an array of inflation in the country.

 The SOE's existing in the oligopoly market structure, would have chance to hoard the

supply by making cartels which would not only increase the prices of the commodities

but also would be a source of underutilization of resources.

The same time capital intensive behavior of private firms would pursue them to conduct

massive layoffs and their existence in oligopoly market would allow them to set the

prices of their own choices. This would not only bring the unemployment and inflation

in the country but would also push down the living standard of the masses of Pakistan.

In order to authenticate these comments and to testify them, first we are developing

the theoretical frame of the issue supported by the empirical and theoretical researches.

On the basis of it, we would scientifically test their authenticity.

2. Theoretical Framework

The theoretical framework behind the idea of privatization is largely dependant on

understanding that privatization proceeds are used to finance fiscal deficits, reduce the

debt burden on government, and to increases organizational efficiency. On the other

hand privatization is a source of inflation, unemployment and living standard.

About government's raising of funds through privatization, Megginson (2005) states

that raising money is, quite naturally, a very attractive objective, and most governments

hope that privatization will help to develop national capital markets.

But still there is a controversy in the opinion either privatization affects growth positively

or not. Harper, Joel T. (2001) has shown some of the evidences from developing

countries where privatization has affected negatively to level of growth in the short run.

Uchid and Cook (2001) also found a robust partial negative correlation between

privatization and economic growth.

Besides the discussion in growth some of the economists say that it is one of the causes

of unemployment and inflation. As William L. Megginson (2005) states in his book "The

Financial Economics of Privatization" that in launching privatization programs, most

governments simply assert as common knowledge that privately owned companies are

inherently better managed and more efficient than are state-owned firms. These

governments seem not to realize just how controversial these assumptions are within
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the economics profession, especially among theoretical economists. Theorists generally

acknowledge that private ownership causes firms to be more profitable and to operate

with greater technical efficiency under most industrial structures, particularly in competitive

industries. However, there is far less theoretical consensus about the optimality of

private ownership in the presence of significant market failures, and about the ability

of private companies to pursue socially desirable goals, such as maximizing employment

or providing necessary goods and services at a fair price to all citizens. There is also

much controversy about whether commercial enterprises should be asked to pursue

social objectives or simply to maximize profits, subject to legal constraints. By far the

most controversial issue for theorists is whether natural monopolies-defined as industries

with continuously increasing economies of scale, such that only a single producer is

economically efficient- should be owned by the state or by private owners (subject to

state regulation).

Shleifer and Vishny (1994) highlight that SOEs will be inefficient because some of the

politicians use SOEs to pursue non-economic objectives for  vested interest, such as

maintaining excess employment, building factories in politically (but not economically)

desirable locations, and pricing outputs at below market clearing prices. And this practice

can not be curbed even in fully competitive markets.

Okten and Arin (2001) find that privatized companies switch to more capital-intensive

production processes. These new processes significantly reduce per unit costs and

prices, and substantially raise labor productivity and overall output. They also document

that capacity utilization and investment increase significantly after privatization, while

employment declines significantly and capacity increases insignificantly.

Sina Mazdak (2008) highlights that working class struggles are intensifying in Iran as

a consequence of privatization. She expounded that privatization has accelerated the

level of inflation which is leading to social conflicts.

3. Model and Methodology

The purpose of the study is to examine the effect of privatization on inflation, and living

standard. Thus, this study uses a regression analysis to estimate the effects of privatization

on inflation, unemployment and economic development.  Last thirty years data are

being taken for analysis

3.1 Explanation of Variables

A Privatization:

Privatization proceeds have been taken to represent the privatization. It is the amount

rupees which have been reaped by the govt while selling of SOEs.
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B. Inflation:

CPI inflation is representing the Inflation data. It can be argued that CPI may not

necessarily contain some of the privatized firm's product. But it indirectly affects the

level of Inflation. As the privatization of tractors ( e.g. Millat Tractor's case) effects the

prices of tractors, which is one of the prime capital used in agriculture sector, so it will

indirectly effect the agricultural prices.

C. Economic Development:

Previously we took the HDI to represent the Economic Development. But now, on the

recommendation of moderators, we have taken Per Capita Income (Purchasing Power Parity)

D. Unemployment:

Unemployment rate is just taken by dividing the number of unemployed people over

total labor force.

Statistical Models

We have developed four models by using Simple Linear Regression. In all four models

Privatization is independent variables, whereas Inflation, GDP, HDI and unemployment

are dependent variable. Following is their structure:

Inflation             = f (Privatization)  

Per Capita Income (Purchasing Power Parity)   = f (Privatization)

Unemployment =  f (Privatization)

GDP                  =  f (Privatization)

4. Results

A. GDP
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The 2.51 t-value of GDP to Privatization is showing statistically significant relationship.

P value is explaining that the relationship is significant at 97% confidence interval. The

privatization coefficient PRIV is 53.5811, which shows the existence of positive relation

between the two variables and further explains that by increasing the privatization by

53.58 million, (i.e. one million increase in the GDP) can be achieved. It has also been

historically and statistically evident that in the case of Pakistan, privatization brings

positive effects to the economy. Though the coefficient of determination (r-square) is

0.27, still a 27% variation in GDP due to privatization is considerable.

B. Inflation

The t-stat value of Inflation to privatization is not significant, which shows that statistically

no relationship between inflation and privatization exist. I tried to check this relationship

by transforming my model by taking log of both variables and taking square root also.

But in none of the case I found significant results. So here it can be concluded that

privatization has no relationship with inflation (CPI).

C. Unemployment

In order to remove specification biasness I have taken the square root of the privatization

data. The P-value is depicting a statistically significant relationship at almost 97%

confidence interval. The coefficient of privatization is showing a positive relationship

between employment and privatization, which means privatization process may be a

source of unemployment.
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Statistical result justifies the previous studies, which reveals that Privatization somehow

affects the employment level negatively as the Privatized firm tends to do so to increase

their efficiency

D. Per Capita Income (Purchasing Power Parity)

The 2.31 t-value of Per Capita Income to Privatization is showing statistically significant

relationship. P value is explaining that the relationship is significant at almost 96%

confidence interval. The privatization coefficient PRIV is showing the existence of

positive relation between the two variables and further explains that by increasing the

privatization by 0.33065 million (Rs), a 0.001 thousand (Rs) increase in the Per Capita

Income may be achieved. Again the coefficient of determination (r-square) is 0.26, but

still a 26% variation in Per Capita Income due to privatization is considerable.

5. Conclusion

This study concludes that privatization does not directly effect Inflation but it does effect

GDP, Per Capita Income (Purchasing Power Parity) positively and employment negatively.

It means that level of inflation, variable of our particular interest, is not being affected

by privatization. So by seeing the empirical results of "Privatization vs. Inflation" this

myth can be debunked that privatization is one important cause of inflation.

The second variable if our prime interest is "Per Capita Income (PPP)" has shown

positive relationship with privatization. It means by accelerating privatization in a smooth

way Per Capita Income of the individuals may be increased.

One of the most offered reason against privatization can be validated by seeing its

statistical relationship with unemployment. Data results have confirmed that privatization

has a negative effect on employment and may be a source of unemployment. But these

results are in accordance with previous studies.

Results of other variables (i.e. GDP) authenticate the previous studies which revealed that

privatization effects GDP positively in most of the cases. From the result it can be concluded

that unlike conventional myth, the acceleration of privatization can accelerate the growth.
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As a conclusive remark we will recommend that government should go for the privatization.

In the short run, it will make fiscal balances positive not only by reducing the amount

being injected to SOEs in order to  keep them operational but also can increase the

government revenues in shape  privatization proceeds. In the long run, it will accelerate

the GDP and Per Capita Income (PPP).
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